FHLBBoston

May 22, 2009

BY FEDERAL EXPRESS AND EMAIL

Alfred M. Pollard, General Counsel and

Christopher T. Curtis, Senior Deputy General Counsel
Federal Housing Finance Agency

Fourth Floor

1700 G Street, N.-W.

Washington, DC 20552

Attention: Comments/RIN 2590-AA21

RE: Capital Classifications and Critical Capital Levels for the Federal Home
Loan Banks

Gentlemen:

On January 30, 2009, the Federal Housing Finance Agency (FHFA) issued an interim
final rule (the Rule) with respect to capital classifications and critical capital levels for the
Federal Home Loan Banks (FHLBanks). This letter sets forth the comments of the
Federal Home Loan Bank of Boston (the Bank) with respect to the Rule. We thank you
for the opportunity to be heard on this important matter.

The Rule established new capital classification and prompt corrective action regulations
set forth in 12 C.F.R. Part 1229 (the Regulations). In the preamble to the Rule, FHFA
also discussed the possibility that the agency might issue additional regulations relating to
a potential fifth “well capitalized” capital classification, and solicited specific comment
on both that possibility and a series of related questions.

Following the structure of the Rule, this comment letter is divided into two parts. The
first sets forth comments on the Regulations as promulgated, while the second addresses
the potential “well capitalized” category and related issues.

I. The Regulations

We offer the following comments, suggestions, and requests for clarification in respect of
the Regulations:

= Exclude Advances from Section 1229.6(a)(4) Quarterly Asset Growth Cap.
Section 1229.6(a)(4) of the Regulations provides that an undercapitalized
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FHLBank may not permit its average total assets in any calendar quarter to
exceed its average total assets during the preceding quarter, unless certain
requirements are met. In light of both the safety of advance assets and their
generally self-capitalizing nature, we believe that this cap on quarterly asset
growth should not restrict growth in advance balances, as such growth generally
results in an improvement (not a worsening) of an FHLBank’s capital position.
This is true even if the ratio of tangible equity to such a bank’s total assets is not
then increasing at a rate sufficient to enable the bank to become adequately
capitalized within a reasonable time (as Section 1229.6(a)(4)(ii)(B) requires).
Furthermore, advances are the FHLBanks’ primary business and are central to the
fulfillment of the FHLBanks’ public purposes and their mission to provide
liquidity to their members.! We request that FHFA modify Section 1229.6(a)(4)
to exclude advance assets from the quarterly asset growth cap, or, in the
alternative, otherwise amend the cap requirement in a way that does not limit the
making of capital-enhancing advances.

. Increase Time Period for Submission of Capital Restoration Plan. Section
1229.11(b) of the Regulations requires an FHLBank to submit a proposed capital

restoration plan no later than 10 calendar days after receiving notice from the
Director of the FHFA. Depending on when the notice is received, the FHLBank
could have as few as 5 business days to formulate and submit the plan,’ and that is
likely not a long enough period of time to permit an FHLBank to create a truly
effective capital restoration plan. We ask that Section 1229.11(b) be amended to
extend this time period from 10 calendar days to 30 calendar days. Furthermore,
we believe that the FHLBanks should receive a longer period than the Enterprises
as a result of the different capital structures of the FHLBanks and the Enterprises.
To implement a capital restoration plan, the FHLBanks may need to amend their
capital plans or take other actions that would not be applicable to the Enterprises.

. Clarify Scope of Section 1229.6(a)(5) Prohibition on Acquisitions. Section
1229.6(a)(5) of the Regulations provides that an undercapitalized FHLBank may

not “acquire, directly or indirectly, any interest in any entity [emphasis added]”
unless certain requirements are met. Please clarify that this prohibition would not
prohibit an FHLBank from conducting ordinary course transactions, such as
making advances, acquiring member assets, providing AHP or CICA funding,
issuing standby letters of credit, or purchasing authorized investments.

'12 U.S.C. § 4513(f)(1)(B).

2 For example, if the FHLBank received the notice on Friday, May 15, 2009, the submission would be due no
later than Monday, May 25, 2009. However, since that latter date is a federal holiday, Friday, May 22 would be
the last business day prior to the deadline, effectively giving the FHLBank only 5 business days to develop and
propose the plan.
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. Modify Definition of “Executive Officer”. In order to provide both more clarity
as to which employees constitute “executive officers” and a more appropriate
scope to that definition, we ask that the definition of “executive officer” under
Section 1229.1 be amended to reflect the following three comments:

o clause (3)(i) of the definition should be modified to include only those
individuals in charge of a principal business unit, division or function who
have been notified in advance by FHFA that they constitute “executive
officers” for purposes of the Regulations (this is consistent with the treatment
of the Enterprises);

o clause (3)(ii) of the definition should be modified by changing “chief
operating officer” to “chief executive officer;” and

o clause (3)(ii) of the definition should provide a carve out for administrative
support staff reporting to the chairman of the board of directors, the vice
chairman of the board of directors, the president, or the chief executive
officer.

