October 20, 2022

Ms. Sandra R. Thompson
Director
Federal Housing Finance Agency
400 Seventh Street SW
Washington DC 20219

Re:  Comprehensive Review of the Federal Home Loan Bank System

Dear Director Thompson:

I applaud the FHFA for undertaking the Comprehensive Review of the Federal Home Loan Bank (FHLB) system. Taking a hard look at its mission, economics and cost efficiency is both timely and important.  I am pleased to submit these written comments in response to the request made by the FHFA on August 31.  

As to my credentials, I served as CEO of Freddie Mac for seven years (2012 to 2019) after a career of over 35 years in banking and financial institution (FI) management.  This has given me detailed and first-hand  familiarity with the operation of and issues surrounding a government sponsored enterprise (GSE).[footnoteRef:1] Since mid-2019, I have continued to participate in housing and housing finance as a researcher, writer and speaker, first at Harvard’s Joint Center for Housing Studies (7/19 to 6/22) and since at NYU’s Furman Center.  Additionally, I have no employment by, ownership interest in, or consulting or similar relationship with any current or proposed beneficiary of the FHLB system.[footnoteRef:2]   [1:  Note that there is no standard definition of what a GSE is.  My own definition is “a private sector-owned financial institution that has nevertheless been created and designed by Congress to achieve a specified public-purpose mission, including being given various operating responsibilities, limitations and subsidies - overt and/or covert – to achieve that mission.”  Of the various definitions I have reviewed in preparing this letter, it is noteworthy that none mention subsidies.  And yet subsidies are core to many GSE-related issues, including for the FHLB system.  ]  [2:  As well, I work gratis at NYU Furman and thus do not depend upon contributions made by donors who in turn have an interest in the outcome of FHLB system policies.] 


Two years ago, I wrote an article about the FHLB system: “The Role of the Implied Guarantee Subsidy in FHLB Membership:  Beautiful Politics but Ugly Policy.”[footnoteRef:3] That article presents analysis very much on point for your Comprehensive Review, and so I hereby incorporate it by reference.   [3:  See https://www.jchs.harvard.edu/sites/default/files/media/imp/harvard_jchs_COVID_nhlb_politics_and_policy_layton_2020.pdf.  ] 


This comment letter consists of (1) an overview summarizing my viewpoint, (2) relevant background history, (3) a discussion of the implied guarantee subsidy, (4) responses to several of the topics specified in your announcement, (5) a discussion of two key policy issues, (6) a review of two prominent membership eligibility expansion cases and (7) concluding comments.  

The views expressed herein are strictly my own, and do not necessarily represent those of the NYU Furman Center.

Overview

The FHLB system, now 90 years old, serves as an excellent case study of how over decades - reflecting major changes in the marketplace, interest group advocacy, regulatory decisions and amending legislation – a GSE can drift far from the original public policy purpose that led to its creation by Congress.  After the Great Financial Crisis of 2007 to 2009 (GFC), in my opinion the FHLB system has mainly served as a high-cost channel to deliver subsidies from the taxpayer – mostly in the form of the implied guarantee subsidy - to larger commercial banks[footnoteRef:4].  Secondarily, it has served a public policy mission that has expanded - in my view, too much expanded - over many decades.  As a result, I am a supporter of key reforms to the FHLB system so that it (1) reduces, if not eliminates, subsidies to larger FIs, especially commercial banks, (2) primarily serves a somewhat better-targeted version of the its public policy mission, and (3) does it all at lower cost.    [4:  The highly expansive monetary policy during the pandemic flooded commercial banks with liquidity, giving them funds that cost even less than subsidized FHLBank advances. This produced a temporary situation of ultra-low borrowing amounts by commercial banks from the FHLBanks.  Given that monetary policy is now rapidly moving in the opposite direction, I expect commercial bank usage to return to the more normal levels seen in the years immediately before 2020.    ] 


I note that the FHFA can on its own only implement reforms to a modest degree, with legislation being required to make the most significant ones.  I will therefore distinguish between changes I recommend that seem to require legislation versus those that can likely  be made by the FHFA on its own.  

Relevant Background History

At the outset of the Great Depression, home mortgages had for many years mostly been made outside the commercial banking system, in particular by a variety of smaller, community-focused financial institutions[footnoteRef:5], as well as by insurance companies of all sizes. The original Federal Home Loan Act of 1932 (the 1932 Act) specifically designed the individual FHLBanks to act as “discount banks”[footnoteRef:6] to provide liquidity – roughly akin to how a central bank discount window works - to these mortgage-providing firms.  (In all cases herein, “mortgage” refers to home mortgages.) This was in direct reaction to those firms coming under severe stress during the early years of the Great Depression, with knock-on impacts hurting homeowners and home construction[footnoteRef:7].  The FHLBanks were authorized to make advances (i.e., loans) to their members only against “the security of home mortgages”, a specialized focus also reflected in the name of the banks.  Thus, the original mission of the FHLB system was to provide financial stability to mortgage lending generally and to specialized mortgage lending firms specifically.  This required a dual focus on: [5:  The original 1932 Federal Home Loan Act listed the types of those institutions as “any building and loan association, savings and loan association, cooperative bank, homestead association…or savings bank.”  ]  [6:  According to Investopedia, “The Federal Home Loan Bank Act was signed by then-President Herbert Hoover on July 22, 1932. It intended ‘to establish a series of discount banks for home mortgages, performing a function for homeowners somewhat similar to that performed in the commercial field by the Federal Reserve Banks through their discount facilities,’ he announced on signing the bill into law.”  See https://www.investopedia.com/terms/f/federal-home-loan-bank-act.asp.  ]  [7:  At that time, the typical mortgage was for up to 10 years with no amortization, so the growing inability of lenders to refinance homeowners was leading to large numbers of foreclosures.  Similarly, lender distress was translating into a lower demand for new homes to be built, which was a major source of employment.  (At that time, housing, broadly defined, was the largest sector of the economy, only being surpassed in recent decades by healthcare.)] 

