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Federal Housing Finance Board

Memorandum

July 11, 1991

TO J. Stephen Britt
Executive Director

FROM Beth L. dino
General Counsel

SUBJECT: Availability of Ofset to Federal Home Loan Bank on
Cancellation of Departing Menber's Capital Stock

You have asked for an opinion on an offset procedure recently
i naugurated by one of the Federal Hone Loan Banks ("FHLBanks") to
be avail able when any of its menbers withdraw from the FHLBank
System  The FHLBank procedure offsets the par value of the
departing nmenber's capital stock in the FHLBank agai nst the val ue
of the departing nenber's outstanding advances owed to the
FHLBank. The FHLBank cites Federal Home Loan Bank Act ("Bank

Act") subsection 6(b)(3)as permtting such offset upon departure
of a nenber

ISSUES:
A) Wiether the Bank Act permts FHLBanks to offset the
val ue of a departing menber's FHLBank stock agai nst
the advances owed by the nember?

B) If the Bank Act permts such a procedure, under
what circunstances may it be used?

CONCLUSIONS:

A) Wiile Bank Act section 6 has an explicit offset
provision, the authority in that provision is not
avai |l abl e when a nenber wthdraws from a FHLBank.
Bank Act section 12(a), however, may provide for an
implied right of equitable offset as a genera
power of the FHLBanks.

B) A FHLBank may use equitable offset only when the
par value of a departing nenber's FHLBank stock
equal s or exceeds the total amount of its _
out st andi ng advances owed the FHLBank. Qtherw se
a FHLBank's use of offset would violate Bank Act
sections 6 and 10. O fset is inappropriate when
the Federal Housing Finance Board determnes that a
FHLBank's capital is inpaired at the tine the
menber |eaves, or when the FHLBank has a negative
net worth.



DISCUSSION:
1) | NTRODUCTI ON

(One of the FHLBanks proposes to apply the nDney (debt) that
woul d be owed to a departing nenber upon the cancellation of its
capital stock in a FHLBank, agai nst the outstanding advances that

the nenber still owes the FHLBank. The means by which this is
done is called "offset." If two parties both owe a debt to each

other, one of them can cancel the debt owed to the other partY
with the debt owed it. BLACK S LAWDICT. 1237 & 1538 (rev. 4th

ed. 1968).

The right of offset can be granted by statute, but it is also

recogni zed as a general equitable right. ~In this case, the
FHLBank proposes to utilize a specific statutory provision in Bank
Act section 6 that expressly pernits offset. If that provision is

determ ned not to be apﬁlicab e to a departing menber, then it
must be determ ned whether an inplied right of equitable offset
exi sts under Bank Act subsection 12(a).

1) BANK ACT SECTION 6

A) Section 6 permts offset only when reduci ng oversubscri bed
st ock

The method by which the FHLBanks may retire or cancel stock
held by a menber is prescribed by Bank Act section 6. Section 6
contains two separate procedures for stock cancellation -- each
for one of two different situations. They are:

- when an ongoi ng nenber (an institution that wll
continue to be a nenber after it cancels stock) has
oversubscribed to stock in a FHLBank and wi shes to
reduce its FHLBank stock hol di ngs;

- when a nenber departs the FHLBank System and, thus, nust
cancel its entire stock in aFHLBank.

Subsection 6(b) governs the first situation. The other one
Is addressed by subsection 6(e).

Only subsection 6(b) mentions offset. Subsection 6(b) is
codified as three separate paragraphs. Subsection 6(b)(l) sets
m ni mum st ock subscription requirenments for FHLBank nenbership,
and permts a FHLBank, on request, to retire stock in excess of
the subscription requirements. 12 U S.C A § 1426(b)(l) (Vest
supp. 1990). Subsection 6(b)(3), allows an offset by a FHLBank if
a nmenber opts to retire excess stock under subsection 6(b)(l). It
states:



Except as provided in subsection (e*[sic) of this
section, upon retirenent of stock of any menber the
shal | pay such nenber for the stock retired an amoun
equal to the par value of such stock,- or, at the

el ection of the bank, the whole or_any part of the
paynent which woul d ot herwi se be so made shall be
credi ted upon the indebtedness of the nenber to the
bank. In either such event, stock equal in par value to
the amount of the payment or credit, or both, as the
case may be, shall be cancel ed.