. Clarify Application of Executive Compensation Limits to Pre-existing Contracts.
Please clarify whether, in light of contractual and constitutional concerns,
employment agreements entered into prior to the effective date of the Rule are
subject to the restrictions set forth in Section 1229.8(e) and (f) of the Regulations.

II. Potential “Well Capitalized” Classification and Related Issues

We offer the following comments on the six specific questions posed by FHFA in the
preamble to the Rule:

1. Would a well-capitalized classification category provide incentives to the
Banks to hold more than the minimum amounts of capital and increase
retained earnings as a percentage of capital?

We believe that there are two possible categories of incentives that might be created from
attainment of higher relative capital and/or retained earnings levels: 1) administered
incentives that confer greater flexibility in operations or a wider range of business
opportunities that result from a more permissive regulatory framework for institutions
that achieve this status, and 2) market incentives that result from being able to conduct
business on more favorable terms as a result of a higher perceived credit quality. We do
not view the imposition of restrictions on FHLBanks that do not achieve ‘well-
capitalized’ status to be an incentive, but rather, an effective redefinition of regulatory
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capital requirements which should be taken up as a project separate from the current
interim final regulation.

A definition of well capitalized based on holding a higher level of total capital requires an
FHLBank to decrease its leverage thereby reducing its earnings assets and net income. A
definition of well capitalized that is based on increases in retained earnings as a
percentage of capital requires an FHLBank to pay less in dividends than it might
otherwise pay. In either case, FHLBanks are unlikely to seek such well capitalized status
unless offered clear administered incentives that enable it to offset the lost earnings from
decreased leverage or to forego the benefits of higher dividends. However, if attainment
of a well-capitalized status were to offer greater flexibility or a greater range of business
opportunities to those FHLBanks that achieve it than are currently authorized in existing
regulations, the FHLBanks would truly have an incentive to achieve a well-capitalized
designation.

Based on our experience in operating at a variety of capital-to-asset ratios and retained
earnings levels over time, we are doubtful that either higher capital levels or the
accumulation of more retained earnings will provide any market benefits for individual
FHLBanks in their dealings with capital market counterparties (e.g., swap counterparties
and fed funds counterparties). We believe these counterparties rely significantly on
external credit ratings and, in the case of interest rate swaps documented on ISDA forms,
on the collateral provided by counterparties.

However, we do believe that our shareholders, who collectively represent our biggest
business partner and who are more exposed than our other business partners due to their
loss position in our overall capital structure, expect the Bank to maintain sufficient
retained earnings to buffer them from potential losses while returning an adequate
dividend.

Examples of regulatory incentives that might sufficiently motivate FHLBanks to become
well capitalized are discussed below under question 4.

2. What criteria may be appropriate to define such a category?

As noted above, we believe the FHLBanks have sufficient total capital under the current
regulations to support their businesses. Therefore, we believe that any definition of well
capitalized should focus on the composition of capital. We suggest two possible
formulations to implement this approach. Under the first approach, a well capitalized
FHLBank would be any FHLBank that is adequately capitalized and has at least a
specified percentage (e.g., 10%) of its total regulatory capital in the form of retained
earnings. Such a requirement could be tailored to a FHLBank’s risk profile, such as by
tying it to a risk-based capital requirement. Under the second approach, well capitalized
would be defined as a capital ratio above the 4% total capital ratio (e.g., 4.5%) but with
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retained earnings computed in such calculation as a multiple (e.g., 2.0 times) of actual
retained earning. Under this second approach, an FHLBank with modest retained
earnings that did not wish to sharply accelerate its accumulation of retained earnings
could still meet the well capitalized standard simply by having a higher amount of capital
stock.

If retained earnings were used as an element of the definition of well capitalized, the Rule
should clarify that Other Comprehensive Income would not be added to or subtracted
from retained earnings for the purpose of determining well capitalized status.

3. Would a MVE/PVCS or a retained earnings target be appropriate in
defining a well-capitalized category, and if so, what should the targets be?

As discussed above, some element of retained earnings might be an appropriate
component of the definition of well capitalized. Any such element, however, should be
developed in the context of an incentive for an FHLBank to become well capitalized
rather than as effectively an additional requirement to be adequately capitalized.