(1) mortgages as the asset against which advances could be made, and
(2) membership eligibility being restricted to the types of FIs that were either (i) primarily mortgage lenders (e.g., a savings and loan association) or (ii) diversified firms that nevertheless played a major role in mortgage lending (e.g., as insurance companies did at that time), but which in all cases did not already have access to stress-market funding via the Federal Reserve’s discount window.
Commercial banks were understandably excluded from the 1932 Act, even though they did provide a reasonable amount of mortgage credit, because they already had such stress-market funding access.  

However, Congress, as expressed by its design of the FHLB system in the 1932 Act, did not specifically limit the ability to make such advances to only stress situations, as is the conventional intent for central bank discount windows.  So, in later (and not stressed) years, the FHLBanks could and did make advances more routinely to their eligible borrowers, but still only against mortgage collateral.  Additionally, Congress deviated from the usual convention that a central bank discount window lends at penalty (i.e., high) rates of interest[footnoteRef:8].  Instead, the FHLBanks were able to raise funds at relatively low rates, based upon both the overt subsidy of being exempt from income taxes[footnoteRef:9] as well as the covert subsidy due to what is today called the implied guarantee (further explained below).  The result is that, after the stressed early years of the Great Depression, the FHLBanks could be a steady source of low-cost funding to the mortgage assets of its members.  Thus, the mission of the FHLB system quickly evolved to include providing subsidies to mortgage lending, reflecting a policy viewpoint that such lending had greater socio-economic value than the typical loan made by a bank or other FI.  But the subsidy was – inconsistently - not universally offered to mortgage loan holders but only to FHLBank members, which prominently excluded commercial banks[footnoteRef:10].  [8:  The classic discount window formulation is that it lends “freely at a high rate, on good collateral” as per Walter Bagehot in his precedent-setting explanation of how a central bank discount window should work in 1873’s “Lombard Street:  A Description of the Money Market.”  The notion was that the high rate of interest would naturally discourage banks from trying to borrow to fund their activities during non-stressed markets.  ]  [9:  The debt instruments of the FHLBanks also have tax advantages to their purchasers, additionally helping to keep rates low.  The FHLBanks also benefit from a super-lien that improves the credit quality of their advances.  ]  [10:  This naturally tilted the playing field away from commercial banks making home mortgages, a situation which only ended in 1989.  ] 


Fast forwarding to today, the mission of the FHLB system has been further expanded by Congress.  
(1) The original list of lenders eligible to be members has been modestly expanded by adding certain types of FIs which have a smaller/community brand and reputation (which is consistent with the character of most of the eligible types of lenders specified in the 1932 Act), in particular credit unions (both Federal and state chartered) and community development financial institutions (CDFIs)[footnoteRef:11].  However, in 1989 commercial banks - which range from small to very large - were controversially also added, a topic discussed further below.    [11:  Eligible members also now include community development loan funds, and community development venture capital funds.] 

(2) The original focus on mortgages has been expanded to include some other types of loans that are believed by policymakers to also have higher socio-economic value than the typical loan, e.g., small business loans and community development loans.
(3) The mission focus on local community and housing development has been deepened by the added requirement for an Affordable Housing Program[footnoteRef:12] (AHP) financed by a percentage of FHLBank profits.  [12:  The specified uses of AHP funds are to finance the purchase, construction, or rehabilitation of owner-occupied housing for low- or moderate-income households (with incomes at 80 percent or less of the area median income), and the purchase, construction, or rehabilitation of rental housing where at least 20 percent of the units are affordable for and occupied by very low-income households (with incomes at 50 percent or less of the area median income). The AHP was accompanied by other programs aimed at local community development, which I have not included specifically to avoid undue detail.  ] 

These changes - with the exception of commercial banks becoming eligible members – together had the effect of modestly expanding both the financial stability (i.e., stressed market funding) and socio-economic (i.e., subsidized funding during non-stressed markets) missions given by Congress to the FHLB system, as well as adding AHP as a new community development obligation.  

However, the most impactful change by far, very much out of character with the smaller/community focus of the changes listed above, was the 1989 addition of commercial banks - of all sizes, not just smaller ones - as eligible members.  This is especially noteworthy when recalling that they had been specifically and intentionally excluded from the original 1932 Act.[footnoteRef:13]  This step did not impact or relate to the FHLB system’s financial stability mission, as commercial banks already had access to the Federal Reserve’s discount window, but related only to expanding the system’s socio-economic mission to them.  As a result, very large commercial banks became the biggest recipients of those subsidized FHLBank advances during the 2010’s, which thus became the single biggest usage of the FHLBanks balance sheet - sometimes to an extreme degree.[footnoteRef:14]   [13:   The reason for the inclusion of commercial banks as eligible members in 1989 is instructive.  It was not as a result of banks looking to get subsidies, or of FHLB leadership looking to expand its size, as one might have surmised.  According to “The Federal Home Loan Bank System:  A Chronological Review and Discussion of Key Issues” by George J. Gaberlavage, June 2017, it was instead prompted by Democratic Party leadership in Congress wanting to engineer in that the AHP’s funding, set at 10% of profits, would be at a higher level than it would otherwise have been.  ]  [14:  Examples of such situations can be found in my two-years-ago article already incorporated by reference.  The most extreme was JPMorganChase being a member of no less than five FHLBanks at the same time; also, at one point it and Wells Fargo accounted for between 40% and 50% each of the total advances by two specific FHLBanks (respectively, Cincinnati and Des Moines).   The Gaberlavage article also has good statistics on how dominant large commercial banks were in receiving FHLBank advances.    ] 


