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REPORT TO THE CONGRESS

BY THE COMPTROLLER GENERAL
OF THE UNITED STATES

Examination Of Financial Statements
Of The Federal Home Loan Banking
System: A Favorable Opinion But
Some Management Problems

These financial statements present fairty the
position of the Federal Home Loan Bank
Board and its refated orgamzations at Decem
ber 31 1976 and 1975 However, there dre
some management probiems.

The Board's internat audit crgamization
al structure does rot insure maximuorn
audit independence and contlicts wirn
congressional intent and Board policy
The Bank's imprest fund has financed,
without congressional review, certain
activities benetiting the Board.

The Congress should require the Board to
subrut all imprest fund budgets and expaendi
ture information for consiaeration durnng its
budyet hearings.

The chairman of the Board shouid revise his

imternal audit organization so that maximum
independence may be obtamed.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON. D.C. 20348

B~114827

To the President of the Senate and the
Speaker of; the House of Representatives

This report summarizes the results of our examination of
the financial statements of the Federal Home Loan Bank Board,
the Federal home loan banks, the Federal Savings and Loan
Insurance Corporation, and the Federal Home Loan Mortgage
Corporation for the year ended December 31, 1976.

We made our examination pursuant to the Budget and
Accounting Act, 1921 (31 U.S.C. 53); the Accounting and Audit-
ing Act of 1950 (31 U.S.C. 67); the Government Corporation
Control Act, as amended {31 U.S.C. 850 and 857); the Federal
Home Loan Bank Act, as amended (12 U.S.C. 1431(j)); and the
Federal Home Loan Mortgage Corporation Act (12 U.S.C.
1456(b)).

We are sending copies of this report to the Director,
Office of Management and Budget; the Secretary of the
Treasury; the Acting Chairman of the Federal Home ULoan Bank
Board; and the Acting Chairman of the Board of Directors of

the Federal Home Loan Mortgage Corporation.
Z.un.u ﬂ lt ‘l!"

Comptroller General
of the United States



COMPTROLLER GENERAL'S EXAMINATION OF FINANCIAL STATE-

REPORT TO THE CONGRESS MENTS OF THE FEDERAL HOME LOAN
BANKING SYSTEM: A FAVORABLE
OPINION BUT SOME MANAGEMENT
PROBLEMS

DIGEST

The Federal K Home Loan Bank Act, the Govern-
ment Corporat1»n Control Act, as amended,
and the Federal Home Loan Mortgage Corpora-
tion Act, require the 7Tomptroller General

to examine the financial transactions of the
Federal home loan banks, the Federal Savings
and Loan Insurance Corporation, and the Fed-
eral Home Loan Mortgage Corporation.

The Federal Home Loan Bank Board supervises
the activities of the banks and both Corpora-
tions; therefore, GAO included the Board's
financial statements in its examination.

During 1976 the Office of Examinations and
Supervision examined 3,270 savings and loan
institutions. The Board used the informa-
tion to identify problem institutions. The
most serious cases are classified as cate-
gory I, financially critical, and the next
most serious cases are classified as cate-
gory II, not f1nanc1ally critical but re-
quiring acgressive supervisory attention.
{See p. 18.)

At December 31, 1976, there were 13 category I
and 70 category II problem institutions with
estimated insured deposits of $658 million and
$8,890 million, respectively. (See p. 25.)

The financial statements included in this re-
port present fairly the position of the Board,
Banks, and both Corporations at December 31,
1976 and 1975; the results of their opera-
tions; and the changes in financial position
for the years then euded, in conformity with
vrinciples and standards of accounting pre-
scribed by the Comptroller General of the
United States.

FOD-77-15
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cover e shouid be noted hereon.



The Board, despite previous GAO recom-
mendations, continues to operate with an
internal audit organizational structure
which will not insure maximum independ-
ence. This structure requires the audi-
tor to receive direction from supervisors
who are directly or indirectly responsible
for the management functions that can be
audited. It is not generally used by other
Federal agencies and conflicts with current
congressional intent and Board policy.

The Board's decisions on the use of the
Office of Finance's imprest fund have re-
sulted in funding activities from this
fund which benefit the Board but which
did not receive congressional approval

as did the Board's budget. (See p. 16.)

RECOMMENDATIONS

--The Congress should require the Board
to submit all imprest fund budgets and
expenditures information for considera-
tion during its budget hearings. This
would allow the identification of Board
items being funded by other sources.
(See p. 16.)

--The Chairman, Federal Home Loan Bank
Board, should revise the Board's cur-
rent internal audit organization struc-
ture so that maximum independence may
be obtained. (See p. 9.)

~AQ0's recommendations were discussed with
Board officials and their comments incorpo-
rated where appropriate. These officials
stated that their internal audit organiza-
tion is currently being studied by a pri-
vate certified public accounting firm. GAO's
comments will be considered along with the
accounting firm's as soon as the study is
completed. (See p. 9.)

Board officials stated that the imprest

fund expenditures are insignificant when
compared to the total budget of the Office
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of Finance. GAO believes the important
issue is whether the Board is circum-
venting congressional oversight by pay-
ing for expenses from an imprest fund
that is not reviewed by the Congress.
(See p. 16.)
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CHAPTER 1

INTRODUCTION

In the early 1930s, the Congress established three
separate but interrelated organizations-~-the Federal Home
Loan Bank Board, the Federal home loan banks, and the Fed-
eral Savings and Loan Insurance Corporation (FSLIC) to pro-
vide economical home financing and encourage thrift. The
Congress created the Federal Home Loan Mortgage Corporation
in 1970 to strengthen and furthe: develop the secondary mar-
ket in residential mortgages. The chart on the following
page depicts the relationship of major agencies and offices
within the Federal Home Loan Bank System.

This report covers our review of the Federal Home Loan
Bank Board's calendar year 1976 financial statements. The
report also discusses the need for increased independence
of the Board's Internal Audit staff and the disclosure of
all Board-related expenditure information to the Congress.
These matters are discussed in chapters 2 and 3.

FEDERAL HOME LOAN BANK BOARD

The Board, an independent supervisory and regulatory
agency, (1) regulates and supervises the operations of Fed-
eral home loan banks, (2) directs the operations of the Fed-
eral Savings and Loan Insurance Corporation and the Federal
Home Loan Mortgage Corporation, (3) charters Federal savings
and loan associations, and (4) regulates and examines insti-
tutions insured by the Federal Savings and Loan Insurance
Corporation.

The Board is directed by a three-member Board of Direc-
tors appointed for 4-year terms by the President, with the
advice and consent of the Senate. Appendix I lists the re-
sponsible officials discussed in this report.

FEDERAL HOME LOAN BANKS

The Federal Home Loan Bank Board may create no more than
12 nor less than 8 Federal home loan banks and may liquidate
or reorganize any Federal home loan bank. The headquarters
locations for the 12 bank districts are:

1. Atlanta, Georgia 7. Little Rock, Arkansas

2. Boston, Massachusetts 8. ©New York, New York

3. Chicago, Illinois 9. Pittsburgh, Pennsylvania
4. Cincinnati, Ohio 10. San Francisco, California
5. Des Moines, Iowa 1ll1. Seattle, Washington

6. Indianapolis, Indiana 12. Topeka, Kansas



*IINVIISINDIS 11GNY H1IM $ID1430 S101430 ATNO LHVHD SIHL “ILON
‘NOILYHOJYOD 39VDLHOW 3HL 30 SHOLIIHIQ O GHVYOE 3HL NO 3AY3IS OSTV 88T1H4 JHL JO SHIBWIW QUVO08 IHL I3
S31LINIBISNOISIY IAILNYASENS - == == [T

NOILYNIGHOO0T GNY NOILITYID JAILYHISININGY f
$321440 12181810
N oninys | | suivaav nveun ony NOISIAH24NS ONV INIWG013AIC $UNVE NVO1 3WOH
N e 340 ONISNOH 40 31440 SNOHLVNIWYX Y 40 301440 | | Auisnant 40 301340 VY3034 IHL 0 3430
NOISIAIU
SWILSAS
INIWIDVNYIN
NOISIAIO NOISIAID
LNIWIDVNYIN Tl 1INIWIOVNYW
TINNOSYId IVIONYNIS
ABV1IHDIS SNOILYIINNPNGD 1ISNNOD TVUINID HIWYISIY NOISIAIO NOISIAIG
IM1 40 321440 40 3930 40 321440 2IWONOD3 40 321440 swatsas b o) LT Sinwaw
| T T I NOLLYWHOINI

NOVUVULISININGY B SWILSAS
ANIWIOVYNYIN 4O 301440

NYWYIVH) 3HL CL
ANVLISISSY JANNDIIXI

— NYWHIVHI r— —

ANIWLISIANIIY
QOOHUOEHDIIN
410 32440

ﬁ $331440 IYNOIDIY _

NOI1VHO4YOD
IDVDIHOW R
NYO1 3WOH 1V 3034

LN3IOV IVISid IHL
% JONVNI4 40 301440

$HNVE NVOY
IWOH TYHI0IS

peosrcoreevaaces

0y¥v08 NNVE
NVO1 IWOH TvH3IO3d

1HVHD TYNOILVZINVOHO




A Board of Directors operates each bank. Six members
are appointed by the Board, and the remainder, ranging from
eight to nine members, are elected by member institutions.
Each bank's operating responsibility is vested in a president
who is elected by the bank's Board of Directors subject to
the approval of the Federal Home Loan Bank Board. The banks
provide reserve banking facilities to their member institu-
tions and to certain nonmember borrowers. Since their incep-
tion, the banks have provided checking accounts, investment
counseling, safekeeping services, and more recently online
computer services to member institutions.

FEDERAL SAVINGS AND LOAN
INSURANCE CORPORATION

FSLIC, a wholly owned Government corporation, insures
accounts of savers up to $40,000 for each member in all fed-
erally chartered savings and loan associations and similar
institutions upon their request and approval by the Board.

The Board carries out certain FsLIC functions, such as
processing applications for insurance and examining insured
institutions. Other operating responsibilities, such as re-
ceivership activities and liquidation of assets, are vested
in a director who is appointed by the Board.

FEDERAL HOME LOAN MORTGAGE CORPORATION

The Mortgage Corporation was created by the Congress to
increase housing availability by strengthening and further
developing the secondary market in residential mortgages.
The Corporation fulfills its responsibilities by buying and
selling mortgages. It purchases mortgages from members of

__the Federal Home Loan Bank System and other insured finan-
cial institutions.

The Corporation’'s Board of Directors is composed of mem-
bers of the Board who serve in this dual capacity without
additional compensation.

ACCOUNTING SYSTEMS

The Accounting and Auditing Act of 1950 places respon-
sibility for establishing and maintaining adegjuate accounting
systems and internal control with the head of each executive
agency. These systems must meet the accounting principles,
standards, and related requirements prescribed by the Comp-
troller General.

The act also requires that the Comptroller General ap-
prove accounting systems when they are deemed adegquate and
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conform to prescribed principles, standards, and related
requirements. This approval is not required of Government
corporations subject to the Government Corporation Control
Act, and certain quasi-governmental entities that, by law,
are subject to that act. Accordingly, the accounting systems
of the 12 home loan banks, FSLIC, and the Mortgage Corpora-
tion do not require approval by the Comptroller General.

The Board's accounting system, however, must be approved by
the Comptroller General.

The Comptroiler General approved the Board's principles
and standards for its accounting system on June 27, 1972.
System design was submitted for our evaluation on August 29,
1975, After a preliminary review the design package was re-
turned with recommendations for improvements on November 14,
1975. The Board has resubmitted sections of the design pack-
age and estimates that the remaining parts will be submitted
to us by fall 1977.



CHAPTER 2

INTERNAL AUDIT--A QUESTION OF INDEPENDENCE

Internal auditiag's objective is to assist management
in attaining its goals by examining and issuing reports on
its evaluations of the agency operations. The Board, each
of the 12 Federal home loan banks, and the Mortgage Corpora-
tion have separate internal audit staffs. The Board's audit
staff performs audits of FSLIC. We believe that each of the
audit groups must be independent of line management if they
are to be an effective management tool. The independence of
the Board's audit staff, however, continues to be a matter
of concern to us.

We have emphasized the importance of an auditor's inde-
pendence by issuing audit standards for Federal agencies.
The standards point out that the auditor's performance can be
affected through the organizational structure because of the
policy direction that can be received from superiors who ars
also involved either directly or indirectly in the line man-
agement process. Therefore, to achieve maximum independence,
the auditor should be organizationally located outside the
line management function of the entity under audit.

We have discussed internal audit organizational indepen-
dence with Board officials on several occasions. In a 1974
letter to the Chairman, Federal Home Loan Bank Board, we
expressed concern about the placement of the internal audit
group in the organizational structure. 1In a 1976 lctter to
the Acting Chairman, Federal Home Loan Bank Board, we again
expressed concern that the organizational structure couzld
lack the necessary independence to assure an objective inter-
nal audit of the Board and FSLIC operations. We recommended
the internal audit staff be removed organizationally from the
line managément function and report directly to the Board or
an audit committee that is chaired by a Board member. How-
ever, as of June 1977, no change to the internal audit organ-
izational placement had been made.

