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Federal Housing Finance Board

October 20,  1992

MEMORANDUM

TO: Beth L. Climo
General  Counsel

THROUGH : Renie Y. Grohl
Deputy General Counsel

FROM: C h a r l e s  S z l e n k e r

SUBJECT: Authority for Federal  Home Loan Banks to
c o l l a t e r a l  P u r s u a n t  t o  I n t e r e s t  R a t e  S w a p

Pledge

ISSUE:

Does the Federal  Home Loan Bank Act (“Bank Act"),  or a
Federa l  Hous ing  Finance  Board  (“Finance  Board”)  regula t ion  or
p o l i c y , authorize the Federal  Home Loan Banks ("FHLBanks") to
p l e d g e  a n d  d e l i v e r  c o l l a t e r a l  t o  a  c o u n t e r p a r t y  t o  s e c u r e  a n
o b l i g a t i o n  u n d e r  a n  i n t e r e s t  r a t e  s w a p ?

CONCLUSION:

There  i s  impl ied  au thor i ty  in  the  Bank Act ,  for  a  FHLBank to
p l e d g e  a n d  d e l i v e r  c o l l a t e r a l  t o  a  c o u n t e r p a r t y  u n d e r  a n  i n t e r e s t
ra te  swap ar rangement , a s  i n c i d e n t  t o  i t s  p o w e r  t o  d o  i n t e r e s t
r a t e  s w a p s , o t h e r w i s e  p e r m i t t e d  b y  F i n a n c e  B o a r d  p o l i c y .

DISCUSSION:

1 .  I n t r o d u c t i o n

Dana  Yealy  of  the  FHLBank of  P i t t sburgh  has  inqui red  whether
t h e  F H L B a n k  m a y  p l e d g e  c o l l a t e r a l  t o  s e c u r e  i t s  o b l i g a t i o n s  u n d e r
an  in te res t  ra te  swap agreement  pursuant  to  the  Federa l  Home Loan
B a n k  A c t  ( “ B a n k  A c t ” )  o r  F i n a n c e  B o a r d  r u l e s ,  r e g u l a t i o n s  o r
p o l i c i e s . A  p r o s p e c t i v e  c o u n t e r p a r t y  f o r  a n  i n t e r e s t  r a t e  s w a p
t r a n s a c t i o n  r e q u e s t s  t h i s  i n f o r m a t i o n .  M r .  Y e a l y  n o t e s  t h a t  t h e ,
F inance  Board’s  recent ly  updated  Funds  Management  Pol icy  permi ts  a
F H L B a n k  t o  r e c e i v e  c o l l a t e r a l  p l e d g e d  b y  a  c o u n t e r p a r t y  t o  a  s w a p
arrangement  but  i s  s i len t  on  whether  the  FHLBanks  can  l ikewise
p l e d g e  a n d  d e l i v e r  t h e i r  c o l l a t e r a l .

2 . Background

A n  i n t e r e s t  r a t e  s w a p  i s  u s u a l l y  a  c o n t r a c t u a l  a r r a n g e m e n t
b e t w e e n  a  f i n a n c i a l  i n s t i t u t i o n  h o l d i n g  a  f i x e d  r a t e  d e b t  o r  a s s e t
and one h o l d i n g  a  v a r i a b l e  r a t e  d e b t  o r  a s s e t . F o r  i n s t a n c e ,  t h e
i n s t i t u t i o n  w i t h  t h e  f i x e d  i n t e r e s t  r a t e  a s s e t  a g r e e s  t o  e x c h a n g e
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t h e  i n t e r e s t  p a i d  o n  i t s  a s s e t  f o r  t h e  i n t e r e s t  p a i d  o n  t h e
v a r i a b l e  r a t e  a s s e t ,  a n d  v i c e - v e r s a . E a c h  i n s t i t u t i o n  i n  e f f e c t
t r a n s f o r m s  i t s  a s s e t  f r o m  o n e  t y p e  ( e . g . f i x e d  r a t e )  t o  a n o t h e r
t y p e  ( e . g .  f l o a t i n g  r a t e ) . T h e  i n t e r e s t  r a t e  s w a p  c a n  a l s o
i n v o l v e  e x c h a n g i n g  i n t e r e s t  r a t e s  o n  d e b t  h e l d  b y  t h e  r e s p e c t i v e
i n s t i t u t i o n s . See FED. RES. BANK, RICHMOND, INSTRUMENTS OF THE
MONEY MKT. at 122-23 (T.Q. Cook & T.D. Rowe, 6th ed. 1986).

3 .  R e g u l a t o r y  a u t h o r i t y

a . F inance  Board  po l icy

N o  F i n a n c e  B o a r d  r e g u l a t i o n  o r  r e s o l u t i o n  a d d r e s s e s  t h e  i s s u e
o f  a  F H L B a n k  p l e d g i n g  i t s  c o l l a t e r a l  a s  p a r t  o f  a n  i n t e r e s t  r a t e
swap. Moreover, no former Federal Home Loan Bank Board ("FHLBBn)
r e s o l u t i o n  o r  l e g a l  m e m o r a n d a  h a s  a d d r e s s e d  t h i s  s p e c i f i c  i s s u e .

However, t h e r e  i s  p r e c e d e n t  f o r  t h e  a u t h o r i t y  t o  e n g a g e  i n
i n t e r e s t  s w a p s ,  g e n e r a l l y . A former FHLBB General Counsel found
impl ied  au thor i ty  under  the  Bank Act  for  a  FHLBank to  be  an
i n t e r m e d i a r y  f o r  i n t e r e s t  r a t e  s w a p s  a r r a n g e d  b y  i t s  m e m b e r s . See
OP. Gen. Couns. FHLBB “ I n t e r e s t  R a t e  S w a p s ”  ( F e b .  1 6 ,  1 9 8 4 ) .  H e
n o t e d  t h a t  s e c t i o n  1 1 ( a )  p e r m i t t e d  a  F H L B a n k  t o  d o  a l l  t h i n g s
n e c e s s a r y  f o r  c a r r y i n g  o u t  t h e  [ B a n k  A c t ] " 12 U.S.C. § 1431(a)
(Supp.  I  1989) . The Finance Board, as  the  FHLBB's  successor ,  uses
s u c h  o p i n i o n s  a s  g u i d a n c e .