As a result, the very largest banks were then being heavily subsidized - which hardly fits the “smaller/community” public policy image of the FHLB system - and it is unclear if even a small portion of the benefit of those subsidies ever made its way to actual homeowning borrowers.[footnoteRef:15]  This concentration of advances - and subsidies - going to the very largest commercial banks became more broadly known a few years before the pandemic.  Given the resulting political embarrassment[footnoteRef:16], the concentration was reduced some by the time the pandemic hit in early 2020. There is today a limited public admission by the FHLBanks that they also provide funds to large FIs and not just smaller/community lenders.[footnoteRef:17] Notwithstanding this, the FHLBanks’ public relations tagline is still “A Nation of Local[footnoteRef:18] Lenders” and there is still a branding emphasis that their investing meets “local” needs.[footnoteRef:19] This image is enhanced as well by reference to the community-focused AHP.[footnoteRef:20]   [15:  Larger commercial banks generally historically rely significantly upon “purchased money”, i.e., wholesale funding sources, as their customer-generated assets conventionally exceed their customer-generated liabilities.  In this environment, pricing of loans usually reflects the cost of incremental purchased funding, and a low-cost source such as FHLB advances is treated as producing “funding profit.”  I am familiar with this process as I supervised such activities for many years at JPMorganChase and certain of its predecessors.]  [16:  Subsidies going to the largest banks are, obviously, not politically popular in Washington since 2008, and not just among Democrats.  ]  [17:  See the FHLBanks home page:  https://fhlbanks.com/.  It includes a definition of who they are, starting with “The FHLBanks are 11 regionally based, wholesale suppliers of lendable funds to financial institutions of all sizes and many types, including community banks, credit unions…” [emphasis added]]  [18:  “Local” as a key word reflects clever branding.  It carries a connotation of a smaller/community focus, but actually applies to loans made by any FI, no matter how large it is, as all loans are “local” in the geography where they are made.  ]  [19:  On that same FHLBanks home page, it states that they “invest in local needs including housing, jobs and economic growth.”  ]  [20:  I was told by one ex-FHLBank official that the FHLB system vigorously opposed the imposition of the AHP, as it is funded with 10% of profits, but now cites it frequently to burnish their “good guy” image. ] 


Today, then, the mission of the FHLB system - which ranges from financial stability to product subsidy to community development - and implemented through a wider range of FI members (most prominently including commercial banks) and applicable to more than mortgages represents a significant expansion from where it originally began in 1932.  It is arguable that this expanded mission is good public policy, representing a beneficial evolution of activities by the FHLBanks as the markets around them have changed, and is appropriate to their receiving government subsidies.  However, the opposite is also arguable, i.e., that this represents bad public policy, a classic case of mission creep due to special interest advocacy for more activities and firms to benefit from the FHLBank’s taxpayer-subsidized financing.  In my view the changes seem to reflect some of both, with the very notable exception that the addition of larger commercial banks (rather than only smaller ones) as eligible members certainly seems to be fully mission creep and not, in my view, good public policy. 

The Implied Guarantee Subsidy

The implied guarantee, which lowers the borrowing costs for the FHLBanks and in turn their members, results from a belief that the Federal government will not allow a GSE to go into default on its debt.  This stems from a series of actions by the Federal government to convince debt investors of this; for example, one such action is that the GSEs benefit, as no conventional private-sector owned company does, from a line of credit to the US Treasury.[footnoteRef:21]  It also stems from a realistic appraisal that, should a GSE get near to defaulting, the Federal government will rescue it in some fashion as an actual default would be too damaging to the financial markets and the economy.  It is thus a “wink and nod” guarantee[footnoteRef:22] which appears nowhere in writing and its existence usually officially denied, despite hard evidence to the contrary.[footnoteRef:23]  The case was proved  during the GFC, however, when the debt of the FHLBanks and the two large GSEs was in peril, and the government did in fact ride to the rescue - just as had been long assumed and predicted by the investor marketplace.[footnoteRef:24]  The result is that investors purchase GSE debt on almost-as-good terms as they do for US Treasuries, resulting in a very low cost of funds, just slightly above US Treasury debt rates and clearly below corporate debt rates.  Because the FHLBanks do not pay anything for this implied guarantee, it represents a significant subsidy to them.[footnoteRef:25]  [21:  It is a line of credit not to borrow cash but to sell debt instruments, which is economically equivalent.]  [22:  The government does this wink-and-nod approach, rather than an outright guarantee, to avoid having to carry GSE debt on its own balance sheet, which has budget and debt ceiling limit implications.  This approach, for example, was fully on display when the government privatized Fannie Mae during the Johnson administration in 1968, done specifically to enable the fiscal policy of “both guns and butter” during the Vietnam war era by getting Fannie Mae’s assets and lending off the Federal books.]  [23:  Regardless of the official denial, the investment community specifically recognizes the implied guarantee.  For example, per Moody’s January 2022 results of its “Periodic Review of Ratings of the Federal Home Loan Banks”, the FHLBanks get a “Aaa” rating due to the “assumption of a very high likelihood of support from the US Government.”  Without considering that support, the review states the ratings would instead be “a1”.  This is the implied guarantee at work, generally improving the ratings of the FHLB system’s debt by four notches, which then translates into significantly cheaper borrowing cost.  (The aggregate amount of this subsidy at the time was estimated in my two-years ago article, incorporated by reference, to be about $5.5 billion per year).  ]  [24:  This consisted of the two large GSEs being put into conservatorship with a newly-instituted formal support agreement (see below). From the perspective of the holders of their debt, it was successful and there were no losses due to default.  For the debt of the FHLBanks, Treasury put in place a temporary additional support agreement that helped them weather the GFC - again, preventing a possible default.]  [25:  I estimated the size of the subsidy in my two-years ago paper,] 