INCONSISTENCY IN BANK BOARD INSTRUCTIONS AND
ORGANIZATIONAL PLACEMENT OF INTERNAL AUDIT

The Board's internal audit staff is divided into the
Financial Audit Branch and the Special Audit Branch. The
chart below shows the current placeme'.t of the Board's inter-
nal audit branches.
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The Financial Audit Branch primarily conducts audits of
the Board, FSLIC, and their related activities. The Finen-
cial Audit Branch Chief is responsible for forwarding the
financial reports directly to the Board Directors. However,
organizationally, the Financial Audit Branch Chief works
under the Director, Management Systems Division.

According to the position description for the Branch
Chief, Financial Audit, the Director Management Systems Divi-
sion: (a) establishes the general scope and pricrity of the
work to be performed by the Financial Audit Branch and (b)
reviews the Audit Branch's assignments and reporzs. In addi-
tion, the Director will review and finalize the =mual budget
and training plans developed by the Chief Financial Auditor.
The Director also has approval authority over branch hiring
and promotion actions.

The Special Audits Branch conducts audits of Board-wide
management problems and operations of Board offices. Al-
though the Special Audits Branch Chief is responsible for
reporting on the results of operational audit examinations,
neither the Branch Chief position description nor the current
functional organization chart specifies who should receive
these reports. Board cfficials stated that either the Board
Directors or the management official veing audited would re-
ceive the report depending upon the severity of the problem(s).
identified. They also stated the reporting decision is left
to the Special Audit Branch Chief.

The organizational direction of the Special Audits Branch
is the responsibility of the Director, Management Systems
Division. According to the position description of the Spe-
cial Audit Branch Chief, this Director: (a) establish.s the
general scope and priority of the work and (b) reviews com-
pleted assignments and reports for conformance with ~:stab-
lished policies and results achieved. The Director also has
approval authority over Special Branch hiring, promotion, and
budget activities.

The Director, Management Systems Division, is, in turn,
under the control of the Director, Office of Management Sys-
tems and Administration. This Director has overall respon-
sibility for financial management information systems and
personnel management activities within the Board. All of
these activities are subject to internal audit; therefore, the
auditors assigned to these reviews are placed in the tenuous
position of reviewing and reporting on the activities and
deficiencies of higher management within their own organiza-
tional structure.




The Board's internal audit branch organization structure
is inconsistent with the Internal Auditing Standards put for-
ward by the Board for its banks to follow. These standards
state:

"To achieve maximum independence, the auditor and the
audit organization itself not only should report direct-
ly to the Bank's Board of Directors or their Audit Com-
mittee, but should also be organizationally located out-
side the line management function of the Federal Home
Loan Bank."

In addition, the Board's audit branch structure is also
inconsistent with the internal audit structure used by the
Mortgage Corporation. The Mortgage Corporation's internal
audit division is located outside the line management struc-
ture and its chief internal auditor is required to report
directly to the president. Thus, whiie the Board advocates
audit organizational independence for the 12 banks and the
Mortgage Corporation, it has not established a similar struc-
ture for itself.

INCONSISTENCY WITH OTHER FEDERAL AGENCIES

Under the branch organization structure, the Board's
internal audit activity is located in the line management
organization three levels removed from the Board Directors.
This arrangement is not in line with the general Federal
Government trend of making internal audit functions inde-
pendent of the organizations audited.

As of April 1976, our examination of i9 other agen-
cies' audit activities showed that only 8, including the
Board, had the internal audit activity reporting to an indi-
vidual more than one level below the agency head. In com—
parison, 18 audit oroups reported directly to the heads of
their agencies. 1Tae reporting level of the 49 audit groups
was:

Reporting level Number of audit groups
Directly to agency head 18
One level below agency head 23

More than one level below
agency head 8

In addition, several agencies have recently changed their



internal audit organization structures to have this function
reporting directly to the agency head. For example, the
Veterans Administration, whose internal audit organization
was four levels removed from the agency head, changed its
structure in 1977 to allow the audit group to report directly
to the Administrator. In another instance, tne Federal De-
posit Insurance Corporation, a Federal banking regulatory
agency with functions similar to the Bank Board, changed the
ovganizational placement of its Office of Corporate Audits

to allow that group to report directly to the Board of Direc-
tors.

Congressional interest in insuring the independence of
Federal internal audit functions was recently shown in a
report by the House Committee on Government Operations. In
this report, the Committee recognized that audit units "lack
independence and are subject to potential conflicts of inter-
est” when "they report to officials who are directly respon-
sible for managing the programs the units are investigating.”
Public Law 94-505 was subseqnecrtly passed which established
a separate Office of Inspector General within the Department
of Health, Education, and Welfare. This Office is to report
to the Secretary and to the Congress on its activities.

CONCLUSIONS AND RECOMMENDATION

The Board is currently operating with an internal audit
organizational structure which is not designed to insure maxi-
mum internal audit independence. This line-management struc-
ture is not generally used by other Federal agencies and is
inconsistent with current congressional intent in the area.

Recommendation -

Accordingly we recommend that the Chairman of the Board
revise his internal audit organization so that maximum inde-
pendence may be obtained.

AGENCY COMMENTS

Board officials stated that their internal audit organ-
ization structure is currently being studied by a private
certified public accounting firm. Our comments will be con-
sidered along with the accounting firm's as soon as the study
is completed.




CHAPTER 3

THE OFFICE OF FINANCE:

A FUNDING SOURCE FOR THE BOARD

The Board's expenditures are borne entirely by the
savings and loan industry. These expenditures are met by
assessing the 12 Federal home loan banks and FSLIC for serv-
ices rendered and direct examination charges.

However, the Congress limits the expenditures by plac-
ing annual restrictions on the amounts spent. For example,
in fiscal year 1977 the Board's administrative expenses were
limited to $17.1 million and nonadministrative expenses to
$23.6 million. These limitations were set as a result of
annual congressional hearings during which the Bank Board
provided a detailed justification describing the proposed
expenditures of its activities. The actual amounts are re-
ported once they are known.

The Office of Finance, created in 1972, performs the
following functions: _

1. Conducts all negotiations relating to the public or
private offering and sale of consolidated Federal
home loan bank obligations,

2. Conducts all negotiations for the purchase and/or
sale of any securities on behalf of a Federal home
loan bank.

3. Performs such duties as may be requested by the
Board for the Federal home loan banks, FSLIC, and
the Mortgage Corporation.

4. Performs such duties as were previously assigned
to the fiscal agent.

The Office carrics out its functions through an imprest
fund which is financed through assessments levied against the
12 banks, FSLIC, the Mortgage Corporation, and the Office of
Neighborhood Reinvestment. This assessment funding structure
is similar to the Board's assessment activity except in one
important aspect--the Office's imprest fund is not subject to
congressional oversight.
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When the imprest fund was created the Board Directors
decided this would be principally a bank activity. However,
it is the Board that controls the expenditures and not the
banks. This has allowed the funding of $375,000 of activ-
ities in 1976 that has benefited the Board but which did not
receive congressional review as did the Board's budget,.

OFFICE OF FINANCE OPERATIONS

The Otfice of Finance employs 32 full-time noncivil ser-
vant employees and is organized into four divisions: Pinance
Planning, Investments, Debt Management, and Administrative
Services. 1Its 1976 budget totaled $2.3 million, including
$890,000 in salaries and employee benefits.

The Administrative Services Division is responsible for
the administrative and personnel functions, including budget-
ing requirements and managing of the imprest fund. As custo-
dian, the Division must insure there is adequate documentation
to support disbursements.

The Zebt Management Division develops and maintains a na-
tional group of security dealers to market the banks' consoli-
dated obligations and Mortgage Corporation’s securities. The
Financial Planning Division analyzes financial alternatives,
coordinates forecasts, and provides recommendations for the
use of all Board activities. The Investment Division is re-
sponsible for advising and implementing an investment strat-
egy for the banks, FSLIC, and the Mortgage Corporation. In
addition, this Division provides reports and accounting serv-
ices to each of these entities.

THE BOARD'S CONTROL OVER TH:Z
IMPREST FUND HAS INCREASED

In the beginnirg, the banks had substantial control over
the Office of Finance activities. This control was maintained
through a three-member budget committee elected by the 12 bank
presidents. The committee was responsible for tne Office's
annual budget which was also approved by a majority of the
presidents. The budge’ was then submitted to the Board for
its review and approval. The Board reserved the authority to
direct payments from this fund for such other expenditures
which it deemed appropriate but not included in the budget.

Bank participation in the budget process was signifi-
cantly reduced in February 1974, when the Board placed the
Office's responsibilities under its direct control. The
Board cited a meeting on January 15, 1974, where the bank
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presidents unanimously agreed that the previous procedures
were unwieldy and inefficient and should be transferred. As
the bank's participation declined, the Board's increased.
This increased involvement is shown in both the budgeting and
expenditure procedures.

The Office has three imprest fund budgets covering
(a) the funding of specific programs and activities for the
banks, (b) the operations of a Federal Savings and Loan Ad-
visory Council, and (c) the operations of the Office of Fi-
nance. The first budget is prepared by the Bank Board's Of-
fice of Federal home loan banks. The other two budgets are
subject to the approval of the Board before they can be
adopted. In addition, the Board may also direct assessments
for nonbudgetary items. ,

The Office's expenditure process is also substantially
controlled by the Board. Three officials are currently au-
thorized to certify imprest fund expenses: (a) the Secre-
tary to the Board, (b) the Director of the Office of Finance,
and (c) the Director of the-Office of Federal home loan banks.
All of these persnns are either employed or appointed by the
Board.

THE IMPREST FUND AND
CONGRESSIONAL OVERSIGHT

In determining whether or not an activity should be
funded through the normal congressionally limited funds pro-
cess or the imprest fund, the Board has had to periodically
decide whether the requirements were generated by it or the
banks. The decision is extremely important because it deter-
mines whether information on expenditures is made available
for congressional review. If the Board decides the require~
ments were generated by it, the activity will be reviewed by
the Congress. If the decision is that the requirements were
generated by the tanks, the activity will be funded through
the imprest fund. In this case, neither the proposed nor
actual expenditures are reported to the Congress. Conse-
quently, the Board's decision on the activity's funding
source has a direct impact on whether the Congress has the op-
portunity to review these activities.

The Board's decisions have resulted in funding activ-
ities from the imprest fund which benefited the Board but
which did not receive congressional approval as did the
Board's budget. Examples of 1976 expenditures, totaling
about $375,000, include (a) reviews of data processing cen-
ters, (b) a pay study for bank officials, (c) travel expenses

12




for some Federal Savings and Loan Advisory Council members,
(d) the establishment of a functional budget system, and (e)
official and personal expcnditures for Board and FSLIC employees.

Data center reviews

The Board has routinely requested congressional approval
to spend moneys to conduct financial audits of banks. In
1974, it extended financial audits of selected banks to in-
clude a review of internal controls relating to their data
center services. The Board believed there was a need for
policies and guidelines relacting to data processing controls
to reduce the financial exposure at these centers.

During 1976, the Board reported $151,000 spent on finan-
cial reviews. However, through the imprest fund, a $296,120
contract was awarded to conduct several other data processing
center reviews. These reviews were to (1) make recommenda-
tions to improve the data center internal controls, (2) de-
velop data center standards, (3) formulate training programs,
and (4) provide third party data-center reports. A Board
official was designated as the contract administrator.

The decision by the Board to use the imprest fund was
directly related to the issue of limiting congressional re-
view. In an August 1975 memo, a top offic.cl rejected a sug-.
gestion to include the data center reviews as a congressional
budgetary line item. The principal reason cited was to limit
congressional access to informacvion that might bring criti-
cism to the Board.

Bank officer's pay study

-

The Board has stated that it is its function to conduct
reviews of individual bank operaticns and management incluad-
ing the organizational structure, staffing, and salary guide-
lines. The Board reported to the Congress that S$344,575 was
spent in administrative expenses to carry out this and other
bank supervisory responsibilities in 1976.

However, through the imprest fund, a $51,700 contract
was awarded to a consulting firm to conduct a Bank Officer's
Salary Study. The study was to determine a fair and justi-
fiable salary range for the 12 bank presidents and their sec-
ond in command. Consequently, while the Congress nas had the
opportunity to review other proposed bank salary guideline
expenditures, this expenditure was not reported.
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Establishment of a functional
budgeting system

In its 1976 budget submission, the Board stated it was
its responsibility to design and implement a functional bud-
geting system for the Federal Home Loan Bank System. The
system would show budgeted versus actual income and expense
by District Bank service function. The project was dele-
gated to the Information System Division.

In this instance, the Congress was given the opportunity
to review the project and its funding level. However, during
1976, an additional $14,500 was paid through the imprest fund
to hire a consulting firm to plan and implement this system.
This matter was not reported to the Congress.

Expenses of Federal Savings and
Loan Advisory Council members

Section 8(a) of the Federal Home Loan Bank Act, as
amended, created the Federal Savings and Loan Adv1sory Council.
In addition, the Act provides that: :

"All members of the Council * * * shall be entitled to
reimbursement from the Board for traveling expenses in-
curred in attendance at meetings of such Council."

The Board's 1976 budget to the Congress defined travel costs
as including food, lodging, and transportation. The amount
reported was $13,581].