1d. at § 1426(b)(3) (enphasis added).

B) Subsection 6(e) does not authorize offset when a FHLBank

cancel s stock of a departing FHLBank nenber

Subsection 6(e), as anmended, addresses the termnation of
FHLBank nmenbership. That subsection |acks an offset provision
The second and fourth sentences of subsection 6(e) specifical
deal with the cancellation of a departing nenmber’s entire stoc
subscription. They state the follow ng nethod for canceling
FHLBank st ock:

If any menber’s nenbership in a [FHLBank) is term nated,
t he indebtedness of such nenber to the [FHLBank] shall
be liquidated in an orderly manner (as determned by the
( FHLBank] ), and upon conpletion of such liquidation, the
capital stock . . . owned by such nmenmber shall Dbe
surrendered and canceled. Any such Tiquidation shall be
deemed a prepaynent of such indebtedness, and shall be
subject to any penalties or other fees applicable to

such prepaynent. Upon the |iquidation of such

i ndebt edness such nmenber _shall be entitled to the return
of its colTateral, and, upon surrender and cancellation
of such capital stock, the menber shall receive a sum
equal to 1ts cash paid subscriptions for the capital
stock surrendered, except that If at any tinme the
!Flnance Board] finds that the paid-in capital of a

FHLBank) is or is likely to be inpaired as aresult of
osses in or depreciation of the assets held, the
FHLBank shall on the order of the [Finance Board)

1. The text of subsection 6(b)(3) refers to “subsection (i) of
this section. ” The Financial Institutions Reform Recovery and

Enforcement Act of 1989 anended the Bank Act to re-designate
subsection 6(i) as 6(e). 103 Stat. 416 (1989). The farlure to

amend the above reference appears to have been an oversight.



wi thhol d fromthe anount to be paid in retirement of the
stock a pro rata share of the anount of such inpairnent
as determned by the [Finance Board].

1d. at § 1426(e) (enphasis added).

Since the offset provision in section 6 is not part of the
procedures for FHLBank stock cancellation on term nating FHLBank
menbership, the issue becomes whether that fact prevents use of
t he subsection 6(b) offset procedure when cancel i ng stock of a
departing nmenber. ~Wile subsections 6(b) and 6(e) speak to
dinerent situations, they are codified in the same Bank Act
section. That may permt using subsection 6(b)(3) offset for a
subsection 6(e) stock cancellation. The question hinges on
whet her Congress intended to restrict subsection 6(b)(3) or
intended it as a procedure for all of section 6.

[11) CONGRESSI ONAL | NTENT W TH RESPECT TO SECTION 6
A) The ternms of subsection 6(b)(3) do not authorjze the

application OT 1TS OTTsel provision when cancellng st ock
on termnation of FHLBank nenbership

Wet her Congress intended to allow use of the subsection
6(b) offset ﬁroylsion mhen_cancelin% stock of a departing nenber,
depends on the interpretation of subsection 6(b)(3). The starting
point of statutory interpretation is the plain nmeaning of the
terms of subsection 6(b)(3). CPSC v. GTE Sylvania, 447 U.S. 102,

108 (1980).
1) Plain Meaning of Terns

_ Subsection 6(b)(3) begins with the phrase "Except as provided
in subsection (e) [sic) of this section" 12U S . C A at _
§ 1426(b)(3) (enphasis added). Use of "except" In a statute in
this context means: not including; excluding. State v. Young, 519
A 2d 587, 588 (R . _1987); State v. Atencio, 513 P.2d 1266, 1268
(N.-M App. 1973). The above phrase Is a "proviso"” to subsection
6(b)(3). Cenerally, the purpose of a proviso is to take a
speci fied case out of the operation of the terns of the section
containing the proviso. See 2A SUTHERLAND, STAT. CONST. § 47.08
éSands 4th ed.)(1984 rev.)citing: MbDonald v. US., 279 US 12
0-21 (1929).