The value of this implied guarantee, and the resulting subsidy, is most well known in the case of Freddie Mac and Fannie Mae, the two large GSEs, which enjoyed it until entering conservatorship in 2008[footnoteRef:26].  In a decade of my involvement in housing finance, being exposed to policy recommendations and commentary from a wide variety of government and non-government sources, I have concluded that there is now an extremely strong consensus that it was poor public policy for the two large GSEs to have the implied guarantee available to exploit as extensively as they did, and thus a similar consensus that the opportunity to similarly exploit it should not be resurrected if and when the two large GSEs someday exit conservatorship.   [26:  At that time, the implied guarantee was replaced by the Preferred Stock Purchase Agreement, where the two large GSES have paid for official government support via several different mechanisms over the 14 years since.] 


This viewpoint reflects, with respect to Freddie Mac and Fannie Mae, that the implied guarantee is believed to have been a proximate cause of three unfortunate outcomes at the two companies prior to conservatorship:  
(1) producing a very large covert subsidy from the taxpayer, with no limitation on size, that was never Congressionally approved and that ended up significantly enriching shareholders and management rather than exclusively benefitting homeowners; 
(2) biasing business strategies to maximize the value of the subsidy, which led to unduly large investment portfolios that ended up losing billions in the GFC; and 
(3) creating a corporate culture that too much had advocacy and politics at its core, which in my experience is inconsistent with and impedes a quality FI management culture focused on well-judged risk-taking, customer service, efficiency and innovation (which, for a GSE, is done in support of the public policy mission given to it by Congress);  
Based upon observations during my years as CEO of Freddie Mac, I would agree with this viewpoint.

Ironically, the two large GSEs prior to 2008 denied that the implied guarantee subsidy even existed, despite it explicitly being cited by the credit ratings agencies with respect to their secured and unsecured debt.  In my opinion, all three of the above-listed unfortunate outcomes have also been seen to greater or lesser degree at the FHLBanks, which similarly deny that the implied guarantee exists, despite it obviously being very real in the eyes of the debt markets.[footnoteRef:27]     [27:  As the Moody’s FHLB ratings improvement by four notches makes abundantly clear.  ] 


Requested Topics:

1. The FHLBanks’ general mission and purpose in a changing marketplace.

The marketplace for single-family mortgages has changed in many fundamental ways since the 1932 Act was passed.  For example, for about the four decades after World War II (i.e., through the mid-1980s), mortgage lending became dominated by thousands of Federal Savings & Loans (S&Ls) that were created pursuant to a different part of the 1932 Act. But one aspect that did not change until the mid/late-1980s is that the dominant lenders were (1) still outside of the commercial banking system and (2) still engaged in “buy and hold” mortgage lending.  As a result, the strategic environment around the FHLBanks was relatively unchanged, and they still very much had their key mission of providing financial stability to mortgage lending by acting as a discount bank to those S&Ls (and others, which altogether were collectively known as “thrifts”), along with providing subsidized financing on a routine basis.[footnoteRef:28]  As the thrifts were so dominated by mortgage assets[footnoteRef:29], this also meant the FHLBanks were effectively acting as “discount windows” to ensure the financial stability of the thrift industry as a whole, much as the Federal Reserve does for the commercial banking industry.    [28:  The S&Ls and other thrifts often had deposits available for them to invest in mortgages that could be less expensive than FHLBank funding, reflecting how deposits are sometimes quite inexpensive, even as FHLBank advances compare favorably in cost to debt instruments.   ]  [29:  As a general rule, a “thrift” had to have at least 80% of its assets in mortgages or other real estate-related categories.] 


However, under the pressure of very high inflation and interest rates, the country’s mortgage system dramatically changed, especially in the years just before and after the 1989 S&L Crisis.[footnoteRef:30]  By the mid/late-1990s, it had become dominated by the “agencies”, meaning Freddie Mac, Fannie Mae, the Federal Housing Administration (FHA), and the Department of Veterans Affairs (VA), with funding coming from the agency mortgage-backed securities (MBS) market that rapidly expanded starting in the early 1990s.[footnoteRef:31]  Today these four agencies account for about 70% of all the first-lien mortgage dollars now outstanding in the US.  In addition, the majority of the remaining near-30% is held by commercial banks[footnoteRef:32], which already have access to the Federal Reserve discount window.  Thus, the financial stability mission of the FHLBanks is very much reduced from the 1970s and 1980s, as they now provide stress liquidity to institutions that account for only a very small share of mortgage lending.[footnoteRef:33]  [30:  For a summary of the S&L Crisis, see “Savings & Loan Crisis”, by Kenneth J. Robinson in the Federal Reserve History series.  https://www.federalreservehistory.org/essays/savings-and-loan-crisis.  ]  [31:  This is when the two large GSEs began to employ MBS to fund their mortgage purchases.  ]  [32:  (1)  As financial markets have evolved, many thrifts have become commercial banks.  (2) Among the near-30% share is a concentration in (i) “jumbo” loans, i.e., those of too large to securitize via the two large GSEs or the FHA, and which can be reasonably assumed are going to more affluent borrowers, and (ii) in loans with characteristics that the government deems concerning (i.e., they are not “qualified mortgages”, or non-QM).  It is, of course, questionable whether these two concentrations should benefit from subsidized funding via the FHLBanks.]  [33:  I would very roughly estimate it at no more than 10%.  ] 