While MVE/PVCS targets are conceptually appealing, they do not provide a sound basis
for defining ‘well capitalized’, in part because such measurements look to liquidation
values rather than going concern values. Moreover, recent market conditions show the
distortions that can result from using MVE as a measurement of capital adequacy.

4. What restrictions on adequately capitalized Banks may be appropriate to
create an incentive to Banks to achieve and maintain a well-capitalized
rating?

The HER Act established four capital classifications which do not include a well
capitalized category. Therefore, we do not think it is appropriate to use restrictions on an
adequately capitalized FHLBank as a lever to force or entice it to comply with a higher
capital standard not contemplated by the statute. Rather, implementation of a well
capitalized category should be driven by incentives that encourage and reward an
FHLBank for achieving that status.

The federal banking laws and regulations include several examples of circumstances
where well-capitalized depository institutions and their parent holding companies are
accorded benefits unavailable to depository institutions that are less than well-
capitalized. These benefits provide the depository institutions with an added incentive to
maintain their well-capitalized status. For example, under the Bank Holding Company
Act, a bank holding company whose depository institution subsidiaries are well-
capitalized and well-managed is allowed to become a financial holding company. A
financial holding company is permitted to engage in financial activities (i.e., securities
underwriting, insurance underwriting and merchant banking activities) that are
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impermissible for a traditional bank holding company. Furthermore, a financial holding
company is permitted to engage in certain enumerated activities by providing notice to
the Federal Reserve within 30 days of engaging in such activity. Bank holding companies
are generally required to obtain prior approval before engaging in these same types of
activities.

In the same vein, the Rule might offer regulatory incentives for an FHLBank to become
well capitalized. For example, a well capitalized FHLBank might receive expedited
consideration of a new business activity notice or a waiver of the requirement to file such
a notice with respect to specified activities that are new or modified for the well
capitalized FHLBank but that have previously been approved for other FHLBanks. We
note that the federal banking regulators typically provide well-capitalized depository
institutions with expedited processing for certain types of applications (i.e., acquisitions,
subsidiaries, new activities) and in certain circumstances may permit notice within a
certain number of days after undertaking a new activity. Under the Office of the
Comptroller of the Currency’s regulations, for example, a well-capitalized national bank
is permitted to acquire or establish an operating subsidiary (majority owned bank
subsidiary) and engage in certain activities without filing an application or notice.

5. Alternatively, should the FHFA adopt a MVE/PVCS and/or retained
earnings requirement as a separate risk-based capital rule that would be
applied to the Banks in addition to the current risk-based capital
requirement in 12 CFR 932.3, and incorporate this new requirement into the
criteria for defining either the adequately capitalized category or a new well-
capitalized category? Should MVE/PVCS or retained-earnings targets be
adopted other than as part of the risk-based capital structure?

As noted above, using MVE measures to establish any capital requirement is problematic.
These problems are illustrated by current events in which MVEs have been driven lower
by discounts in securities prices that do not reflect real interest rate risk and that overstate
credit risk.

We believe that retained earnings is a critical component of an FHLBank’s capital
structure, and that the required level of retained earnings should be based on the risk
profile of a FHLBank. However, any element of retained earnings that is used to define a
capital category or to provide an incentive to achieve well capitalized status should be
based on clearly articulated risk factors and how increased retained eamnings mitigate
those risk factors.

6. Are there any changes that should be made to the RBC framework?

For the reasons mentioned above regarding MVE, we believe the Finance Agency should
eliminate the incremental market risk capital requirement imposed by 12 C.F.R.
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§932.5(a)(ii) to the extent that an FHLBank’s MVE is less than 85% of its book value of
total capital. The lack of distinction drawn between credit, interest rate, and liquidity
components of market values in the current requirement, as evidenced in the current
environment, causes significant and unnecessary volatility in this requirement in the
context of the FHLBanks, which operated under a buy-and-hold business model. A
better alternative would be to separate the components of market value into those that are
attributable to interest rate changes and measured credit risks, so as not to introduce the
distortive effect of dysfunctional and illiquid markets.

We believe the FHF A should revisit the operations risk capital requirement which is an
amount equal to 30% of the sum of the FHLBank’s credit risk capital requirement and
market risk capital requirement. At a minimum, the operations risk capital requirement
should be decoupled from the component of the market risk requirement generated by the
MVE deficit (if that component is retained). The operations risk requirement should be
determined based on some measurement of actual risks arising from operational failures
rather than expressed as merely a function of credit and market risks. One potential
alternative would be an internal assessment process consistent with the approaches
developed under Basel II.

Thank you for your consideration of our comments.
Sincerely,

isvsn Pllos

M. Susan Elliott
Interim President and Chief Executive Officer