However, throuéh the imprest fund, another $14,000 was
expended for food costs incurred at Adv1sory Council meetings.
This was not reported to the Congress.

Board and FSLIC official
and personal expenses

Among the funds established in the annual congressional
limitation for expenses are moneys for Board employees' offi-
cial business. Such expenses include transportation, food,
and lodging.

The Board reported that $358,471 was spent for that pur-
pose in fiscal year 1976. However, another $2,400 was spent
through the imprest fund for food, lodging, and transportation
expenses of Board employees while attending meetings.
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In addition, imprest fund expenditures have been made
for nonbusiness-type items. These include food and lodging
costs for Board employees' wives and other miscellaneous rec-
reation and entertainment expenses. Although relatively small
in amount, these expenditures have spanned several years and
have been questioned in reports by the Board's internal
audit staff and an independent certified public accounting
firm.

The criteria used by the Board to make imprest fund
payments to Board employees for official travel expenses are
not well-defined. The regulations state that disbursements
may be made for expenses contained in the Board's approved
budget and for such other expenses that are deemed "appro-
priate®” by the Board. Imprest fund expenditure procedures,
developed in late 1976, allow for the total payment of high-
level Board employee expenditures at luncheons and dinners
where these employees have an ongoing official interest in
these activities. In addition, payments may also be made for
Board employees' food and lodging expenses at meetings where
arrangements have been made on a group basis with bank per-
sonnel. Nothing, however, is mentioned concerning the
expenses of employees' wives. ’

in addition, the appropriateness of recreation and enter-
tainment expenditures in connection with these activities is
not addressed. No specific definitions of appropriate or pro-
hibited expenditures are included as a part of the procedures.

In the absence of definitive Board criteria, a reasonable
measuvre of expenditure propriety could be the Federal Travel
Regqulations. Among other things, these requlations govern
the reimbursement of expenses incurred while conducting offi-
cial Government business. Specifically, they state:

"Traveling expenses which will be reimbursed are con-
fined to those expenses essential to the transacting of
the official business."” ~(Underscore added.)

Our previous interpretations of these regulations have
held that appropriated funds may not be used to furnish per-
sonal services to individuals.

Separate from the matter of propriety is the issue
dealing with conflict of interest. There have been some
benefits to Board employees financed from the imprest fund.
Since the banks are paying for these benefits and the recip-
ients are the system's regulators, it may seem that the Bank
Board is not completely independent and impartial.
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BOARD IS IMPROVING
IMPREST FUND CONTROLS

In late 1976, the Bank Board began to improve imprest
fund controls. It now requires vouchers before invoices are
paid. In addition: (a) documentation is required for all
requests for Board directed expenses financed by the Banks
wh. ther proposed by the banks or by other Bank Board offices
and (b) draft budgets are now sent to the 12 bank presidents
before the Bank Board approves the budget.

Although these new control procedures represent an
improvement, information on activities funded through the
imprest fund is not submitted for congressional review.

CONCLUSIONS AND RECOMMENDATIONS

The Board's decisions on the use of the Office of Fi-
nance's imprest fund have resulted in funding activities from
this fund which benefit the Board but which did not receive
congressional approval as did the Boards's budget.

The Congress should require the Board to submit all im-
prest fund budgets to the respective appropriation committees
for their consideration during the Board's budget hearings.
These budgets should be incorporated with other justifica-
tion information and contain line item classifications that
allow for easy comparison with congressionally approved ex-
penditures. Actual expenditures from the imprest fund should
also be reported by the Board. This would allow the identi-
fication of Board items being funded through the Bank's im-
prest fund. :

AGENCY COMMENTS

Board officials stated that the expense items we referred
to are insignificant when compared to the total budget of the
Office of Finance. We believe the issue is not one of signi-
ficance but whether the Board is circumventing congressional
oversight by paying for expenses from an imprest fund that is
not reviewed by the Congress.
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CHAPTER 4

ACTIVITIES OF THE FEDERAL HOME

LOAN BANK BOARD

The Board establishes policies for, and supervises the
operation of:

Total assets as of

Organizations Number December 31, 1976
(billions)
Federal home loan banks 12 $ 22.5
Pederal Savings and Loan
Insurance Corporation 1 4.5
Federal savings and loan
associations 2,019 225.8

Insured State-chartered
savings and loan

institutions 2,025 157.4
Pederal Home Loan Mortgage

Corporation 1 4.8

Total 4,058 $415.0

SUPERVISION AND EXAMINATION
OF INSURED INSTITUTIONS

The Board's supervisory objectives for insured institu-
tions are to obtain compliance with-applicable laws and regu-
lations and to avoid the development or continuance of unsafe
or unsound financial practices. Supervision is based on
information obtained primarily through the Board's examina-
tions of insured institutions and companies which have a
controlling interest in them and through audits by State

examiners and independent public accountants.

The Board supervises Federal savings and loan associa-
tions; building and loan, savings and loan, or homestead
associations; and cooperative banks whose accounts are in-
sured by FSLIC. It also reviews other matters of supervisory
interest, such as reserve policies, potential losses, lending
and loan collection policies, character of mortgage loans,

earnings and expenses, and conslistency of competitive prac-
tices with general standards of the savings and loan business.
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In supervising State-chartered institutions, the Board coor-
dinates these activities with respective State authorities.

As of December 31, 1976, the Board's Office of Examina-
tions and Supervision had 771 professionals to carry out its
responsibilities. This staff is assigned to 12 district
offices throughout the country and to the Bank Board's head-
quarters in Washington, D.C.

During 1976 the Office of Examinations and Supervision
examined 3,270 savings and loan institutions. The Board used
the examination data to identify problem institutions dis-
cussed on pages 25 and 26. The Office also made 1,762 other
examinations for such purposes as approving association
mergers and insurance eligibility requirements and insuring
compliance with applicable laws and requlations.

The examinations were made at intervals which averaged
14 months during 1976. This represents a slight reduction
from the previous year's average of 14.1 months. The Board's
goal, however, is an examination interval of every 12 months.

We analyzed and reviewed reports and related documents
pertaining to institutions the Board has classified as prob-
lem and nonproblem associations. Problem associations are
being recognized, the associations' problem and nonproblem
classification appears reasonable, and additional supervisory
attention is being given to those associations experiencing
problems.

SOURCES, APPLICATIONS, AND SPENDING
LIMITATIONS OF FINANCIAL RESOURCES

The Board's operations are financed through assessments
levied against the banks and FSLIC and from examination fees
charged to member associations. These resources are used to
finance administrative operations, supervise insured institu-
tions, and construct the new Board building. The Congress,
however, iimits the amount the Board can spend in a fiscal
year for administrative and nonadministrative expenses. The
fiscal year 1976 administrative expenses of $13,855,571 and
nonadministrative expenses of $20,296,182 were within the
prescribed limits.

NEW BUILDING

The Board is authorized to use the General Services
Administration to construct its new $47 million quar ters.
Building construction began in January 1975 and is expected
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to be completed by August 1977. Occupancy of the building
will begin in late 1977.

The building will have six floors, a ground-level plaza
with retail shops, and a recreation area. In addition, there
will be three levels below grade containing approximately
250 parking spaces and the Board's computer, printing, and
cafeteria facilities.
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CHAPTER 5

ACTIVITIES OF THE

FEDERAL HOME LOAN BANKS

The primary function of the 12 Federal home loan baiks
is to provide a credit reservoir for thrift and home-
financing institutions. Any institution is eligible to be-
come a Federal home loan bank member if it makes long-term
home mortgage loans and meets other Board requirements. All
institutions whose accounts &are insured by FSLIC are members
of a Federal home loan bank.

SOURCE OF FUNDS

The Federal home loan banks obtain funds for their lend-
ing activities primarily from consolidated obligations, mem-
ber deposits, and capital stock.

Consolidated obligations are bonds and discount notes
that are issued with the approval of the Federal Home Loan
Bank Board. They are the joint and several obligations of
all 12 banks.

The banks' members also provide funds through demand
and time deposits. Members are not required to maintain cash
palances with the banks. However, the banks' time-deposit
facilities enable members with excess funds to earn interest,
hold liquid assets, and place funds in the system for redis-
tribution through member advances. A portion of member de-
posits may be used by the banks for making advances with the
remaining deposits held in a deposit liquidity reserve.

The banks' capital stock also supplies funds for making
advances to members or for obtaining other earning assets.
To the extent that it is used for member advances, the cap-
ital stock outstanding redistributes funds within each bank
district.

The banks can also obtain funds through the Secretary
of the Treasury who has authority to purchase bank obliga-
tions up to $4 billion. The outstanding advances under this
agreement were $1.2 billion at yearend. Proceeds from the
purchase have been advanced to the Federal Home Loan Mortgage
Corporation.
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USE OF FUNDS

A major purpose of the bank system is to serve as an
emergency source of liquidity for its members. The basic
functions of member institutions are to receive deposits from
various savers and to reinvest these funds in long-term mort-
gages. It is neither economically feasible nor desirable for
these institutions to carry enough liquid assets to guard
against contingencies, such as smoothing imbalances in sav-
ings receipts and mortgage loan disbursements. Thus, the
banks provide the funds necessary to meet contingencies when
liquid assets carried for this purpose are not sufficient.

The cash and investment security balances of the banks
represent their operating funds and liquidity reserves.
Reserves also are used to meet the members' demands for
advances. The deposit liquidity reserves provide funds to
members who withdraw their deposit balances at the banks.
Only a small part of the banks' liquidity is maint2ined in
the form of cash on deposit in commercial banks or with the
Pederal Reserve Bank of New York. The most important sources
of iiquidity are the investments and marketable Government
obligations which also provide the banks with earning assets.
Under the law the banks can only invest in obligations of
the United States, the Federal National Mortgage Association,
and the Government National Mortgage Association and other
securities that are eligible for investment by fiduciary and
trust funds.

OPERATIONS

The banks' retaiaed earnings are placed in two accounte:
undivided profits and legal reserve. Each bank must transfer
semiannually 20 percent of its net earnings to the legal re-
serve until the account equals 100 percent of paid-in capital.
Thereafter, 5 percent of its net earnings must be semiannually
allocated for this purpose. The capital stock of the banks
has grown so rapidly that earnings are still being allocated
at the 20-percent rate. The banks also pay dividends to their
members out of earnings.

Bank earnings totaled $175 million in calendar vyear
1976, of which $130 million was returned to members as divi-
dends. The 12 banks' net worth continued to increase,
exceeding $3.5 billion.

Outstanding bank advances decreased by $1.9 billion

during the year from $17.8 billion to $15.9 billion. 1In
1975, the banks experienced a similar decrease of $4 billion.
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The banks made new advances of $8.1 billion while repayments
were $10.1 billion. This compares with the 1975 activity of
$§5.6 billion in new advances with $9.6 billion being repaid.

Of the $15.9 billion in outstanding bank advances, $14.8
billion was used as collateral by pledged investment securities,
first mortgage loans, and capital stock of the banks owned by
borrowing members.

The following graph gives a 5-year presentation of bank
advances made each year and the outstanding yearend balances.

ADVANCES TO FEDERAL HOME LOAN BANK MEMBERS
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At the end of 1976, the banks' participation in consoli-
. dated obligations stood at $14.6 billion, down $1.8 billion
from the previous year's balance of $16.4 billion. The banks
issued $2.8 billion in new consolidated bonds and retired $4.8
billion in maturing bonds for a net decrease in lendable funds
of $2 billion.

Investments by the 12 banks in Government and commercial
instruments, other than the Federal Home Loan Mortgage Corpo-
ration, stood at a record $6.1 billion on December 31, 1976,
an increase of $1.7 billion over the previous year. The
increase was mainly attributable to a savings influx from mem-
ber associations. This also explains the decline in outstand-
ing bank advances.
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CHAPTER 6

ACTIVITIES OF THE

FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION

FSLIC insures accounts of savers in federally insured
institutions, assesses and collects insurance premiums, and
invests surplus funds. 1In addition, it must be appointed
receiver of defaulted Federal-chartered institutions, and
it may be appointed for State-chartered institutions.

The Congress placed a limit of $1,029,000 on the amount
FSLIC could spend in fiscal year 1976 and transition quarter
for administrative expenses, excluding supervisory and other
services provided by the Board. FSLIC's administrative ex-
penses were within the limit.

PROBLEM INSTITUTIONS

To insure that institutions receive appropriate super-
visory attention when needed, the Board's Office of Examina-
tions and Supervision has developed procedures for rating
each insured institution and for identifying those showing
signs of weakness and trends which could later involve FSLIC.

The most serious cases are classified as cateqory I,
financially critica', and the next most serious cases are
classified as category II, not financially critical but
requiring aggressive supervisory attention. The number of
problem institutions classified as categories I and II and
the related estimated insured deposits are:

Number of ELtimated insured

Category institutions deposits

(000 omitted)

I 13 15 $ 658,110 § 532,943
II 70 48 8,890,003 3,923,610
Total 83 63 $9,548,1'3 54,456,553

The increase in the number of problem institutions for
1976 occurred principally because of a change in policy.
Some associations, which were previously classified as non-
problem, have been reclassified as problem institutions due
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to increased emphasis placed by the Board on identifying prob-
lem instituticns as early as possible.