2. Statutes may contain "provisos" or "exceptions": both are
anal yzed in the same scope and manner. Strictly speaking, an
exception is usually separate fromthe section affected while a
proviso is part of the section affected. 2A SUTHERLAND, STAT.
CONST. § 47.11 (Sands 4th ed.) (1984 rev.).
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~ The ternms of the proviso in subsection 6(b)(3) appear to
indicate that Congress did not intend to authorize the offset
therein to apply to cancellation of a nenber’s entire capital

stock hol dings upon termination of menbership. |f so, subsection
6(2%(3) does not permt an offset of the value of a de artin%
menber’s stock against the advances still owed to the FHLBank on

termnation of menbership:

2) Legislative Hstory

Al though the plain neaning of the terns of subsection 6(b)(3)
seems to indicate that the offset provision is not to be used when
a FHLBank retires a departing nember’s capital stock, its
| egislative history also has been reviewed. Nei t her the
commttee report for Bank Act section 6 as originally enacted, nor
the one for its subsequent anendnent (when subsection 6(b)(3)
became a subparagraph), discuss the scope of the offset provision
See H R Rep. No. 1418, 72d Cong., 1st Sess. (1932); see also
S .Rep. No. 778, 87th Cong., 1st Sess. (1961).

However, the |egislative background of section 6 is

instructive. As originally enacted, its subsection 6(b) contained
the same offset procedure currently in effect, but the subsection
was not organi zed as separate subparagraphs. Instead, it was a

single, multi-sentenced paragraph (in the current style of
subsection 6(e)). The conposition of subsection 6(b), as one
paragraph, made it clear that its offset procedure was limted to
the retiring of excess stock of ongoing nenbers.

Subsection 6(b) was later divided into separate paragraphs
because of changes regardi ng the m ni mum stock requirenments for
nenber s. At that time, the offset provision was codified as a
separate subparagraph. See 75 Stat. 480, 482-83 (1961). That, in
and of itself, does not expand the scope of the offset provision
Cutting up an existing statutory provision into separate
par agr aphs does not, by itself, alter its scope. Fourco Gass Co.
V. Transm ssion Prod. Corp., 353 U S 222, 227 (1957). Further,
the proviso phrase was added to Bank Act subsection 6(b)(%% at the
time it was reorganized into three separate paragraphs. ee 75
Stat. at 482. A proviso not enacted with the original -
| egislation, but added |ater, nust be given effect. Cal. v.

Desert Water, QI & Irrigation Co., 243 U S. 415, 420 (1917).

3. Legislative history is a proper neans to discern |egislative
intent where the Plain meaning of a statute’s terns mght be
susceptible to different neanings. Burlington N. RR Co. v.

kla. Tax Comm , 481 U S. 454, 461 (1987). \Wile such history may
consist of conmttee reports, debates or other |egislative
materials, the research in this case was limted to the conmttee
reports on Bank Act section 6 and anendnents thereto.




Thus, the mninal amount of l|egislative history that exists
for the subsection 6(b)(3) offset procedure seens to support the
position that its use is limted to subsection 6(b) activities.

V) BANK ACT AUTHORITY FOR EQU TABLE R GHT OF OFFSET

A) Bank Act section 12 inplies the power of a FHLBank to use
equitable offset as one of the custonary incidental powers
that a corporafion enjoys

Subsection 12(a) of the Bank Act grants the FHLBanks the
i ncidental powers customary and usual to corporations, generdlgh
if they are not inconsistent with other Bank Act provisions. ee
12 U S.C A 8 1432(a) (West Supp. 1998). Corporations generally
enjoy the right of equitable offset. Courts have recognized that
if a corporation is at the sane tine both a debtor and a creditor

to a part% on nmutual debts, it may offset its debt to the party
agai nst the debt owed. See generally 80 C J.S. Set-off &

Counterclaim8 9 (1953 ed.). " Accordingly, under subsection
12§a), The FHLBanks would seem to enjoy the equitable right of

of fset, notw thstanding the fact that Bank Act section 6 does not
so authori ze.