Additionally, independent mortgage bankers (IMBs) now originate most mortgages but mostly lack any significant ability to “buy and hold” and so act overwhelmingly as conduits to the four agencies; post-origination, the IMBs also service most mortgage assets as depository institutions have shed the business, citing stringent regulatory and capital requirements.

Against this background, there has and continues to be extensive advocacy for a major expansion of where the subsidies provided by the FHLBanks can be used, employing two different arguments:
(1) By product.  This is where various types of FIs that own mortgage-related assets look to become FHLB members in order to gain access to subsidized financing. This includes, most prominently, IMBs and mortgage REITS (mREITS), as further discussed below.
(2) By lender.  Smaller/community FIs sometimes argue they should benefit from subsidized FHLBank advances across an ever-growing list of asset classes that they own.  

This advocacy, especially by the IMBs and mREITS, is often couched in terms of “liquidity”, a somewhat ambiguous term.  It can obviously refer to stress-market advances by the FHLBanks, in line with the financial stability role of the FHLB system.  But it will also enable the non-stress provision of funding on a subsidized basis.  In fact, stress-market liquidity and non-stress market subsidy are completely intertwined in the FHLB system, as all advances are always subsidized.  Today, my view is that this has evolved to be the key policy design flaw of the FHLB system.  It is also my view that the primary motivator of proposals to expand the reach of the FHLBanks to more FIs is to expand the subsidies as much, or more, than it is to gain access to stress-market funding.  

This makes crystal clear that what is required now is a better-defined mission for the FHLBank system, one that works through its current very expansive focus - sometimes on stress-market funding, sometimes on subsidized non-stress market funding, sometimes by type of asset and sometimes by type of lender - to better define exactly who and what should benefit from subsidized financing versus needing access to stress-market funding.  

My recommendation here is that the FHFA should state clearly to Congress:

(1) With respect to membership eligibility.  The focus of subsidized financing should be on smaller/community FIs (including commercial banks) that primarily engage in buy-and-hold local lending, and as much as possible exclude large FIs of all types – and especially the very largest commercial banks - which simply do not need the help as they already have access to very competitively priced funding all on their own.  This implies that membership eligibility not be based solely upon the “type of FI” (as is currently the case) but also upon “size of the FI”, in particular being smaller than some limit on asset size.  This reflects a policy view that smaller institutions do not necessarily have the best access to funding and thus subsidized FHLBank advances can help them make loans at reasonable rates.  It also reflects a view that it is more likely that smaller FIs engaged in “buy and hold” lending will pass through a significant portion of the FHLB-provided subsidy to borrowers, rather than the subsidy unduly benefitting the management and shareholders of the member FI.  (For the relatively limited range of smaller FIs without Federal Reserve discount window access, they would appropriately continue to be beneficiaries of the stress-market funding capability of the FHLBanks.)  

(2) With respect to eligible products.  The subsidy arguably should be available for several categories of loans that have high socio-economic value, such as mortgages, community development loans, etc. However, I would argue that this expansion has already taken place as the list of eligible assets has grown over the decades, and thus no further expansion is warranted. 

To summarize, the evolution of the mission of the FHLB system has created such an expansive definition that it understandably encourages advocacy by various groups for a further expansion of when FHLBank advances can be made to both (1) any FI that handles the currently eligible asset classes (in practice, this means mostly mortgages) and (2) to any asset class owned by smaller/community FIs.  In addition, the expansive definition allows advocacy based upon stress market liquidity arguments, which might make some sense for FIs that do not have Federal Reserve discount window access, but which will automatically result in subsidized advances being made routinely in non-stress market conditions as well, which is likely  bad public policy.  Therefore, an expansion as advocated by such potential recipients of further FHLB advances (e.g., IMBs) would, in my view, be massively disrespectful of the taxpayer as it would inevitably lead to a large increase in the amount of non-stress market advances done on a subsidized basis, all while the FHLBanks avoid admitting that the implied guarantee subsidy even exists.[footnoteRef:34]   [34:  There is also the question of whether beneficiaries of subsidized funding from the FHLBanks have the social obligations incumbent upon the current roster of eligible members.  Most prominent of such obligations would be the Community Reinvestment Act.  ] 


To recap, my recommendation is for the FHLB system to focus on (1) smaller/community lenders of many types by using a size limitation[footnoteRef:35] and (2) lending against the range of eligible assets that exists today (as it has already been expanded by Congress in past decades).  This can take the form of a recommendation to Congress for legislative change, and also for certain changes (described below) that the FHFA can implement on its own. [35:  My rough and first estimate of a size limitation would be (1) $1 billion of assets for non-commercial banks, and (2) $10 billion of assets for commercial banks.  But this requires additional analysis to finalize.  ] 


2. FHLBank organization, operational efficiency and effectiveness.

I have one core observation to make concerning the expense efficiency of the FHLBanks:  they are extremely cost inefficient.  