The estimated insured deposits in problem institutions
exceed FSLIC reserves as follows:

12/31/76 12/31/75

(000 omitted)

Estimated insured deposits in

problem institutions $9,548,113 $4,456,553
FSLIC secondary and primary
reserves 4,480,117 4,119,622

Excess of insured deposits in prob-
blem institu.ions over reserves $5,067,996 $ 336,931

The probability of all problem institutions failiag in
a year is remote. However, FSLIC officials do anticipate
potential financial assistance to insured inst:itutions of $§21
to $24.5 million during 1977.

The reasons institutions are in the problem categories
vary. They include

--unsound lending policies and practices,
--inexperienced directors and management,
--noncompliance with regulations, and

-=-losses incurred by an institution's service
corporation.

During 1976 the Office of Examinations and Supervision
took preventative actions for 11 associations which were
classified as category I. All of these were merged with
other assocjiacions.

INSURANCE RESPONSIBILITY ACTIVITIES

The Board and FSLIC encourage insured institutions to
correct unsound operating practices before their continuance
jeopardizes the financial stability of the association. How-
ever, if such practices continue, default prevention activi-
ties are initiated to prevent receivership and subsequent
insurance payout.
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Default prevention measures may take the form of con-
tributions, loans, or purchase of assets to rehabilitate the
association or facilitate its merger into a financially and
managerially sound institution. In every case, a determina-
tion must be made that such financial assistance is less
costly than liquidation.

At December 31, 1976 and 1975, FSLIC held the following
assets:

Allowance
Book value for losses Net value
Asset 73776 1231/75 12731776 12731775 13731776 12731775

Loans to insureaq
institutions
and accrued
interest 314,181 5 54,5013 $ - $ 5,000 S14,181 S 49,503

Subrogated ac-
counts and

related B
interest . 10,6380 13,945 1,509 1,500 9,180 17,445

Assets acquired

from insureq
mmstitutions 30,977 75,332 5,634 6,755 25,343 68,577

Total $35,838 $148,780 57,134 $13,255 $48,704 S5135,52%

The allowance for losses is based on (1) the evaluatiors
and judgments of FSLIC officials who consider such data as ac-
tual losses experienced, (2) the latest financial data avail-
able on insured institutions in liquidation, and (3) results
of independent appraisals made by contract appraisers.

Contribution agreements

One of the most frequently used default prevention meth-
ods is providing financial assistance through contribution
agreement to facilitate mergers. This method indemnifies the
resulting institution for certain losses arising from the
assets and liabilities acquired from the problem institution.

26




FSLIC had 28 open contribution agreements at December 31,
1976. These agreements totaled $214.0 million with approxi-
mately $86 million having been disbursed. Of the remaindec,
$39.8 million has been expensed but not disbursed and PSLIC
remains contingently liable for the additional $88.2 million.

Loans to insured institutions

FSLIC may make loans to financially trcubled institutions
to prevent their default. The loans to insured institutions
and accrued interest totaled $14.2 million at December 31, 1976.

These loans consisted of $14.0 million of principal dis-
bursements and $0.2 million in accrued interest. During 1976
no new loans were made, two were collected, and four loans
remained outstanding.

Assets acquired from
insured institutions

- As part of the derault prevention program, assets may be
acquired from problem institutions. Additionally, at the
termination of the receiverships, FSLIC may acquire the
remaining assets as partial satisfaction for insurance pay-
ments. These assets are managed and disposed of as prudent
business practices and as applicable market conditions permit.

he book value of assets acquired from insured institu-
tions represents unpaid balances of mortgage loans at the
time of acquisition, the acquisition cost of real estate and
other assets, and capitalized expenditures, such as taxes and
insurance, less amount~ received on the principal of the
loans. :

Subrogated accounts

Occasionally, the circumstances of a problem association
prove to be so severe that the only remedy is to declare the
institution in default. This situation has occurred 13 times
during FSLIC's 42 years of existence.

The institution in default is placed in the hands of a
receiver and the insured account holders are paid immediately.
As receiver, FSLIC proceeds to liquidate the remaining assets
to recover its disbursements as well as the uninsured portions
of savings accounts.

During 1976 no institutions were declared in default and
pPlaced in receivership. As of December 31, 1976, there were
three active receivership cases:
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Insured

savings Liquidating Balance of
Date FSLIC accounts dividends subrogated
appointed paid received accounts due
Institution receiver by PSLIC by PSLIC to FSLIC
Apollo Savings Assoc.,
Chicago, Illinois Oct. 1968 §54,318,801 $47,257,161 $ 7,061,640
0ld Reliable Savings i
and Loan Assoc., .
Berwyn, Illinois Nov. 1968 7,079,061 6,795,899 283,162
Northwest Guaranty
Savings and Loan
Assoc., Seattle,
washington Oct. 1971 7,755,411 4,420,584 3,334,827

$69,153,273 $58,473,644 $10,679,629

FSLIC anticipates that all three receiverships will be
terminated in 1977. Management is unable to predict collect-
ability of interest on subrogated acccunts in any of the
above cases, although the statutory rate is 5 percent.

RESERVES AND BORROWING AUTHORITY

The primary and secondary reserves of FSLIC are avail-
able to protect the savings of insured account holders in
insured institutions. The reserves are available to protect
insured savings of about $328.2 billion in 4,044 institu-
tions at December 31, 1976. The primary reserve represents
the retained net earnings and amounted to $3.2 billion at
December 31, 1976. The secondary reserve which amounted to
$1.3 billion at December 31, 1976, consists of cumulative
insurance premium prepayments assessed against insured insti-
tutions and a return on the outstanding balances of the
secondary reserve.

Recent legislation discontinued all payments to the
secondary reserve and provided for a 10-year phaseout of the
reserve through partial premium charges and actual cash re-
funds to the industry. The cash disbursement began in May
1975 and may be of particular significance because the Board
anticipates a substantial amount of these funds will be fun-
neled into the housing market over the next few ycars to the
benefit of the consumer and the savings and loan industry.

In our opinion, the reserves were adequate to meet
potential losses that might result from problem conditions
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known to exist in specific insured institutions at

December 31, 1976. Wheicher these reserves would be adequate
during periods of severely adverse economic conditions is
not determinable.

FSLIC may draw on three other sources for insurance
purposes. The Board may require insured institutions to de-
posit with FSLIC up to 1 percent of their withdrawable depo-
sits. The exercise of this authority as of; December 31, 1976,
would have provided funds of about $3.3 billion to FSLIC.
PSLIC also may:

--Assess additional premiums against insured institu-
tions equal to its own accumulated losses and expenses.
Such assessments against an institution in any one year
may not exceed one-eighth of 1 percent of the total
amount of the insured members' accounts.

--Borrow up to $750 million from the Department of the
Treasury. -

PSLIC had not drawn on any of these sources through calendar
year 1976.
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CHAPTER 7

ACTIVITIES OF THE

FEDERAL HOME LOAN MORTGAGE CORPORATION

The Mortgage Corporation's principal activities consist
of purchasing and reselling residential mortgages in the
secondary mortgage market. The secondary mortgage market is
the process by which one group of persons or companies buys
mortgages from another after the mortgage has been originated.

The Corporation's principal office is in Washington, D.C.,
and it has five regional offices throughout the country. The
Wwashington office is responsible for overall management of
mortgage operations, research and development, and accounting
policies and procedures. The regional offices are respon-
sible for a wide range of market activities including the
buying and servicing of mortgages.

The capital stock of the Corporation consists solely of -
nonvoting common stock held by the 12 Federal home loan banks.
One hundred thousand shares have been issued for a total pur-
chase price of $100 million. The Corporation may declare
dividends on its common stock but has not yet done so. The
stock may also be retired at its issue price if such retire-
ment will not reduce the Corporation's reserves to less than
$100 million.

PURCHASING ACTIVITIES

Mortgages may be purchased from the Federal home loan
banks and member institutions, FSLIC, and certain other
financial institutions whose deposits or accounts are insured
by an agency of the United States or are insured under State
law. Mortgage purchases amounted to $l.1 billion in 1976,
net of discount.

The Corporation is operating six conventional purchase
programs that account for 98 percent of its mortgage invest-
ment activity. Under its two whole-loan programs, the Corpo-
ration purchases single-family and multifamily conventional
loans for delivery within 60 days. The whole-loan conven-
tional mortgages amounted to £676 million at December 31,
1976, a decrease of about $38 million from the previous year's
balance.

Under the three participation programs the Corporation
purchases up to 95 percent ownership in conventional mortgage
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loans. Under these programs, the seller retains a percentage
ownership and is responsible for collecting the monthly
payments and remitting to the Corporation its share. The
seller profits from the difference between the mortgage's
interest rate and the rate at which he sells the participa-
tion. 1In addition, the seller receives the full amount of
interest on the unsold percentage.

The Corporation's balance of participations was $809
million at December 31, 1976. This represented a decrease of
$35 million from last year.

The Corporation also enters into contractual agreements
(commitments) to purchase mortgages from financial institu-
tions to be delivered within an agreed-upor time. The com-
mitments provide insurance to the mortgage lenders and home
builders that, regardless of market changes, mcrtgage money
will be available at the interest rate and in the amount
committed. A new Six-Month Forward Commituent Program was
initiated for single-family conventional mortgages during
1976. This program involves the purchase and sale of future
mortgages at fixed interest rates.

Delivery of mortgages under the Six~-Month Forward Com-
mitment Program is at the option of the seller; delivery
is mandatory under all other commitment programs and must
occur within 60 days of the contract date. These mortgages
have to meet the same basic requirements as established for
the purchase programs. The requirements specify quality
standards and certain legal restrictions such as the loan
amount, term of the mortgage, and standardized documentation.
At December 31, 1976, outstanding commitments were $333 mil-
lion, compared with $110 million a year earlier.

In addition, the Corporation purchases and/or enters
into purchase commitments for Federal Housing Administra-
tion's and Veterans Administration's mortgages. The majority
of these mortgages are pledged to a trust serving as collat-
eral for Government National Mortgage Association's guaran-
teed bonds issued by the Corporation. A Corporation official
stated that the guarantee was needed when the Corporation was
a newly created entity and was unable to secure financing at
favorable rates on its own reputation. The principal bal-
ances of the pledged mortgages and other trust assets are
restricted to the payment of the bond's principal and
interest.

As of December 31, 1976, the balance of these twc mort-
gage holdings, net of participation sales, was about $1,672
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billion, which represented a decrease of $205 million from
the previous year.

SERVICING MORTGAGES

When the Corporation acquires mortgages or interests in
mortgages, the seller is required, for a fee, to continue
servicing the mortgages (collecting and remitting funds from
the borrower). The servicer's responsibility is to acdt in a
timely, efficient, and responsible manner to protect the
Corporation's interest and to afford proper service and fair
treatment to the borrower. It is expected that the facili-
ties and practices of the servicer will be sufficient to
safequard the assets, to provide proper accounting, and
respond promptly to the Corporation's needs and those of the
borrower.

In 1975 the Corporation entered into a program with the
Government National Mortgage Association whereby the Corpora-
tion acts as the purchasing agent and receives a management
and processing fee for servicing a number of these loans.

The loans being serviced during 1976 amounted to $176 million.

MARKETING ACTIVITIES

In 1976, the Corporation financed the purchase of mort-
gages primarily through the sale of Mortgage Participation
Certificates and the sale of Guaranteed Mortgage Certificates.
During 1976 about 59 percent of the Corporation's financial
resources came from these activities. Additional funds came
from the repayment of mortgage principal and reduction in
temporary investment.

The Corporation sells Mortgage Participation Certifi-
cates in its conventional participation and whole loan pro-
grams. The first sale occurred in 1971. During 1976
investors purchased $1.5 billion in certificates that were
sold in multiples of $100,000.

The market for these certificates has developed faster
than the Corporation had anticipated. Sales in 1977 have
reached $2 billion as of June. This accelerated growth is
due, in part, to (1) the development of a network of dealers
to act as the Corporation's agent in the sale of mortgage
instruments and (2) the activity of the dealer network in
creating a secondary market for mortgage instruments.

Investment in Mortgage Participation Certificates is
advantageous to members of the Federal Home Loan Bank System
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because the certificates are transferable and meet the defi-
nition of real property loans for tax and regulatory purposes.

During 1976 the Corporation issued two series of Guaran-
teed Mortgage Certificates for a total of $400 million.
These were sold in denominations of $100,000, $500,000, and
$1 million. The certificates do not qualify as a mortgage
investment for most regulatory purposes and were sold to
nontraditional residential mortgage investors, resulting in
an inflow of capital for the home loan industry. i

t

Other forms of financing include the direct sale of
mortgage holdings ($35 million in 1976), the issuance of
Guaranteed Mortgage-Backed Bonds and borrowings from the
Federal home loan banks and commercial banks.

SPECIAL U.S. TREASURY FUNDED PROGRAM

In 1974 the U.S. Treasury and Federal Home Loan Bank
Board entered into an agreement to provide the Corporation
with a $3 billion line of credit. Under this program the
Corporation obtained Treasury advances at below-market
interest rates to purchase conventional mortgages. The
agreement terms require the Corporation to make semiannual
payments on the loans in amounts at least equal to the prin-
cipal collections on the related mortgages pledged as
collateral. During 1976 the Corporation retired $387.5
million of this debt.