As a general grant of power under Bank Act subsection 12(a),
it is subordinate to express specific requirenents or prohibitions
el sewhere in the Bank Act. C-Laundry v. U S., 450 US 1, 6
(1981). In other words, a FHLBank™s right to use offset as an
incidental power pursuant to subsection 12(a) is subordinate to
the requirements for stock cancellation in Bank Act subsection
6(e) and the collateral requirenents concerning capital stock in
subsection 10(c).

B) Bank Act subsection 6(e) requires that a departing nenber's
entire 1 ndebtedness be refired ai or before cancelTafion
of tThe menber”s stock

Subsection 6(e), governing stock cancellation when a nenber
| eaves the FHLBank System conditions the cancellation "upon the
conpletion of ..." the liquidation of the departing nmenber™s
indebtedness to the FHLBank. 12 U S.C A at § 1426(e) (enphasis
added). "Conpl etion" means the state of bein%_conplete. See
WEBSTER S NI NTH NEW COLL. DI CT. 269 (1985). he use of the term
"upon,” in subsection 6(e) suggests that it neans "follow ng" or
"at the tine of," depending on its context. Para v. Para, 336
S.E 2d 157, 161 (Va. App. 1985); Turner v. Koscot Tnter-planetary,

Inc., 191 NW2d 624, 631 (lowa 1971).

4, Courts also have recognized this offset right for the federa
governnent. U.S. v. Isthman Steamship Co., 359 U S 314, 318
(1958). The FHCBanks are federal instrunmentalities.




"Upon the conpletion" means that paynent to a FHLBank of the

bal ance due on all outstanding advances by a departing menber

ei ther precedes cancellation of the stock and paynent of par value
to the former nenber, or is simltaneous thereto. An offset
contenplates a mutual reduction of debts owed by two parties each
as creditor and debtor. See 80 C.J.S. Set-off & Counterclaim § 48
at 74 (1953 ea.); cf. Studley v. Boyleston Nat. Bank, 229 U S.

525, 528-29 (1913). Thus, 1n order for the equitable right of
offset inplied in subsection 12(a) not to be inconsistent with the
provi sions of subsection 6(e), subsection 6(e) nust be interpreted
to permt stock cancellation sinultaneous with the |iquidation of
the menber's indebtedness. W believe subsection 6(e) could be so
Lnferpreted to pernit offset, subject to the conditions discussed
el ow

C) Bank Act subsection 10(c) requires a FH.Bank to hold a
collateral [1en upon a nenber's capital stock as |[ong as
the nmenber 1s 1 ndebted to the FHLBank

~ Bank Act subsection 10(c) mandates that a FHLBank “shall have
a lien upon and shall hold the stock of [each nenber borrower] as

further collateral security for all indebtedness of the nenber to
the [FHLBank]." 12 U S.C. A § 1430(d) (West Supp. 1990&. I n
statutes, "shall" is command | anguage. Andersen v. Yungkau, 329

U S. 482, 485 (1946). Accordingly, FHLBanks nust hold the capital
stock of borrow ng menbers as back-up collateral as |ong as an
advance is outstanding.

When a menber | eaves a FHLBank, the FHLBank cannot offset the
value of the departing menmber's capital stock if, subsequent to
the offset, the former nmenber is still indebted on an outstanding
advance. The result is not permtted by subsection 10(c) because
the FHLBank no |onger has a lien on the fornmer nmenber's stock as
additional security for the continued indebtedness.

V) EQUI TABLE OFFSET CAN BE HARMONI ZED WTH BANK ACT SUBSECTI ONS
6(e) AND 10(C)

The requirenents of subsections 6?e) and 10(c) woul d seem not
to entirely prevent use of equitable offset on retiring the
capital stock of an outgoing menber, but they do restrict its use.
The FHLBanks' general powers under Bank Act subsection 12(a)

cannot be interpreted in a manner that effectively renders another
Bank Act section (i.e., subsections 6(e) or 10(c)) inoperative.
South Carolina v. Catawba Indian Tribes, 476 U S. 498, 510 (1986).
These various powers and requirenents nmust be read in harnony with
each other. See Stafford v. Briggs, 444 U S. 527, 535 (1980). W
bel i eve they can be harnoni zed.