The FHLB system was designed in the 1932 Act to mimic the Federal Reserve, which was created in 1913 with a regional bank configuration, reflecting an era when there were significant policy views against having a single, central bank.  The result is today’s 11 (originally 12) separate FHLBanks along with their single, shared Office of Finance.  The unnecessary duplication of functions (more accurately, doing them eleven times rather than just once) built into this configuration is very expense inefficient.  

As an indication of this, consider that the FHLB system had $1.4 billion of operating expenses (e.g., salaries, rents, travel, etc.) in 2021, equal to 0.40% of its total yearend advances of $351 billion.  By comparison, the two large GSEs combined had equivalent expenses equal to only 0.08% of yearend mortgages owned – i.e., one fifth of the FHLB system level - despite engaging in much more complex operations associated with a securitization business model. Thus, while the FHLB system’s 0.40% expense ratio is seemingly small, its $1.4 billion of expenses is well too high (maybe even more than double) versus what I would estimate is needed to carry out its activities on an efficient basis.  This does not reflect a view on my part about whether FHLBank management is unskilled in controlling expenses - that is impossible to tell from the outside.  It does instead reflect how the 11 FHLBanks are each, in my judgment, quite sub-scale in size when it comes to operating efficiency given today’s economy and technology, rather than what existed in 1932.

To increase operating efficiency, the FHLB system could be legally reconfigured by Congress to be a single bank with 11 regional offices.  That would allow the necessary local knowledge to be effective in each region of the country, but still support efficient scale operations in terms of doing once, rather than 11 times, activities such as: (1) investment portfolio management, (2) governance and management through a single executive team and board of directors[footnoteRef:36], (3) developing and implementing technology, and more.  This would then align operating costs with the existing financial cross-guarantees between the 11 banks to create a true, single organization.  It is my view that likely more than $500 million a year in expenses could be saved.   [36:  I have heard several observers specifically call out having 11 bank CEOs, each paid several million dollars per year, as opposed to just one, as an easy saving.  Ditto for 11 boards of directors.] 


I note that it has also long been known that a significant portion of such expense savings could be achieved without legislative change by having the FHLBanks contractually agree to share significant activities, e.g., having the already-shared Office of Finance expand to include managing all 11 investment portfolios by a single team of people at a fraction of the cost of each bank having its own team.  However, as the FHLB system lacks the equivalent of the Federal Reserve’s Board of Governors to mandate such sharing, it is unclear if it could be achieved on a voluntary basis, even if encouraged by the FHFA as regulator.[footnoteRef:37]   [37:  I am aware that such sharing proposals have been made over the years, but not implemented. ] 


I also note that the original 12 FHLBanks were reduced to 11 in 2015 by two merging, thus enabling expense savings.  Further mergers could produce more such savings.  One can even envision the 11 banks being reduced to perhaps 4 super-regional ones, producing very significant savings.

It would be appropriate for the FHFA to recommend to Congress that the opportunity to have much greater efficiency be pursued in order to properly represent the interest of the taxpayers who subsidize the FHLBanks[footnoteRef:38]. As well, the FHFA could do what it can to encourage further mergers, even without the evident authority to mandate them.   [38:  The logic is that today too large a share of the subsidy is used to pay the operating expenses of the FHLBanks themselves, rather than being available to subsidize borrowers.  See my two-years ago paper for specifics.  ] 


3. FHLBanks’ role in promoting affordable, sustainable, equitable and resilient housing and community investment.

As described above in recounting some of the history of the FHLB system, the evolution of the socio-economic component of its mission - reflected in legislation authorizing additional collateral types, additional types of eligible members, and the AHP - has done exactly the kind of promotion described in this question.  This has also been done uniformly on a subsidized basis, reflecting both the overt and covert subsidies from which the FHLBanks benefit.  While there will always be advocacy for additional organizations and asset classes to become eligible to earn the implied guaranty subsidy, strategically where things stand today is arguably well considered, and so mostly only fine-tuning seems appropriate in my view.[footnoteRef:39]  As per my recommendation above, a greater focus on smaller/community FIs, and less on subsidies to very large FIs, would somewhat enhance its socio-economic mission.   [39:  It is unclear if the AHP activities are high-quality and effective in pursing the objectives listed for this topic, i.e., “affordable, sustainable, equitable and resilient.”  The FHFA may wish to mandate more transparency about them to allow feedback on this issue.  ] 


I also note that the FHLBanks engaging in socio-economic mission activities through the AHP is done on a low-return basis or takes the form of outright grants.[footnoteRef:40]  Thus, the extent of such activities must be carefully calibrated, as the resulting costs must be balanced against the profits generated by the FHLBanks from their full-return activities.  That balance must produce a net bottom line that makes FHLBank membership attractive because, in turn, members taking advances is economically attractive. Without an appropriate balance, the FHLBanks would have inadequate revenues and profits available to support such the AHP’s mission-intensive activities.[footnoteRef:41]  The FHFA may want to do appropriate financial modeling to determine the right balance, which could potentially lead to a conclusion that the AHP could be safely funded with more than 10% of profits.   [40:  Such activities thus have the character of being unfunded mandates upon the FHLBanks, i.e., undertaking public mission activities without funding from Congress.  Such unfunded mandates are very typical in the mortgage field, the most notable ones perhaps being the Community Reinvestment Act (an unfunded mandate on banks) and the large GSE Affordable Housing Goals (an unfunded mandate on Freddie Mac and Fannie Mae).  I have no comment on the specific effectiveness or emphasis of the 11 separate AHP programs as that is not a focus of my research.  ]  [41:  I am aware of at least one Congressional proposal to increase the AHP to 20% of profits; I have done no analysis if this would be sustainable or not in maintaining the necessary economic attractiveness of FHLB membership or of members taking advances.] 