The interest on borrowings and related costs reported by
the Corporation includes interest charges on a significant
part of the borrowings from the U.S. Treasury. Had the
Corporation financed these borrowings through the issuance
of Mortgage Participation Certificates, their interest and
related costs would have increased by approximately $6.8
million in calendar year 1976. However, Corporation offi-
cials indicated that they would not have purchased the
related mortgages without the financing made available
through the Treasury program. The benefit of lower borrowing
costs was passed on to mortgage borrowers in terms of lower
interest rates.

The Corporation has since retired the outstanding $1.2
billior Treasury debt. In accordance with the agreement,
$700 miriion of new debt (Federal Home Loan Bank Consolidated
Obligations and Guaranteed Mortgage Certificates) was issued
in January and February 1977 to finance an equal amount paid
back to the Treasury. In addition, approximately $500 mil-
lion in Participation Certificates was sold to retire the
additional amount of Treasury debt.
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CHAPTER 8

SCOPE OF . EXAMINATION AND

OPINION ON FINANCIAL STATEMENTS

We have examined the statements of financial condition
of the Federal Home Loan Bank Board, the Federal home loan
banks, the Federal Savings and Loan Insurance Corporation,
and the Federal Home Loan Mortgage Corporation as of
December 31, 1976, and their related statements of income,
expense, and retained earnings of primary reserve and changes
in financial position for the year then ended. Our examina-
tion was made in accordance with generally accepted auditing
standards and included such tests of the accounting records
and such other auditing procedures as we considered necessary
in the circumstances. We previously made a similar examina-
tion of the financial statements for the year ended December
31, 1975. :

We used, to the extent possible, the work of the Board's
internal auditors on their examination of the Board and the
Insurance Corporation and the work of public accounting firms
on their audits of the banks and Mortgage Corporation.

In our opinicn, the accompanying financial statements
(scheds. 1 through 13) present fairly the financial posi-
tions of the Board, banks, and Insurance and Mortgage Cor-
poration at December 31, 1976 and 1975, and the results of
their operations and the changes in their financial positions
for the years then ended, in conformity with principles and
standards of accounting prescribed by the Comptroller General
of the United States.
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FEDERAL HOME LOAN BANK BOARD

FINANCIAL STATEMENTS

DECEMBER 31, 1976 AND 1975

35




SCHEDULE 1

SCHEDULE 1

FEDERAL HOME LOAN BANK BOARD

COMPARATIVE STATEMENT OF FINANCIAL CONDITION

AT DECEMBER 31, 1976 AND 1975

ASSETS
Cash with U.S. Treasury (note 2)
Accounts. receivable
Land and building (note 3)

Furniture, fixtures and equipment,
net (note 1)

Other

Total assets

LIABILITIES AND CAPITAL

Accounts payable and accrued liabilities
Employees' accrued annual leave

Deferred credit--FHLBB cost of quarters
(note 4)

Total liabilities
Capital, retained earnings

Total liabilities and capital

1976 1975
$ 857,641 $ 1,199,460
7,898,158 5,718,778
31,762,893 16,362,994
1,212,291 1,554,055

- 57,938
$41,730,983 $24,893,225

$ 2,378,283

=IZI_NTIIIIT

$ 1,739,043

1,988,732 1,906,351
31,294,280 16,229,680
35,661,295 19,875,074

6,069,688 5,018,151

$41,730,983 $24,893,225

The accompanying notes to financial statements are an

integral part of these statements.
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SCHEDULE 2 SCHEDULE 2
FEDERAL HOME LOAN BANK BOARD
COMPARATIVE STATEMENT OF INCOME, EXPENSES,
AND RETAINED EARNINGS
FOR THE YEARS ENDED DECEMBER 31, 1976 AND 1975
1976 1975
INCOME
Fees from examinations of savings and
loan institutions $14,156,860 $13,740,828
Assessments:
Federal home loan banks 6,871,809 6,425,716
Pederal Savings and Loan Insur-
ance Corporation 17,563,353 14,044,946
Reimbursements for services per-
formed 224,839 187,648
Miscellaneous 187,213 91,454
Total income 39,004,074 34,490,592
EXPENSES:
Personnel compensation 25,337,172 23,785,701
Personnel benefits 2,620,538 2,345,872
Travel and transportation 4,506,631 4,031,588
Rent, communication, and utilities 2,542,908 2,494,318
Depreciation of furniture, fixtures,
and equipment 559,688 159,067
Other services 1,716,845 1,189,685
Printing and reprcsuction 215,759 108,952
Supplies and materi. ls 452,996 389,537
Total expenses 37,952,537 34,504,720
NET INCOME (loss) J 1,051,537 (14,128)
RETAINED EARNINGS AT BEGINNING OF YEAR 5,018,151 5,032,279
RETAINED EARNINGS AT END OF YEAR $ 6,069,688

The accompanying notes to financial statements are an
integral part of these statements.
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SCHEDULE 3

FEDERAL HOME LOAN BANK BOARD
COMPARATIVE STATEMENT OF CHANGES IN FINANCIAL POSITION

FOR THE YEARS ENDED DECEMBER 31,

FINANCIAL RESOURCES WERE PROVIDED FROM:
Operations-Income
Examination fees and charges
Assessments
Federal home loan banks

Federal Savings and Loan Insurance

Corporation
Reimbursements for services per-
formed to other agencies
Miscellaneous

Less—--Expense

Personnel compensation and benefits

Travel and transportation

Rent, communication, and utilities

Other services (excluding amortiza-
tion of leasehold improvements
totaling $55,921 and $96,938 in
1976 and 1975

Printing and reproduction

Supplies and materials

Total resources provided by operations

Increase in:
Deferred credit--FHLBB cost of
gquarters
Employees' accrued annual leave
Decrease (increase) in:
Furniture, fixtures,
Accounts receivable
Other assets

and equipment

Total resources provided

FINANCIAL RESOURCES WERE APPLIED TO:
Acquisition of land and building
Increase in cash (decrease)
Decrease (increase) in accounts

payable and accrued liabilities

Total resources applied

1976 AND 1975

SCHEDULE 3

1976 1975
$14,156,860 $13,740,828
6,871,809 6,425, 71¢
17,563,353 14,044,946
224,839 187,648
187,213 91,454
39,004,074 34,490,592
27,957,710 26,131,573
4,506,631 4,031,588
2,542,908 2,494,318
1,660,924 1,092,747
215,759 108,952
452,996 389,537
37,336,928 34,248,715
1,667,146 241,877
15,064,600 6,040,000
82,381 60,210
(217,924) 141,733
(2,179,380) 932,156
2,017 55,163
$14,418,240 S 7,471,139
$15,399,899 §$ 5,173,950
(341,819) 607,893
(639,240) 1,689,296
$14,418,840 S 7,471,139

The accompanying notes to financial statements are an integral

part of these statements.

38




FEDERAL HOME LOAN BANK BOARD
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 1976 AND 1975

Furniture, fixtures, and equipment are stated at cost
less accumulated depreciation of $1,048,229 and
$1,121,829 at December 31, 1976 and 1975, respectively.
Depreciation is computed on the straight-line method
over the estimated useful lives of the property.

An additional $2,451,579 is available in a separate fund
provided by appropriations pursuant to the provisions of
the Emergency Home Finance Act of 1970. Use of such
funds is for the purpose of adjusting the effective
interest charged by the Federal home loan banks on short-
and long-term borrowing in order to promote an orderly
flow of funds into residential construction.

Includes about $3.1 millioi. which is the book value of
the remaining portion of the original site for the new
building.

In 1974 the Board assessed the Federal home loan banks
$40 million for the total estimated cost to construct

the new Federal Home Loan Bank Board building. As of
December 31, 1976, $31,294,280 had been paid by the banks
and recorded as Deferred Credit--FHLBB cost of quarters.
when the Board occupies the building, this credit will

be systematically amortized to income over 25 years.
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SCHEDULE 4 SCHEDULE 4

FEDERAL HOME LOAN BANKS
COMBINED STATEMENT OF FINANCIAL CONDITION

AT DECEMBER 31, 1976, AND DECEMBER 31, 1975

ASSETS 1976 1975

(000 omitted)

Cash (note 2) $ 164,443 $ 109,095

Investments, at cost (note 3) 6,078,814 4,375,742

Advances to members (note 4) 15,862,032 17,844,626

Other loans

Guaranteed by AIM, net (note 5) 56,893 80,392

Other FHLBs - 68,025 50,575

Total other loans 124,918 130,967

Accrued interest receivable 84,329 97,144

Bank premises and equipment 24,028 22,572
Less: accumulated depreciation

and amortization (8,172) (7,995)

Net book value 15,856 14,577

Other assets

Investment in FHLMC (note 6) ' 100,000 100,000
Concessions and discount on
consolidated obligations~-bonds 16,242 !/ 17,418
Deferred charges—--FHLBB cost of
quarters (note 12) 31,320 16,231
Other 2,807 2,657
Total other assets 150,369 136,306
Total assets ’ $22,480,761 $22,708,457

The accompanying notes to financial statements are an integral
part of these statements.
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SCHEDULE 4

LIABILITIES AND CAPITAL

Deposits and horrowings
Members—-time
Members--demand
Other, FHLBs
Other borrowings (note 15)

Total deposits and borrowings
Accrued interest payable
Consolidated obligations (note 7)
Bonds
Discount notes
Less pass throughs to FHLMC

FHLBs' participations

Other liabilities
Accounts payable
Accounts payable--FHLBB
assessment
Other
Total other liabilities
Total liabilities

Contingencies and commitments
(notes 8, 11, 12, 13, and 14) -

CAPITAL
Capital stock vutstanding (note 9)
Retained earnings
Legal reserve
Undivided profits
_Total retained earnings

Total capital

Total liabilities and capital

42

SCHEDULE 4

1976 1975
$ 3,149,704 $ 2,024,015
716,887 626,652
68,025 50,575

90,000

4,024,616 2,701,242
265,827 292,118
16,488,915 18,520,600
321,100 342,331
(2,190,000) (2,480,000)
14,620,015 16,382,931
8,311 4,618

1,753 -
36,772 32,741
46,836 37,359
18,957,294 19,413,650
2,888,613 2,704,625
377,333 342,426
257,521 247,756
634,854 590,182
3,523,467 3,294,807
$22,480,761  $22,708,457



SCHEDULE 5

SCHEDULE 5

FEDERAL HOME LOAN BANKS

COMBINED STATEMENT OF INCOME AND EXPENSE

FOR THE YEARS ENDED DECEMBER 31, 1976 AND 1975

+
INCOME: \
Interest on advances to members
Income from investments
Interest and fees on AID loans (note 5)
farned commitment fees
Income from data processing services
Other income

Total income

EXPENSES:

Interest and other costs:
Interest and concessions--consoli-

dated obligations -

Assessments--FHLBB
Assessments--Office of Finance
Interest on deposits
Other interest

Total interest and other costs

Other operating expenses:
Salaries and benefits (note 10)
Fees and professional services
Travel expense
Telephone and transmissions costs
Stationery and supplies
Cost of quarters
Depreciation--furniture and

equipment

Equipment rental and expense
Other

Total other operating expenses
Total expenses

Net income

3

$

1976 1975

{000 omitted)
1,238,156 $1,445,542

332,864 338,816
5,557 6,616
4,729 4,498

12,358 10,032
5,614 5,041

1,599,278 1,810,545

1,227,605 1,433,471

6,872 6,633
1,988 1,601
140,884 136,890
1,966 1,909

1,379,315 1,580,504

23,523 21,489
1,432 1,337
1,532 1,168

-2,719 2.560
4,321 3,349
3,696 3,651
1,239 1,332
5,514 4,210
1,459 1,711

45,435 41,007

1,424,750 1,621,511

174,528 $ 189,034

=E==s====== -+ - & T 5

The accompanying notes to financial statements are an integral

part of these statements.
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SCHEDULE 6 SCHEDULE 6

FEDERAL HOME LOAN BANKS
COMBINED STATEMENT OF RETAINED EARNINGS

FOR THE YEARS ENDED DECEMBER 31, 1976 AND 1975

1976 1975

(000 omitted)
LEGAL RESERVES:

Balance, January 1 ' $342,425 $304,619
Add: Statutory transfer of net
income 34,908 37,807
Balance, December 31 377,333 342,426
UNDIVIDED PROFITS:
Balance, January 1 247,755 234,413
Add: Net income - 174,529 189,034
Subtotal _ 422,284 423,447
Deductions: V |
Statutory transfer of net income 34,908 37,806
Dividends paid on capital stock 129,855 137,885
Total deductions , 164,763 175,691
Balance, December 31 $257,521 $247,756

TOTAL RETAINED EARNINGS $634,854 $590,182

=2===== ==;x°"===

Note: Because of rounding, minor differences may occur in
some totals.