A) Ofset may be used when the par value of the capital stock
equal s or exceeds the total indebtedness of the departing
menber to the FHLBank

The practical effect of these various provisions is that a
FHLBank nmay offset the par value of a departing menber’'s entire.
capital stock against the balance due on such Tmenber’s outstanding
advances only when the bal ance due on the advances is (i) equal to
or (ii) less than, the par value of such member’s entire capital
st ock. In those cases, the FHLBank does not contravene subsection
10(c) because after the entire balance due on the advances is paid
off, the FHLBank needs no further lien on the capital stock. It
also is arguable that subsection 6(e) is not violated since the
term “upon” used therein may nean “at’ the time of .” Para v. Para

(supra).

In the event the indebtedness of a departing menber to a
FHLBank exceeds the par value of its capital stock, the FHLBank
woul d seemto be required to effect an orderly payment of the
bal ance on the outstanding advances until the indebtedness equals
oplLs tfss than the stock’s par value, before offset can be
utilized.

B) Equitable offset is not available if the Finance Board
determnes that the capital of the FHLBank is, or is about
to becone, I|npalred

Subsection 6(e) of the Bank Act permits the Finance Board to
order a FHLBank to wi thhold part of the value of a departing
menber’s capital stock holdings if the Finance Board determ nes
that the FHLBank's capital assets have been impaired. 12 U S.C A
at § 1426(e). Any procedure for allowing an equitable offset of
the departing menper’s stock should keep in mnd capita
| npai r ment

O Equitable offset is not available if the FHLBank has a
negative net worth at the tine the nenper departs the
FHLBank System

The procedure envisioned for equitable offset woul d have the
FHLBank cancel and retire the stock and treat its par value as a
debt owed to the departin% nmenber. This is necessary in order to
offset the par value of the canceled, retired stock against the
out st andi ng i ndebt edness of the menber to the FHLBank -- as of fset
i nvol ves the reduction of mutual debts.

The capital stock, as a certificate, represents an equity
interest in the FHLBank, rather than a debt i|nstrument. ee
J. DOMNES, J.E. GOCDMAN, DICT. OF FIN. & INVSTMNT TERMS (BARRON S)
90, 115 (1985). It is fundanental to corporate |aw that debt
instruments have priority over equity shares to the assets of a
corporation. The conversion of the stock interest into debt



raises an issue as to whether it is proper to convert the
departing shareholder’s stake in the FHLBank to that of a debt

hol der .

This issue is resolved by the facts nore than the law |If
the FHLBank has a positive net worth both before the nenber
departs and following the departure and offset, then the offset
makes no difference to other debt holders. In such case, the
FHLBank has anple funds to pay the other debt holders after the
offset. However, the opposite is true if the FHLBank is insolvent
or has a negative or near negative net worth. In such case, the
of fset procedure would seemto permt the equity interest holders
access to the depleted assets ahead of bona fide debt hol ders?

CONCLUSI ON:

The Bank Act enables the FHLBanks to offset nutual debts with
a menber in one of two ways: for the limted purposes of Bank Act
subsection 6(b) and as an inplied power incident to their status
as a corporation. The explicit offset procedure contained in
subsection 6(b) is not available for the purpose of canceling the
i ndebt edness of a departing nenber against the par value of the
menber’s capital stock. However , as an inplied incidental power,
equi tabl e offset would seem to be available for that purpose under
certain conditions or circunstances. A FHLBank may offset the
val ue of a departing nmenber’s FHLBank stock agai nst any
i ndebt edness owed to the FHLBank when (1) the FHLBank will have a
positive net worth both before and after the offset, (2) the
Fi nance Board has not determined that the capital of the FHLBank
has become -- or is likely to becone -- inpaired, and (3) the par
val ue of the departing menber’s FHLBank capital stock equals or
exceeds the total of Its indebtedness to the FHLBank

Ok L Ul

Beth L. di1no
General Counsel

5. Corporations will at tines issue bonds that are convertible to
equity shares in the corporation, but not the other wayaround.
3. DOMNES, J.E. GOCDVAN (supra) at 78.



