Federal Housing Finance Board

Memorandum

June 13, 1991

TO Philip L. Conover _
Director, District Banks Directorate

Donal d Bisenius _ _
Deputy Director, Financial Analysis
District Banks Directorate

FROM Beth L. dino
General Counsel

SUBJECT:  Proposed Change In REFCorp Expense Variable for AHP
Cal cul ation Formul a

| SSUE:

In caIcuIatinﬂ Af f ordabl e Housi ng Program (AHP)
assessnents, nmay the AHP expense be deducted from earned
incone in determning each Federal Home Loan Bank's
(FHLBank's) net earnings for the purpose of calculating each
FHLBank' s proggrtionate share of the Resolution Funding
Corporation (REFCorp) contribution, which in turn will be
deducted from net income to determne the AHP contribution?

CONCLUSI ON:

In calculating AHP assessnments, AHP expense may be
deducted from earned income in determ ning each FHLBank's net
earnings for the purpose of calculating each FHLBank's
proportionate share of the REFCorp contribution, which in
turn will be deducted from net incone to determne the AHP
contri buti on.

DI SCUSSI ON:

1. | nt roducti on

The Federal Housing Finance Board (Finance Board) is
considering a change in the fornula for calculating each
FHLBank's share of the FHLBank System s annual contribution
to the AHP. AHP assessnents are based on a statutorily
prescribed formula which requires the FHLBanks to contribute
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the greater of a percentage of net earnings or a mninum
dol I ar anount. * or purposes of the AHP, the Federal Hone
Loan Bank Act, as amended, 12 U.S.C A 88 1421 to 1429 (\West
& Supp. 1990) (Bank Act), defines "net earnings" as q@rnings
after reduction for any paynepnt required for REFCorp® or the
Fi nancing Corporation (FICO."°

A nmenorandum i ssued by this office on January 31, 1990
opi ned that the AHP contribution formula should be "...five
percent of a mathematical construct of net income mnus a
proportionate share of the $300 mllion annual contribution
to FICOREFCO" Gen. Couns. Mem Fed. Hous, Fin. Bd
(Jan. 31, 1990).

L Section 10(j)(5) of the Federal Home Loan Bank Act
prescribes that AHP assessnents are to be nmade as foll ows:

Each Bank shall annually contribute the percentage of
its annual net earnings prescribed in the follow ng
subpar agraphs to support subsidized advances through
the Affordable Housing Program

(A) In 1990, 1991, 1992, and 1993, 5 percent of
t he precedin% year's net incone, or such prorated
suns as may be required to assure that the
aggregate contribution of all the Banks shall not
be | ess than $50, 000,000 for each such year.

(B) In 1994, 6 percent of the preceding year's
net income, or such prorated sumas may be required
to assure that the aggregate contribution of the
Banks shall not be |ess than $75, 000,000 for such
ear.

Y (O In 1995, and subsequent years, 10 percent of
t he precedin% year's net income, or such prorated
suns as may be required to assure that the
aggregate contribution of the Banks shall not be

| ess than $I 00, 000, 0000 for each such year.

12U. S. C. A §1430(j)(5) (West Supp. 1990).

2. Section 10(j)(8? of the Bank Act provides: "The net earnings
of any [FHLBank] shall be determned for purposes of [AHP
contrlbutionii--
(A) after reduction for any paynment required under section 144la
or 1441b of this title, and _

(B) before declaring any dividend... .' 12 U S.C A 8 1430(j)(8).

3. See 12 U.S.C.A § 1441 (West Supp. 1990). Because the

di stinction between REFCorp and FICO obligations is not germane
to the instant question, FICO is not discussed. For purposes
of this menorandum references to REFCorp expense subsune the
FHLBanks' obligation for FICO
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Don Bisenius and other staff of the Financial Analysis
Division, District Banks Directorate (DRD), have been in
di scussions with Diane Boyle, Secretary/Treasurer of the
REFCorp, regarding a proposed change in the calculation for
FHLBank contributions to the AHP. The proposed change woul d
calcul ate net earnings after REFCorp assessments (and net
earnings after AHP contributions) by sinultaneously
calcul ating AHP expense and the REFCorp assessment, then
deducting the results fromincome before either AHP
contributions or REFCorp assessnents are determned. This is
significantly different from the "mathematical construct" of
net earnings in the January 1990 nenorandum

Thi s opinion distinguishes the proposed "actual
contributions" formula fromthe "mathematical construct"”
formula approved in the January 31, 1990 menorandum by
differentiating between the interest and defeasance phases of
REFCorp funding. In addition, this opinion addresses why the
proposed AHP contribution forrmula also is consistent wth
| aw.

2. The REFCorp Expense Variable: Defeasance

Since REFCorp expense is deducted from income before
determ ning each FHLBank's AHP assessnent, we nust understand
the REFCorp expense in order to understand its relation to
AHP costs.