4. Addressing the unique needs of rural and financially vulnerable communities.  

I note that several of the FHLBanks are located in geographic areas of the country that have large agricultural and rural communities, and thus they already should be serving those needs.  Otherwise, I have no comment on this question.  

5 and 6 (combined).  Member products, services, and collateral requirements; membership eligibility and requirements.  

The discussion of Topic 1, above, has already addressed most of the content of my comments on this question.

I note it is necessary for the FHFA to push back against the natural desire of the FHLBanks, as is true for just about any organization, to expand and grow - whether in terms of products and services or in terms of membership eligibility.  Given the nature of being a GSE, especially being significantly subsidized, it is inappropriate to have a growth culture.   This should be clearly articulated by the FHFA in the results of its review.  I note that the two large GSEs developed just such growth cultures prior to 2008, and it did not end well.   

Also, while legislation would be needed to address limitations on FHLB membership by asset size of an FI, in the meantime the FHFA could reasonably move in that direction by limiting how much funding the largest banks could take from one or more FHLBanks.  This would be accomplished by establishing through regulation limits as follows: (1) that no organization (including all its affiliates) belong to more than one FHLBank at a time, and (2) that, on a safety and soundness basis, there would be a concentration limit so that any member cannot account for more than a set percentage of an individual FHLBank’s outstanding advances (with 10 to 20 % being recommended).[footnoteRef:42]   [42:  Interestingly, such a limit would have an impactful side-effect.  The nature of the limit would push the largest borrowers to be members of the largest (by balance sheet size) FHLBanks, as that would allow borrowers to have a greater dollar volume of borrowing. This would then pressure smaller FHLBanks to merge, which would generate expense savings.  If this incentive were not considered desirable or appropriate by the FHFA, the limit could be based upon the total advances across all 11 FHLBanks (with a recommended 5% limit).  ] 


Two additional key policy issues.

There are two very important additional policy issues that need to be considered by the FHFA in its review.

(1) Separating liquidity and subsidy.  The FHLBanks and those advocating for the expansion of membership eligibility will generally refer to the function of the FHLBanks as “providing liquidity”, such as in a stress scenario.  The problem is that, today, the current design of the FHLBanks only can deliver advances that are subsidized).  As a result, a targeted expansion of the original FHLB system mission to support financial stability is inextricably tainted by concurrent expansion of the implied guarantee subsidy.  The mission of the FHLB system would be immeasurably enhanced, in fact, if the two could be separated.  For example:  
a. There could be a new category of eligible members that can only receive advances in stress situations and which have higher pricing than today’s subsidized levels, in line with the long-defined structure about how a central bank discount window should work (i.e., with advances against good collateral but with high pricing). This is relevant to the IMB discussion below.  It would probably require legislation.  
b. The implied guarantee’s value could be somewhat reduced by Treasury being paid a fee for its support in order to earn the taxpayer a return. The resulting cost of funding through the FHLBanks might then not be attractive to larger FIs that already have high-quality market access, but I consider it likely the resulting slightly higher cost would still be attractive to the truly smaller/community financial institutions which are the priority targets of the system’s mission.  And it would be consistent with the plans to institute such a charge upon the two large GSEs if and when they exit conservatorship.
In short, the FHFA in its review should call for the separation of the function of the FHLBanks providing stress-market liquidity from their providing both overt and covert subsidies, using perhaps one or both of the two mechanisms listed above. 

(2) Subsidies to benefit borrowers vs. intermediaries. I have heard advocacy claims that the below-market rate offered by the FHLBanks largely or fully makes it through to actual borrowers in the form of lower rates.  I believe this is highly questionable.  For advances to the largest banks, as discussed above, I view it as being highly likely the vast majority of the subsidy stays with the intermediary bank, not being passed through to borrowers.  For advances to other eligible members, even the smallest community ones, a simple economics supply-demand curve analysis suggests that the subsidy value will be split between the borrower and the intermediary (with the relative share going to each being determined by many factors).  As a result, an assumption of full or near-full subsidy pass-through to borrowers is absolutely not warranted.  And for subsidies to the two prominent newly-proposed types of eligible members, as described below, I view it unlikely that a significant share would go to lower borrower costs.

Two Prominent Membership Eligibility Expansion Cases.

There are two cases for membership expansion that have been well-publicized:  mREITS and IMBs.  With one narrow exception, my view is that such an expansion should not be recommended by the FHFA to Congress.