The accompanying notes to financial statements are an integral
part of these statements.
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‘SCHEDULE 7 SCHEDULE 7

FEDERAL HOME LOAN BARNKS
COMBINED STATEMENT OF CHANGES IN FINANCIAL POSITION
FOR THE YEARS ENDED DECEMBER 31, 1976 AND 1975
1976 1975
(000 omitted)

FINANCIAL RESOURCES WERE PROVIDED FROM:

OPERATIONS: .
Net income ' S 174,529 s 189,033
Noncash charges/(credit) to income:
Depreciation and amortization of 1,864 2,132

fixed assets
Amortization of concessions on

consolidated obligations 7,150 9,406
Amortization of discount consoli-
dated obligation notes 16,297 22,503
Other - (148) (151)
Total funds proviaed from
operations 199,692 222,923
Net proceeds from issuance of con- -
solidated obligations 5,724,340 4,311,229
Advances repaid 10,091,244 9,604,571
Proceeds from sale of capital stock 281,434 201,829
Increase (decrease) in deposits 1,305,923 256,992
Increase (decrease) in accrued interest
pavable (26,301) (67,885)
Increa=z (decrease) in other liabili-
ties 9,544 (5,963)
Total $17,585,976 $14,523,696

FINANCIAL RESOURCES WERE USED FOR:
Payments on maturing consolidated

obligatinns 7,509,585 7,400,785
Advances made 8,108,650 5,641,735
Redemption of capital stock 97,446 121,512
Dividends on capital stock 129,858 137,885
Net additions to bank premises and

equipment 3,144 1,044
Increase (decrcase) in investments 1,703,072 1,278,326
Increase (decrease) in accrued interest

receivable (12,816) (27,680)
Increase (decrease) in other assets (8,313) 2,388
Increase (decrease) in cash 55,350 (35,296)

Total $17,585,976 $14,523,696

The accompanying notes to financial statements are an integral part of
these statements.
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FEDERAL HOME LOAN BANKS
NCTES TO FINANCIAL STATEMENTS
DECEMBER 31, 1976 AND 1975

1. Summary of significant accounting policies

The more significant accounting policies not described
elsewhere in the notes to the financial statements are a.

follows:

(a)

(b)

(c)

(d)

Investments--Investment securities are stated at
cost, adjusted for amortization of premiums and
accretion of discounts.

Advances to Federal Home Loan Mortgage Corpora-
tion--Proceeds from certain consolidated obliga-
tions and the promissory note payable to the

U.S. Treasury have been advanced to the Federal
Home Loan Mortgage Corporation at the same inter-
est rates and maturities as the related consoli-
dated obligations and the promissory note. Since
the Federal Home Loan Mortgage Corporation is
effectively reimbursing the Banks for the inter-
est, the advance, related consolidated obligations,
interest expense, and interest income have been
offset and are not reflected in the financial
statements.

Bank premises, furniture and equipment, and lease-
hold improvements--These assets are stated at cost
less accumulated depreciation and amortization.
Depreciation and amortization are computed-on the
straight-line method over the estimated useful
lives of the property or life of the lease. Main-
tenance and repairs are charged to expense, except
that major repairs which extend the useful lives
of the property are capitalized. The cost, less
accumulated depreciation of assets sold or retired,
is eliminated from the accounts in the year of
disposal; the related gain or loss is included

in the statement of income. :

Concessions on consolidated obligations--The
amounts allowed dealers in connection with the
sale of consolidated obligation bonds are deferred
and amortized on the straight-line method to the
maturity of the obligations. The amounts appli-
cable to the sale of consolidated obligation dis-
count notes are charged directly to expense as
incurred.
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(e) Unearned commitment fees--Advance commitment fees
are received at the time the agreement is made.
Nonrefundable fees of less than $1,000 are taken
into income immediately and fees of $1,000 or more
are amortized to income over the period of the
commitment on a straight-line basis. Refundable
fees are deferred until the commitment expires or
the loan is funded. :

]

(£) Reclassification--Certain reclassifications have
been made in 1975 financial statements to conform
to the classification used in 1976.

2. Compensating balances--The banks have agreed to maintain
average coIIecteg cash balances with various commercial banks
in consideration for various services. These arrangements
are informal and there are no legal restrictions as to the
withdrawal of funds. The required compensating balances were

approximately $39,002,000 at December 31, 1976.

3. Investments-~The investments at December 31, 1976, were
as follows:

'Carrying value Market value

U.S. Treasury obligations $2,811,506,000 $2,817,246,000
U.S. Government agencies 64,742,000 64,868,000
Federal funds sold 547,800,000 547,800,000
Term funds sold 175,000,000 175,000,000
Bankers acceptances 1,121,824,000 1,121,918,000
Securities held under resale

agreement 67,500,000 67,500,000

Participation in the Federal
Home Loan Banks' Consoli- :
dated Securities Fund 1,290,442,000 1,290,549,000

Total $6,078,814,000 $6,084,881,000

The Federal home loan banks Consolidated Securities Fund
was established by the Federal Home Loan Bank Board to offer
a centralized portfolio management system for securities
of the Federal home loan banks. The Fund is managed by the
Office of Finance of the Federal home loan banks. The Fund
invests primarily in short-term money market instruments.

4, Advances to members--At December 31, 1976, the banks have
advances outstanding to members at interest rates ranging from
5.25 to 9.50 percent, maturing at various dates, as summar ized
below:
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Weighted average
interest rate

Years of maturity Amount (percent)

1977 $ 4,130,069,000 7.14
1978 3,408,939,000 7.58
1979 4,574,286,000 ' 7.97
1980 1,471,451,000 7.69
1981 953,283,000 7.73
1982-1986 1,324,004,000 7.81

$15,862,032,000 7.62

Outstanding advances aggregating $14,754,182,000 are
collateralized by pledged investment securities and first
mortgage loans of the members having a loan value assigned
by the banks of approximately $22,696,351,000.

The capital stock of the Federal home loan banks owned
by borrowing members is pledged as additional collateral for
any outstanding advances.

The banks are participating in a below-market interest
rate advance program initiated in May 1974 to support the
housing industry. Advances of $3,479,977,000 were made under
this program for a period of approximately 5 years at rates
of 0.5 to 0.79 percent below the FHLB system's cost of rela-
ted 5-year consolidated obligations. The net interest cost
of this program amounts to approximately $18,164,000 and
$18,921,000 for 1976 and 1975, respectively. The advances
may be prepaid without penalty, but only by tendering the
related consolidated obligations sold to support this pro-
gram. Remaining advances outstanding under this program at
December 31, 1976, totaled $3,365,204,000. -

5. Loans guaranteed by the Agency
for International Development

The Agency for International Development (AID) was estab-
lished by the Foreign Assistance Act of 1961, as amended.
Under section 221 and 222 of the act, AID issues guarantees
backed by the full faith and credit of the United States of
America to eligible U.S. investors insuring against loss of
investments, including unpaid accrued interest, in self-
liquidating housing projects. The banks qualify as eligible
investors.

Under contracts of guaranty the banks may, without the

approval of AID, sell participating interests to members of
any Federal home loan bank. The outstanding loan balances
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are reported net of participations totaling $305,635,000
and $192,326,000 at December 31, 1976 and 1975, respectively.

The outstanding loan balances bear interest at rates
ranging from 7.25 to 9.25 percent and mature between 1989 and
2007. The weighted average interest rate on AID loans out-
standing at December 31, 1976, is 8.33 percent.

The banks receive service fees for these loans against
which direct expenses associated with the financing arrange-
ments are netted. The balance is deferred and amortized into
income at 1 percent per month.

6. Investment in Federal Home Loan
Mortgage Corporation

The investment in the Federal Home Loan Mortgage Cor-
poration which is wholly owned by the Federal home loan
banks, is stated at cost and consists of 100,000 shares of
nonvoting capital stock, all of which is outstanding. These
shares had an underlying book value of approximately
$156,000,000 and $141,815,000 at December 31, 1976 and 1975,
respectively.

7. Consolidated obligations

Consolidated Federal home loan bank obligations are the
joint and several obligations of all Federal home loan banks.
The outstanding obligations of the Federal home loan banks,
including the pass-through to the Federal Home Loan Mortgage
Corporation at December 31, 1976 and 1975, were $16,810,915,000
and $18,864,800,000. (GAO note: For purposes of this foot-
note, the Bank Board used the par value of the discount notes
in its calculation of total consolidated obligations as of
Dec. 31, 1976, and Dec. 31, 1975. On the balance sheet, dis-
count notes are stated at book value.)

Requlations require the banks to maintain unpledged
qualifying assets in an amount equal to the consolidated
obligations outstanding. Qualifying assets are defined as
cash, obligations of or fully guaranteed by the United States,
secured advances, and federally insured or gquaranteed mort-
gages. The system is in compliance with this requirement.

The following is a summary of the banks' participation
in consolidated obligations at December 31, 1976:
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Bonds

Range of
Years of maturity coupon rates Qutstanding
1977 6.75-9.15 $ 3,396,050,000
1978 7.25-9.375 1,889,910,000
1979 8.15-9.50 3,392,255,000
1980 6.70-7.80 : 2,650,000,000
1981 6.60-7.60 i 700,000,000
1982-1986 7.30-8.625 : 2,270,700,000
1987 or after - -
$14,298,915,000
Year of maturity Discount notes
Book value Par value
1977 $321,100,000 $322,000,000

The banks' participation, as shown above, is reported
net of advances to the Federal Home Loan Mortgage Corporatjon
in the form of passthrough of the proceeds of certain Consoli-
dated Obligations. The following is a summary of the pass-
through at December 31, 1976:

Bonds
Range of
Years of maturity coupon rates Outstanding

1977 6.95-8.70 $ 500,000,000

1978 9.375 300,000,000

1979 9.45 100,000,000

1980 - -

1981 8.65 400,000,000
1982-1986 8.625-8.75 490,000,000
1987 or after 7.375 400,000,000

$2,190,000,000

8. Promissory note payable to U.S. Treasury

Section 11(i) of the Federal Home Loan Bank Act autho-
rizes the Secretary of the Treasury to extend credit to
the Federal home loan banks aggregating not more than
$4,000,000,000. Pursuart to this section, the Federal Home
Loan Bank of San Francisco and the U.S. Treasury entered into
an agreement in August 1974, whereby funds in an aggrea:zte
amount not to exceed $3,000,000,000 may be advanced tu the
San Francisco Bank. The San Francisco Bank agreed to relend
these funds to the Federal Home Loan Mortgage Corporation as
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secured advances to finance a Special Commitment Program for
the purchase of certain home mortgages. The Federal Home
Loan Mortgage Corporation's note to the San Francisco Bauk
has been assigned to the Secretary of the Treasury as col-
lateral for the Bank's promissory note.

Semiannual principal repayments together with interest
at rates of 8.375 and 7.875 percent on the unpaid principal
balance, began January 1, 1975, and continue each subse-
quent July 1 and January 1, with the final payment due on
January 1, 2006.

The promissory note to the U.S. Treasury is the joint
and several obligation of all Federal home loan banks. The
outstanding advances were $1,171,741,000 and $1,559,194,000
at December 31, 1976 and 1975. Proceeds from the note have
been advanced to the Federal Home Loan Mortgage Corporation
at the same interest rates as the note payable to the U.S.
Treasury. ‘

The note was repaid by the Federal Home Loan Mortgage
Corporation on February 25, 1977.

9. Cagital

The capital stock of the banks has a par value of $100
per share and may not be issued at a price less than par
value. The stock is nonnegotiable and can be redeemed only
at the banks, within legal limits.

,Dividends are paid to members annually on the capital
stock issued and outstanding at December 31, based on the
actual period of time that stock is held during the year.

Retained earnings of the banks consist of undivided
profits and a legal reserve. The banks must transfer 20 per-
cent of their net income to the legal reserve semiannually
until the reserve equals the capital stock amount. There-
after, 5 percent of the banks' net income must be allocated
for this purpose.

10. Employee retirement plan

The banks are participants in the Savings Association
Retirement Fund and substantially all of their officers and
employees are covered by the plan. The banks' contributions
are determined by the Fund and represent the normal cost and
prior service cost. Pension costs charged to operating ex-
penses were $2,797,000 in 1976 and $2,905,000 in 1975.
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11. Lease commitments

Rental expense of $4,718,000 in 1976 and $4,534,000 in
1975 for premises and equipment has been charged to expense.
Minimum rentals for each of the next 5 years and for subse-
quent 5-year periods are as follows:

1977 $ 4,789,000
1978 4,033,000
1979 3,949,000
1980 3,285,000
1981 2,531,000
1982 to 1986 8,515,000

1987 and after 2,877,000

$29,979,000
The banks' premise lease agreements provide for in-
creases in basic rentals resulting from increased pro-
perty taxes and maintenance expense.

12. Deferred charges--FHLBB cost of quarters

In December 1974, the FHLBB assessed the banks
$40,000,000 for the total estimated cost of comnstruct-
ing an office building in Washington, D.C. The FHLBB
will request payment of the remaining $8,680,000 at such
times and in such amounts as deemed necessary to meet
anticipated construction expenditures.

When the FHLBB takes occupancy of the new building,
this deferred charge will be systematically amortized over
25 years.

13. Commitments

Commitments for advances to members and to foreign
borrowers under guaranteed loans totaled $396,143,000 and
30,954,000, respectively, &t December 31, 1976.