The FHLBanks were required to contribute their aggregate
accunul ated reserves and undivided profits as of Decenpber 31
1988 of approximately $2.1 billion to pay initial costs of
the Resolution Trust Corporation and to begin capitalizing
REFCorp. This was acconplished by purchasing REFCorp stock.
See 12 U.S.C A 8§ 1441b e)&B)(A). The FHLBanks al so were
required to contribute $300 mllion per year to REFCorp. See
12 U S.C A § 1441b(e)(3)(B) and (C. Except for $1.2
billion used directly for resolutions, the FHLBank
contributions to REFCorp were for defeasance of the $30
?ilhign principal obligation, until the defeasance was fully

unded.

Until the defeasance on the REFCorp obligation was fully
funded, each FHLBank's proportionate share of the System
contributions to REFCorp was specified by statute. See
12 U.S.C.A § 1441(e)(4) and (5). For the first $1 billion
I n def easance ?aynents to REFCorp, section 21B(e)(4) of the-
Bank Act specifies a table of percentages for each FHLBank's
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share. * Section 21B(e)(5) provides that the renminder of the
def easance be paid according to a fornula based on the
proportion of total SAIF assets held in the aggregate by the
menbers of each FHLBank, 12 U S.C A § 1441b(c§(5§, subj ect
to a maxinum investnent amount limtation (MAL) for each
FHLBank. 12 U.S.C. A § 1441b(e)(6).

3. January 31, 1990 Ceneral Counsel's Menorandum

In 1989, the FHLBanks were required to nake their $300
mllion annual contribution and to contribute their
accurmul ated retained earnings of approximately $2.1 billion
to defease the REFCorp bond issuance. The Ceneral Counse
was asked: 1) Wiether AHP contributions could be deducted
fromincome to determne net earnings for the AHP
cal culation, and 2) whether the FHLBanks should be given
deductions from their income for the purpose of calculating
AHP for REFCorp defeasance contributions made on behal f of
ot her FHLBanks that were precluded by the statutory fornula
from contributing their full proportionate share of the
REFCor p def easance assessnent when due.

A nenorandum to the FHLBank presidents of January 31,
1990 interpreted the statute to permt the FHLBanks to deduct
fromincome in determning the proper AHP contribution
assessnent: "... five percent of a mathematical construct of
net income ninus a proportionate share of the $300 mllion
annual contribution to FICO REFCO." Gen. Couns. Mem Fed
Hous. Fin. Bd. (Jan. 31, 1990). The January 31, 1990
menor andum al so took the position that the FHLBanks shoul d
not deduct the one-time $2.1 billion REFCorp contribution
from their annual income for purposes of the AHP assessment.

_ The nenorandum of January 31, 1990 gave a reasonable
interpretation of the Bank Act. The rationale was that,
since the $2.1 billion in retained earnings had accunul ated
over several years, it was not appropriate to treat this
one-tine expense as a deduction from 1989 earnings. There is
no explicit indication in the Bank Act or the legislative
history that Congress intended for the REFCorp deduction

rior to the calculation of AHP, to apply to the initial $2.1
illion contribution. Further, there is no indication that
Congress intended the FHLBanks to make only the nininum $50

4. 12 U.S.C A § 1441b(e)(4). The table of percentages had
originally been provided in the Conpetitive Equality Banking

Act of 1987, Pub. L. No. 100-86, 101 Stat. 552, 588 (Aug. 10,
1987) .

~—



Philip L. Conover
Donal d Bi seni us
June 13, 1991
Page 5

mllion contribution to AHP in 1990 -- which woul d have been
the result if the $2.1 billion contribution had been deducted
from the FHLBank Systenmis high 1989 earnings. The spirit of
the Financial Institutions Reform Recovery, and Enforcenent
Act's (Firrea’s) AHP contri bution cal cul ati on was cl ear, even
t hough the |anguage was capable of nore than one _
interpretation: i.e., in years of high FHLBank earnings,
such as 1989, the FHLBanks were expected to make
contributions to AHP based on a percentage of those high
earnings. See Sutherland, Statutes and Statutory
Construction 854.03 (4th ed. 1984).

Second, REFCorp contributions nmade on behal f of other
FHLBanks were nerely inter-FHLBank | oans to be repaid. The
"mat hematical construct” enployed in 1990 was designed to
reflect each FHLBank's actual proportionate share of the
a?gregate annual $300 nmillion REFCorp payment -- regardless
of any inter-FHLBank |loan required to nmeet the paynent.

Third, during funding of the REFCorp defeasance, each
FHLBank's share of the REFCorp assessment was predeterm ned
by the Bank Act, though the anount actually paid depended on
t%e MAL. Each FHLBank's AHP cal cul ation was nade after
determ ning each FHLBank's ﬁroportionate share of the REFCorp
expense.  Since each FHLBank's share of the REFCorp expense
was fixed by statute, that fixed REFCorp contribution coul d
be deducted from income to determne net earnings for
purposes of the AHP calculation. The mathematicCal construct
was wor kabl e when each FHLBank's' share of the REFCorp
expense was a statutorilg/ defined anount not tied directly to
income. Now that the REFCorp contribution varies according
to income and outstanding SAIF advances, the mathematica
construct is no |onger workable.