(1) Mortgage REITs.  Some mREITs about a decade ago got access to FHLBank subsidized advances by starting captive insurance company subsidiaries which then became FHLBank members, as insurance companies are eligible for membership as per the original 1932 Act.  This was later reversed by the FHFA as abusive of the role of the FHLBanks, a decision with which I agree: there is absolutely no legitimate public policy value in subsidizing what are in essence specialized hedge funds.  I also reject advocacy arguments that somehow the benefit of the subsidy would go wholly or almost wholly to borrowers - who are, after all, very far removed from mREIT activities.  (Note:  I am not aware of advocates for mREIT membership describing a mechanism to ensure that subsidies be passed-through to borrowers, nor do the mREITS have social obligations (e.g., CRA) to aid them in that function.)  More recently, the pandemic - at its very beginning - saw liquidity stresses on the mREITs, which is now sometimes cited as a reason for membership.  Even if it were possible to separate out the FHLBanks making stress-market advances vs. non-stressed market subsidized ones, I do not believe the mREITS should qualify for membership.  Put simply, their assets consist almost totally of marketable securities (which are mostly guaranteed by the government or the two large GSEs), and in our current financial system stresses in those markets are addressed by the Federal Reserve not through its discount window but through its open-market operations – which in early 2020 most assuredly materially benefitted the mREITS.[footnoteRef:43]   By comparison, the FHLBanks were originally designed to work with members relative to their loan-based assets. [43:  For the mREITS to become FHLB members, even if just able to receive stress-market funding at high interest rates, would make them first-among-equals versus other marketable securities investors, having in essence their own private discount window, available upon demand, versus others needing to depend upon the Federal Reserve deciding to provide such support only in carefully considered circumstances.  I do not see a good reason for such preferred treatment.  ] 


(2) Independent mortgage bankers.  IMBs play a very prominent role in originating mortgages, acting as a conduit to the four government agencies or other channels, as they have no material buy-and-hold capability.  They also are prominent in servicing mortgages.  Most recently, after the major pandemic forbearance program required the IMB-servicers to advance funds to MBS bondholders in large size, the IMBs have been advocating strongly for FHLBank membership in order to get access to stress-market funding.[footnoteRef:44]  There is possibly a good argument to be made for the IMBs to have access to such stress-market funding on typical discount window terms (which includes a high rate of interest), as they have (1) no access to the Federal Reserve’s discount window and (2) as they do not get directly aided by Federal Reserve open market operations as they do not have marketable securities to sell or pledge (as the mREITS do).  However, there is absolutely no good public policy argument for non-stress market advances to be subsidized – especially considering that IMBs do not have social obligations such as CRA, as do depositories[footnoteRef:45], to help ensure some of the benefit of the subsidy is passed through to borrowers.   Otherwise it is not obvious that much, if any, of the benefit will be passed through. Thus, unless and until the FHLBanks’ provision of stress liquidity can be separated out from the provision of subsidies, the IMBs should not be added as eligible members.  I note that the IMBs had record profits during the pandemic years, despite their obligation to make forbearance advances, which the GSEs and FHA ameliorated to a degree.  If such a specialized membership (i.e., access only to stress liquidity at high interest rates) becomes possible at the FHLBanks, as recommended above, then the IMBs might be appropriate candidates[footnoteRef:46] for such a limited membership so they do not benefit from taxpayer-provided subsidies.   [44:  The pandemic forbearance program led to the IMBs lobbying heavily for a line of credit at the Federal Reserve for the same reason.  This was not well-received, especially as the terms the IMBs specified (perhaps as a negotiating position) were way too one-sided (e.g., IMBs did not want to be subject to Federal Reserve supervision, did not want to take on any social obligations (such as CRA), wanted the borrowing rate to be low, etc.) As I see it, the push to become FHLBank members is another version of this effort.  ]  [45:  For example, servicing is so far removed from the lending process that it is reasonable to assume little if any of the subsidy on servicing-related advances would benefit borrowers]  [46:  There are other criteria for membership, especially in terms of financial strength, that the IMBs would also have to meet.  ] 




Concluding Comments

The public discussion of many issues in housing finance are, in my experience, dominated by advocacy viewpoints, which naturally reflect the interest of the advocates. The Comprehensive Review of the FHLBanks provides an opportunity for the FHFA, in its public report of the results, to clearly and directly state, without such an advocacy slant, some key truths about the FHLB system.   
(1) The implied guarantee does exist, is at the very heart of FHLBank economics, and is currently inextricably tied to the liquidity the FHLBanks provide to their members.  Thus, it is extremely important to ensure that any changes by the FHFA or Congress are not unduly exploitive of the taxpayer but have true public policy value worthy of a subsidy.  
(2) [bookmark: _GoBack]The mission of the FHLB system – including both financial stability are socio-economic subsidies - has expanded over the decades to where it is now too expansive, and absolutely allows inappropriate usage of the implied guarantee subsidy, especially with respect to larger FIs (especially commercial banks).  It needs a tighter definition, which I recommend be aimed at true smaller/community FIs by implementing size limits; I also recommend that today’s already-expanded list of eligible assets be left as is.[footnoteRef:47]  I would also leave the AHP in place, with the FHFA modeling whether it can be expanded past its current 10% funding level.   [47:  To the degree this focus on smaller/community institutions results in the FHLBanks making less profit, there will be a knock-on impact in reducing the funding for the AHP, which is now set at 10% of profits.  This can perhaps be offset by raising the percentage of profits that go to the AHP.  ] 

(3) It should be an objective for the FHFA, Treasury and Congress to work to separate out the subsidy provision role of the FHLB system from its stress-market liquidity role.  If these can indeed be split, there is an argument for allowing FHLBank advances, but only at the high interest rates appropriate for stress-market funding, to go to IMBs (possibly linked with traditional types of social obligations), in line with the “discount window” function of the original 1932 Act. 


Thank you.
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                      Donald H. Layton
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