14. Contingency

On October 25, 1973, a lawsuit was instituted against
the Federal Home Loan Bank of Cincinnati, the Federal Home
Loan Bank Board, and certain Board members. Among other
things, the plaintiffs alleged in their complaint that the
on-line data processing services provided by the Federal Home
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Loan Bank of Cincinnati to thrift institutions were beyond
the statutory authority of the bank and that the Board could
not properly authorize the bank to provide such services.

The Federal Home Loan Banks of Chicago, Des Moines, New York,
and Pittsburgh, which provided similar services, intervened
in this lawsuit in April 1974 on the side of the Federal

Home Loan Bank of Cincinnati.

The district ccurt rendered a decision on September 27,
1976, holding, in essence, that the Board lacked the statu-
tory authority to authorize any of the Federal home loan
banks to provide on-line data processing services and that
the banks were to be permanently enjoined effective
January 1, 1977, from providing such services. The Board
and banks appealed the decision and the district court sub-
sequently issued an order staying the injunction previously

entered pending disposition of the appeal to the United States

Court of Appeals for the sixth circuit.

While the outcome of this litigation cannot be predicted
with certainty, counsel and management are of the opinion
that the Board and banks have meritorious defenses to the
challenge to their authority to provide on-line data pro-
cessing services to member institutions and intend to defend
their position vigorously.

15. Loan from Consolidated Securities Fund

The San Francisco Bank borrowed $60,000,000 from the
Cconsolidated Security Fund on an unsecured basis at a rate
" of 4.625 percent to adjust its cash position on December 31,
1976. The funds were repaid to the Consolidated Securities
Fund on January 3, 1977. The remaining 30,000,000 clas-
sified as other borrowings, represents a deposit made by
the Federal Home Loan Mortgage Corporation at the Federal
Home Loan Bank of Topeka.
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SCHEDULE 8

FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION

COMFARATIVE STATEMENT OF FINANCIAL CONDITION

AT DECEMBER 31,
ASSETS
Cash
Receivables
Investments at amortized cost (note 2)
Accrued interest on investments

Assets acquired from insured institutions,
net (note 3)

Loans to insured institutions and accrued
interest, net (note 3)

Subrogated accounts and related interest,
net (note 3)

Deferred charges and other assets
Total assets

LIABILITIES AND RESERVES

Miscellaneous accrued and other liabilities $

Allowance for estimated losses for
contribution agreements (notes 3 and 4)

Deferred credits
Primary reserve (cumulative net income)
Secondary reserve (premium prepayments)

Total liabilities and reserves

25,343,273

14,180,954

9,179,630

111,757

SCHEDULE 8
1976 AND 1975
1976 1975
$ 262,979 $ 281,755
8,339,869 10,522,711
4,397,749,298 3,956,452,821
75,054,064 68,623,955

68,576,833
49,503,381

17,444,749

158,865

$4,530,221,824

$4,171,565,070

9,007,373

39,770,790
1,326,237
3,167,235,938

1,312,881,486

$ 6,546,181

43,875,788
1,520,742
2,740,246,914

1,379,375,445

$4,530,221,424

$4,171,565,070

The accompanyirng notes to financial statements are an inteqgral part of

these statements.
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SCHEDULE 9

SCHEDULE 9

FEDERAL SAVINGS Ad4D LOAN INSURANCE CORPORATION

COMPARATIVE STATEMENT OF INCOME,

FOR THE YEARS ENDED DECEMBER 31,

INCOME:

Insurance premiums

Interest on investments

Interest on loans to
insured institutions

Interest on subrogated
accounts

Income on assets acquired
from insured institu-
tions _

Interest income on advance
contributions

Miscellaneous income

Nonoperating income

Total income

EXPENSES:

Administrative expenses

Services rendered by
Pederal Home Loan Bank
Board

Insurance settlement and
other expenses

Unallocated nonadministra-
tive expenses

Net provision for losses
(note 3) :

1Interest applied to
members' equity in
secondary reserve

Total expenses

Net income transferred
to primary reserve

BALANCE, PRIMARY RESERVE, AT
THE BEGINNING OF THE YEAR

BALANCE, PRIMARY RESERVE, AT
THE END OF THE YEAR

EXPENSE,

AND PRIMARY RESERVE

1976 AND 1975

1976 1975
$ 250,466,642 $ 212,250,148
289,441,595 260,388,096
1,987,464 3,431,804
- 19,193,069
4,548,022 5,046,658
326,495 84,247
317,506 503,838
2,064,916 233,020
549,152,640 501,133,880
729,192 713,896
17,563,354 14,044,946
1,608,631 2,265,438
1,136,371 1,010,345
11,070,842 31,986,064
90,055,226 92,736,817
122,163,616 142,757,506
426,989,024 358,373,374

2,740,246,914

2,381,873,540

$3,167,235,938

$2,740,246,914

The accompanying notes to financial statement. are an
integral part of these statements.
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SCHEDULE 10

FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION

SCHEDULE 10

COMPARATIVE STATEMENT OF CHANGES IN FINANCIAL CONDITION

FOR THE YEARS ENDED DECEMBER 31, 1976 AND 1975

1976 1975
PINANCIAL RESOURCES WERE PROVIDED FROM:
Operations:
Insurance premiums (other than trans-
fer from Secondary Reserve to pay
insurance premiums of $73,915,543
and $62,854,065 in 1976 and 1975) 5176,551,099 S5149,395,183
Interest on investments (net of
$23,156,838 and $7,227,48S in
amortized net discount for 1976 and
1975) 266,284,757 253,160,611
Interest on loans in insured
institutions 1,987,464 3,431,804
Interest on subrogated accounts - 19,193,069
Income on assets acquired from insured
institutions 4,548,022 5,046,658
Other income 2,708,916 821,105
452,080,258 431,042,430
Léss:
Administrative expenses 729,192 713,896
Services rendered by the FHLBB 17,563,354 14,044,946
Insurance settlement and other expenses 1,608,631 2,265,438
Unallocated nonadministrative expenses 1,136,371 1,010,345
21,037,548 18,034,625
Total resources provided by
operations 431,042,710 413,013,809
Decrease (increase) ia:
Assets acquired from insured institutions
(note 3) 44,354,895 (15,874,225)
Loans to insured institutions and accrued
interest 38,187,718 7,545,422
Subrogated accounts in insured institu-
tions in liquidation and related interest 8,265,120 37,996,993
Accounts receivable 2,182,842 (807,4095)
Deferred charges and other assets 47,.07 (124,068)
Incrtease {decrease) in:
Miscellaneous accrued and other liabilities 2,461,192 410,973
Decrease (increase) in cash 18,776 3,821,426
Total resources provided $526,560,360 $445,982,926
FINANCIAL RESOURCES WCRE APPLIED TO:
Net additions in ir.vestments 418,139,638 361,875,220
Increase (decrease) in:
Accrued interest on investments 6,430,109 3,813,932
Refund on secondary reserve 82,633,642 60,058,447
Contributions to insured institutions 15,539,869 12,395,801
Losses on assets acquired (note 3} 3,622,597 3,777,827
Decrease (increase) in deferred credits 194,505 (938,301)
Total resources applied $526,560,360 $445,982,926

The accompanying notes to financial statements are an integral part of

these statements.
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FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 1976 AND 1975

1. Summary of significant accounting policies

(a) Investments--Investment securities are stated at
cost, adjusted for amortization of premiums and
accretion of discounts. Such amortization and
accretion are computed on the "constant yield"
method at rates based upon the lives of the
related securities and are recognized as an
adjustment to interest income on investments.

(b) Furniture and equipment--These assets are stated at
cost less accumulated depreciation. Depreciation
is computed on the straight-line method over the
estimated useful lives of the property. The net
baiance of this account is insignificant and is
included in other assets.

(c) Income recognition--Insurance premium income is
recognized as earned when member institutions
are assessed.

2. Investménts--The investments at December 31, 1976 and
1975, are as follows (in millions):

1976 1975
Book Market Book Market
value value value value
U.S. Treasury
obligations $4,256.7 $4,407.1 $3,815.8 $3,729.0
Federal agency
securities 141.0 136.8 140.6 126.7
Total $4,397.7 S$4,543.9 $3,956.4 S$3,855.7

3. Allowances for possible losses--An analysis of the changes
in the allowances for possible losses on the accounts de-
scribed below for years ended December 31, 1976 and 1975,
follows: ’
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Assets acquired from insured
institutions

Balance, beginning of period

Add: Provision charged to expense
‘Add: Adjustment due to acquisition
.Less: Losses on assets acquired

‘Balance, end of period

Loans to insured institutions

Balance, beginning of period

Less: Provision adjustment
credited to expense
Less:

Losses on loans closed

Balance, end of period
Subrogated aceounts in insured
institutions 1n I1qu13at10n

Balance, end of period

Contribution agreements

Balance, beginning of period
Add: Provision charged to expense
Less: Contributions paid out

Balance, end of period _

1976 1975
$6,754,893 $ 8,959,076
2,501,263 1,573,644
4,047,771 3,169,465
7,670,368 6,947,292

$5,633,559

S 6,754,893

$5,000,000 $ 5,000,000
2,865,290 -
2,134,710

$ - $ 5,000,000

$1,500,000 $ 1,500,000

$43,875,788 $25,859,169
11,434,870 30,412,420
15,539,869 12,395,801

$39,770,789 $43,875,788

4. Allowance for estimated losses for contribution
agreements--The Corporation enters into contribution

agreements to

restore an insured institution to normal

operations and, under these arrangements, agrees to make,

or commits itself to make, a cash contribution.

The

remaining contingent liability on these agreements
totaled $88,176,276 and $56,003,261 at December 31,

1976 and 1975, respectively.
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DECEMBER 31, 1976 AND 1975

60



SCHEDULE 11

SCHEDULE 11

FEDERAL HOME LOAN MORTGAGE CORPORATION

COMPARATIVE STATEMENT OF FINANCIAL CONDITION

AT DECEMBER 131,

ASSETS

Mortgage loans, at unpaia principal balances:

(notes L, 2, 5, and 7)

Insured by Federal HYousing Aaministration
(FHA) or guaranteed by Veterans Administra-

tion (VA)

Participation in conventional mortgages

Conventional mortgages

Conventional motrtgage loans tunded under
Special U.S. Treasury Program, pledged to

secure advances (note 6)

Less-~Unamortized mostgage purchase discount
--Allowance for possinle losses (note 3)

Total mortgage loans

Cash

Temporary cash investments, at cost plus accrued

interest, which approximates market

Accrued interest receivable

Accounts receivable and other assets

Claims against FHA and VA, net of allowance for
losses of $100,000 in 1976 and $200,000 in 1975

Real estate owned, at the lower of cost or

estimated realizable value

Unamortized discount and commissions on mortyaqe

loan sales
Unameortized debt expense

Total assets

The accompanying notes to financial statements are

these statements.

6l

1976 AND 1975

1976

1975

(000 omitted)

$1,672,076

51,877,166

808,635 843,697
675,59  __713,578
1,156,307 3,434,441
1,091,991 1,528,224
4,244,298 4,962,665

79,3132 85,162
9,000 __16,000
4,159,466 4,861,503

222 369
583,945 978,433
4,660 41,635
1,701 2,020
1,761 2,901
2,598 2,312
331,482 3,379
_Ja%86 5,95

34,795,761

an 1nteqgral

$5,898,737

nart ot




SCHEDULE 11 SCHEDULE 11

LIABILITIES AND STOCKHOLDERS' EQUITY

1976 __1975
(000 omitted)
gonds and advances payable, including $866,507,000
at December 31, 1976 and $698,900,000 at
Decembeﬁ 31, 1975, due within one year (note 5) $3,351,074 54,049,952

Advances for Special U.3. Treasury Program,
including 379,570,000 due in .Januaty 1977,

and $30,970,000 due in Jonuary 1376 (note o) 1,171,741 1,559,194
other liabilities:
Accured interest 96,489 121,298
Accaunts payanle and other accrued 2xpenses 6,455 15,543
¢ommitment fees 910 96

4,626,669 5,746,083

Reserve for aanajenent fee and Juarantecs (aote 7) 13,116 10,939

Guaranteed mortyage certiticates (note 7 465,200 500,000
Less--Underlying mortyag2 loans sold,

including principal collactions held in

trust of $71,250,000 at Decemner 31, 1976, and

522,565,000 at Decemter 31, 1975 865,200 __500,000

Commitments (note §)
stockholders' equity:
Commnon stock, nonvoting, $1,000 par value;
no maximum esuthorization; 100,000 shares

issund and outstanaing 100,000 100,000
ketained carningys ___55,21§ 41,415
__155,9786 __141,315

Total lianitlities and stockholderst ecuity 54,795,761 $5,898,7137
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SCHEDULE 12 SCHEDULE 12

FEDERAL HOME LOAN MORTGAGE CORPORATION
COMPARATIVE STATEMENT OF INCOME, EXPENSE, AND RETAINED EARNINGS

FOR THE YEARS ENDED DECEMBER 31, 1976 AND 1975

; 1976 1975
| (000 omitted)