4. The REFCorp Expense Variable: [Interest

Now t hat the REFCorp defeasance is fully funded, al
FHLBank contributions to REFCorp pay for the interest on
REFCOrE's obligations. ®* Thus, in contrast to 1990, the
FHLBank assessnents in 1991 are paying REFCorp interest costs
rather than principal costs. This fact pronpts the REFCorp
directorate's inquiry as to whether the statute can be
interpreted to replace the "mathematical construct™ in the
1990 opinion with a nore precise nmeasure of each FHLBank's
proportionate share of the REFCorp expense.

5. The FHLBanks' responsibility to fund the interest on the
REFCorp debt is described at 12 U S.C A § 1441b(f)(2)(C
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Unl i ke the defeasance paynents, the REFCorp interest
payments are based primarily on a percentage of net earnings
and secondarily on advances to SAlF nenbers. Each FHLBank"s
REFCorp contribution is based on net earninﬂs up to twenty
percent. If that is insufficient to neet the annual $300
mllion requirement, then the remaining assessments are based

on each FHLBank's percentage of total SAIF advances. °

The fornmula for contributions by each FHLBank when
current earnings are insufficient to meet REFCorp obligations
has changed as well. Wen a FHLBank reached its MAL, it was
not permtted to pay its share of the defeasance when due. A
FHLBank that had been assessed up to its MAL becane
"deficient" 7 and had to "borrow' fromthe other FHLBanks to
pay its predeterm ned share of the defeasance. In contrast
t hose FHLBanks with higher earnings (and higher percentages
of SAIF advances) will have to pay a greater proportion of
the REFCorp interest obligation. ~There is no statutory MAL
for the REFCorp interest obligation

5. Proposed New Cal cul ation Fornul a

The primary operational effect -- that is relevant to
this opinion -- of REFCorp assessments becomng linked to
incone is that REFCorp and AHP expense now becone
interdependent. In addition to the requirement that each
FHLBank deduct its REFCorp assessment fromincone to
determ ne net earnings for purposes of its AHP assessnent, °
since AHP also is an expense, each FHLBank shoul d deduct its
AHP assessnent from incone to determ ne net earnings for
pur poses of its REFCorp assessnent. °

6. Id. If 20 percent of the FHLBanks' earnings is
insufficient to nmeet the FHLBanks' required contribution, the
excess will be allocated according to each FHLBank's proportion
of outstanding advances to SAIF nenbers during the prior year.

1. 12 U S.C A § 1441b(e)(6).
8 See supra note 2.

9. Wil e we need not opine as to the specific calculation

met hodol ogy, we-observe that the interdependence of REFCorp
assessnents and AHP assessnents causes operational difficulties
because the proper assessnents cannot be determ ned for one
until the assessnent anounts for the other are known. In order
to address this mathematical problem DBD and REFCorp staff
have discussed iteration approaches as well as sinultaneous
equati ons.
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A second effect of REFCorp assessments becom ng |inked
to income is that there is no longer a need to enploy the
"mat hematical construct" referred to in the January 31, 1990
menmorandum  The currently proposed cal cul ati on would
substitute the actual REFCorp expense of each FHLBank for the
mat hemat i cal construct previously enployed.

DBD and the REFCorp directorate propose that a given
FHLBank's proportionate share of the REFCorp and AHP expense
be defined as follows:

AHP REFCO
Net incone before
AHP and REFCorp $XXX, XXX $XXX, XXX
Less REFCorp assessnent (XX, XXX)
Less AHP assessnent (XX, XXX)
I ncone base for applying
assessment rate XXX, XXX XXX, XXX
AHP assessment rate (1991) 5%
REFCorp assessnent rate 20%
XX, XXX XX, XXX
Al l ocation of AHP or
REFCorp "shortfall" X, XXX X, XXX
Total assessnent XX, XXX S, XXX

Section 10£LE(SL of the Bank Act provides that net
earnings of a FHLBank shall be determned for the purposes of
AHP assessments after deducting any paynent required for
REFCorp. * In accordance with that statutory requirement, the
proposed cal cul ati on would determ ne AHP assessments after
reducin? earnings by the anount of REFCorp paynments. The
only difference between the "nmathematical construct” AHP
calculation fornmula and the proposed AHP cal culation formula
I's the nmeasure of earnings that is to be used in calculating
each FHLBank's REFCorp paynent. Rather than the earnings
bei ng neasured by "five percent of a mathematical construct
of net income mnus a proportionate share of the $300 mllion
annual &REFCOrp] contribution,” the earnings now wll be
gegsured only after AHP contribution expenses have been

educt ed.

10. See supra note 2.
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The new AHP formula is at least as consistent with the
statute as the prior fornula because the new fornula
represents the FHLBanks' actual contributions. Just as the
January 1990 menorandum took into consideration the
| egislative intent to adequately fund the AHP and divide the
REFCorp burdens fairly, those same considerations support
this interpretation which results in a nore exact calculation
than the "mathematical construct” fornmula. See Sutherland

supra at § 49.01

OE o

Beth L. Climo
General Counsel

—.