INCOME:
Interest and discount on
mortgage loans, net (note 1) $369,928 $397,526
Management fee and guarantee 3,271 3,285
Interest on temporary cash
investments 66,657 41,053
Other income 4,059 3,535
rotal income 443,915 445,399
EXPENSES:
Interest on borrowings anu related
costs 419,058 407,745
Provision (credit) for ‘losses,
management fee, and giarantees (995) 11,386
(notes 3 and 7)
Commitment fees 1,005 587
Administrative 10,686 10,173
Total expenses 429,754 429,891
Net Income T 14,161 15,508
Retained earnings, beginning of year 41,815 26,307
Retained earnings, end of year $ 55,976 S 41,815
Earnings per common share $ 141.61 $ 155.08

The accompanying notes to financial statements are an integral
part of these statements.
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SCHEDULE 13 SCHEDULE 13
FEDERAL HOME LOAN MORTGAGE CORPORATION

COMPARATIVE STATEMENT OF CHANGES IN FINANCIAL POSITION

FOR THE YEARS ENDED DECEMBER 31, 1976 AND 1975

1976 1975
(000 omitted)

Funds provided:
Net ingome S 14,161 S 15,508
Charges (credits) to income not
affecting funds:
Amoctization of mortgage
purchase discount (7,614) (7,668)
Amortization of debt expense 1,239 1,532
Provision ‘credit) for losses,
management fees and guarantees

(notes 3 and 7) {995) 11,386
Funds provided from operation 6,791 20,758
Mortgage loan principal repayments 456,469 290,538
Proceeds from issuance of bonds and
advances, net of debt expense - 211,023
Proceeds from advances for special
U.S. Treasury program - 879,500

Mortgage loans sold:
Mortgade participation certifi-

cates, net of repurchases 937,297 452,111
Guaranteed mortgages cectifi- N

cates 398,200 497,250
FHA/VA 35,425 66,939

Decrease (increase) in accrued
interest receivable 32,975 7.180

Decrease (increase) in cash and
temporary cash investments 394,635 (599,780)
Total funds provided $2,261,792 $1,825,519

Funds applied:
Mortgage loans purchased, net of
discount:

Regular programs $1,125,188 $ 828,808
Special U.S. Treasury program - 875,672
Bonds and advances retired 698,878 2,023
Repayments of advances for special
U.S. Treasury program 387,453 15,306
Decrease (increase) in short-term
discount notes - 147,600
Decrease (increase) in accounts
payable and other accrued expenses 9,(88 {405)
Decrease (increase) in accrued
interest payable 24,809 (54,455)
Other items, net 16,376 10,970
Total funds applied $2,261,792 $1,825,519

The accompanying notes to financial statements are an integral
part of these statements.
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FEDERAL HOME LOAN MORTGAGE CORPORATION
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 1976 AND 1975

Summary of significant accounting policies

Federal Homei Loan Mortgage Corporation (the "Cor-
poration”) provides for estimated losses on mortgage
loan purchases. including outstanding commitments.
which may be incurred upon the funding of such pur-
chases through a security sale, or upon sale of the
loans, and provides allowances for uninsured losses.
To the extent a loss is indicated on the financing
of mortgage loans, the loss attributable to such
financing is charged against the allowance ror pos-
sible losses which is reflected in the balarnce sheet
as a reduction of mortgage loans. This reduction in
the mortgage loans results in additional yield which
is recognized over the term of the related borrowing.

Sales of Mortgage Participation Certificates and
Guaranteed Mortgage Certificates representing undivided
interests in mortgage loans provide for the Corooration
to manage and guarantee the underlving mortgages. 1If
the Corporation's net yield after estimated management
fees and guarantees is less than the effective rate
payable to the investor. the Corpor:xi- on recognizes
the estimited loss when incurred. Gaias, representing
the exces: of the effective interest income rate to
the Corporation over that payable to the investor,
are recognized as earned over the life of the rel-:ted
mortgage loans and are reported as management fe= and
guarantee income in the accompanying financial state-
ments.

Mortgage purchase discount

Discount on mortgaces purchased is recorded as
income over the term of the related mortgage loans
using the level yield method.

Unamortized discount and commissions

on mortgage loan sales

Mortgage Participation Certificates and
Guaranteed Mortgage Certificates (see “"Mortgage Loan
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3.

Sales" note) may be sold at discounts. Discount on
Mortgage Participation Certificates is amortized over
the life of the related mortgage loans, and discount
and brokerage commissions on Guaranteed Mortgagw
Certificates are amortized over the period to the
optional repurchase date, both using the level yield
method. This amortization is recorded as a reduction
of management fee and guarantee income in the
accompanying financial statements.

Amortization of debt expense

Debt expense is amortized over the period during
which the related indebtedness is outstanding.
Commitment Fees.

Commitment fees received/paid are deferred and
treated as additional mortgage purchase/sales discount
when delivery occurs, or recognized as income/expense
if delivery does not occur.

-

Mortgage loans

As ~f December 31, 1976 and 1975, the effective net
yield of mortgage loans after deducting servicing fees
was as follows:

1976 1975

FHA and VA mortgages 7.66% 7.64%
Participation in conventional -

mor tgages 9.10% 8.97%

Conventional mortgages 8.79% 8.90%

Allowance for possible losses on mortgage loans

An analysis of the changes in the allowance for
possible losses on mortgage loans for the years ended
December 31, 1976 and 1975, follows:
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(000 omitted)

Balance, beginning of year $16,040 $10,000
Provision (credit) reflected in

current earnings ; (4,625) 9,435
Reductions attributable to: o

Losses on sales of Mortgage

Participation Certificates - (2,310)
Losses on mortgages sold (2,375) (1,125)
Balance, end of year $_9,000 $16,000

Many factors influence the determination of the Cor-
poration's allowance for possible losses on mortgage
loans, including market yields, delinquencies, financing
costs, etc. During 1976 this allowance was adjusted
downward, reflecting an overall reduction in the level
of risk inherent in the Corporation's mortgage loan
portfolio.

GAO note: Additional write downs of specific reserve
accounts totaled $172,000 and are included in the balance
sheet under Claim Against FHA and VA, Net of Allowances
($100,000) and Accrued Interest Receivable ($72,000).

Commitments

The Corporation's outstanding commitments to pur-
chase and sell mortgage loans at December 31, 1976, are
summarized below.

Commitments to purchase

The average effective net yield on commitments to
purchase mortgage loans is determined after deducting
servicing fees. Delivery of mortgages under the

. 6-month forward commitment program is at the option of

the seller; delivery is mandatory under all other
commitment programs, and must occur within 60 days of
the contract date.
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December 31, 1976
Average
effective

net yield Amount
(000 omitted)

FHA/VA ; 8.41% $ 1,000
Participation in conventional
mortgages:
Home 8.60% 157,000
Multifamily 9.38% 4,000
Conventional mortgages:
Home 8.63% 70,000
Multifamily 9.50% 1,000
Six month forward 8.59% 100,000

$333,000

ey

Commitments to sell -

The Corporation's Mortgage Participation Certifi-
cates (PCs) are continuously offered for sale under both
mandatory and optional delivery programs. Delivery
periods range from 7 to 150 days under the mandatory
program. Offers where delivery is at the Corporation's
option have settlements between 120 and 150 days from
the date of the contract. The Corporation pays commit-—
ment fees ranging up to 1 percent, dependent on the
length of delivery period, on all offers with specified
delivery beyond 30 days from the date of the contract,
The average effective rate payable to the investor
includes the effect of commitment fees paid.

December 31, 1976
Average effective rate
payable to investor Amount

(000 omitted)

Mandatory 7.95% $256,400
Optional 8.30% 162,700

$419,100
el

Bonds and advances

A summary of bonds and advances payable is as
follows: '
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The 1997, 1976/1995, and 1977/1996 mortgage-backed
bonds and the 1993 advance from the Federal Home Loan
Bank are redeemable at the Corporation's option com-
mencing 1982, 1983, 1984, and 1983, respectively, at
their face value. On the 1976/1995 and 1977/1996 bonds,
a sinking fund provides for annual retirements at $7
and $7.5 million principal amount of bonds, respectively,
commencing in 1976 and 1977. 1In addition, the Corpora-
tion has a noncumulative option to increase the sinking
fund amounts each year by an amount not exceeding the
annual retirement amounts.

All mortgage-backed bonds are guaranteed as to
principal and interest by the Government National
Mortgage Association (GNMA). Under the provision of a
Trust Indenture with GNMA dated October 26, 1970, and
supplements thereto, the Corporation conveyed mortgages
to the Trust as security for the mortgage-backed .bonds.
As of December 31, 1976 and December 31, 1975, Trust
assets of approximately $2.1 billion, constituting
primarily principal balances of such mortgages, are
restricted for the payment of principal and interest
on the Mortgage-Biacked Bonds and are included in the
accompanying balarnce sheet.

The bond payable to bank is collateralized by a
like amount of FHA/VA mortgages and calls for specif-
ic annual principal repayments ranging from $663,000
to $1,408,000 over the life of the bond with the
balance due at maturity.

Special U.S. Treasury-funded:program

Pursuant to a joint United States Department of
the Treasury-Federal Home Loan Bank System program, the
Corporation acquired $1.575 billion aggregate principal
balance of conventional mortgage loans. This program
was financed by loans from the Treasury to the Bank
System, which in turn passed through the funds to the
Corporation. The mortgage loans, with an unpaid
principal balance of $1,091,991,000 at December 31,
1976, and $1,528,224,000 at December 31, 1975, are
pledged as collateral for the Treasury loan. The
agreement provides that the Corporation's borrowing
costs will not exceed its return on the mortgages.

The terms of the agreement also provide for the
Corporation to make semiannual installments in amounts
at least equal to the principal collections on the
related mortgage ioans pledged as collateral.
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The agreement provides that the Corporation may,
at its option, retire additional amounts of the
Treasury debt. The Corporation, during 1976, elected
to retire $318.9 million of this debt in excess of
the required payments.

Mortgage loan sales

The Corporation sells Mortgage Participation
Certifircates (PCs) and Guaranteed Mortgage Certificates
(GMCs) representing undivided interests in mortgage
loans. The Corporation quarantees the timely payment
of interest and the collection of principal on the
mortgage loans and has provided $3,802,000 in 1976
and $1,951,000 in 1975 for such guarantees. These
amounts have been reflected in the provision for
losses, management fee and guarantees.

Holders of Mortgage Participation Certificates
receive interest monthly at the certificate rate
together with their pro rata share of principal
payments received by the Corporation. The issued
certificates have been accounted for as sales, and
the mortgage loans and the certificates issued are
Unpaid balances of the outstanding certificates were
not included in the accompanying balance sheet.
approximately $1.900 billion and $1.143 billion at
December 31, 1976 and December 31, 1975, respectively.
At December 31, 1976, the weighted average remaining
term to maturity of the related mortgage loans was
28 years. At December 31, 1976 and December 31, 1975,
the excess effective interest. income rate to the
Corporation over that payable to the PC investor was
.40 percent and .42 percent, respectively.

Holders of Guaranteed Mortgage Certificates are
paid interest semiannually at the certificate rate,
and annually, their pro rata share of principal
collected or specified minimum annual principal reduc-
tions, whichever is greater. Any GMC holder may, at
his option, require the Corporation to repurchase such
certificates on a designated "optional repurchase date"
at the then unpaid principal balance.

71




A summary of outstanding GMCs is as follows:

Unpaid principal

____balances
Optional Decem- Decem-
Issue Repurchase ber 31, ber 31,
Issue date date 1976 1975
GMC Series A 1975 02/25/75 03/15/90 ©$277,800 $300,000
GMC Series B 1975 11/25/75 09/15/90 187,400 200,000
GMC Series A 1976 02/25/76 03/15/91 200,000 -
GMC Series B 1976 08/25/7%6 09/15/96 200,000 -

$865,200 $500,000

At December 31, 1976 and December 31, 1975, the
excess effective interest income rate to the Corpora-
tion over that payable to the GMC investor was .14 per-
cent and .03 percent, respectively. The effective
interest income rate to the Corporation has not been
adjusted to semiannual uield equivalent.

Pension plan

In November 1974, the Corporation established a
non-contributory pension plan covering all eligible
employees. Total pension expense was approximately
$422,000 and $347,000 for the years ended December 31,
1976 and December 31, 1975, respectively. The “orpora-
tion's policy is to fund pension cost accrued. The
pension fund assets exceed the actuarially computed
value of vested benefits. In the opinion of manage-
ment, the pension plan complies with the provisions of
the Pension Reform Act of 1974.
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APPENDIX I APPENDIX I

PRINCIPAL OFFICIALS

RESPONSIBLE FOR THE ACTIVITIES

DISCUSSED IN THIS REPORT

Tenure of office
From To

FEDERAL HOME LOAN BANK BOARD

BOARD OF DIRECTORS (note a):

Garth Marston, Chairman Dec. 1976 July 1977
Acting Chairman Apr., 1974 Dec. 1976
Grady Perry, Jr. June 1973 July 1977

FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION

DIRECTOR:
Loren Means (acting) Aug. 1976 Present
Richard Platt, Jr. Sept. 1973 Aug. 1976
FEDERAL HOME LOAN MORTGAGE CORPORATION
PRF3SIDENT:
Victor H. Indiek Sept. 1974 Present

a/The board members of the Federal Home Loan Bank Board also
serve as the Board of Directors of the Federal Home Loan
Mortgage Corporation.
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