Furthermore, t h i s  a g e n c y ' s  F i n a n c i a l  M a n a g e m e n t  P o l i c y
p e r m i t s  i n t e r e s t  r a t e  s w a p s  t o  c o n t r o l  i n t e r e s t  r a t e  r i s k . See
FHFB Res. No. 91-214  ( June  25 ,  1991) . I t  a l s o  p e r m i t s  t h e
F H L B a n k s  t o  r e c e i v e  p l e d g e d  c o l l a t e r a l  f r o m  c o u n t e r s i g n i n g  p a r t i e s
in  some c i rcumstances , b u t  i t  l i k e w i s e  f a i l s  t o  a d d r e s s  t h e  i s s u e
of  a  FHLBank p ledging  i t s  co l la te ra l  under  a  swap ar rangement .

b.  Bank Act

In  order  for  the  agency to  permi t  the  FHLBank of  P i t t sburgh
t o  p l e d g e  i t s  c o l l a t e r a l  p u r s u a n t  t o  a n  i n t e r e s t  r a t e  s w a p ,  t h e r e
m u s t  b e  e i t h e r  p r e c i s e  a u t h o r i t y  f o r  t h i s ,  o r  s o m e  o t h e r  e x p r e s s
author i ty  to  which  such  p ledge  may be  deemed " inc identa l . " See
generally ADAPSO v. FHLBB, 568  F .2d  478  (6 th  Ci r .  1977) .

T h e r e  i s  n o  p r o v i s i o n  i n  t h e  B a n k  A c t ,  o r  a n y  o t h e r  a c t
affecting the FHLBank System, express ly  permi t t ing  a  FHLBank to’
p l e d g e  c o l l a t e r a l  u n d e r  a n  i n t e r e s t  r a t e  s w a p  a r r a n g e m e n t .
However, s e c t i o n  1 1 ( a )  o f  t h e  B a n k  A c t  c a n  b e  c o n s t r u e d  t o  p e r m i t
i n t e r e s t  r a t e  s w a p  a r r a n g e m e n t s  a n d  t h e  p l e d g e  o f  c o l l a t e r a l  c a n
b e  i n t e r p r e t e d  a s  i n c i d e n t  t o  t h e  a u t h o r i t y  t o  e n g a g e  i n  i n t e r e s t
ra te  swap ar rangements .
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"Necessary" power

The Bank Act permits the FHLBanks
f o r  c a r r y i n g  o u t  t h e  [ B a n k  A c t ] . "

“ t o  d o  a l l  t h i n g s  n e c e s s a r y
12  U.S .C.  §  1431(a)  (Supp.  I

1989) l I t  fur ther  makes  a l l  FHLBank powers  subjec t  to  F inance
Board  approval . I d .  a t  §  1 4 3 2 ( a ) . The Finance Board has
i n t e r p r e t e d  t h e  B a n k  A c t  a s  p e r m i t t i n g  t h e  F H L B a n k s  t o  u n d e r t a k e
in te res t  ra te  swap agreements .  1

T h i s  i n t e r p r e t a t i o n  d o e s  n o t
a p p e a r  t o  b e  i n c o n s i s t e n t  w i t h  t h e  B a n k  A c t  a n d  a p p e a r s  t o  b e  a n
a c t i v i t y  t h a t  f a l l s  w i t h i n  t h e  s c o p e  o f  a  F H L B a n k ’ s  “ n e c e s s a r y ”
powers  granted  by  the  Bank Act .

The  Bank Act  a l so  permi ts  a  FHLBank to  do  a l l  th ings  inc ident
t o  t h e  p o w e r s  g r a n t e d  i n  t h e  B a n k  A c t . Id .  a t  §  1431(a) .  2 Since
the  F inance  Board , a s  t h e  r e g u l a t o r y  o v e r s e e r  o f  t h e  F H L B a n k s ,
p e r m i t s  t h e  u s e  O f  i n t e r e s t  r a t e  s w a p  a r r a n g e m e n t s ,  t h e  F H L B a n k  o f
P i t t s b u r g h  h a s  i m p l i e d  a u t h o r i t y  t o  p l e d g e  i t s  c o l l a t e r a l  t o  a
c o u n t e r s i g n i n g  p a r t y  u n d e r  a  s w a p  a r r a n g e m e n t  i f  i t  d e e m s  a  p l e d g e
appropr ia te  to  accompl ish  the  swap ar rangement .  3

C. Finance Board approval

I t  s h o u l d  b e  p o i n t e d  o u t  t h a t  t h e  l e g a l  a u t h o r i t y  t o  e n g a g e
i n  a n  i n t e r e s t  r a t e  s w a p  a r r a n g e m e n t  t h a t  i n v o l v e s  a  p l e d g e  o f
F H L B a n k  c o l l a t e r a l  t o  a  c o u n t e r s i g n i n g  p a r t y  i s  n o t  a n  a b s o l u t e

1 .  I t  has  been  recognized  tha t  Congress  may empower  regula tors  wi th
d i s c r e t i o n  t o  p e r m i t  n e w l y  d e v e l o p e d  f i n a n c i a l  a c t i v i t i e s  f o r
l e n d i n g  i n s t i t u t i o n &  u n d e r  e x i s t i n g  b a n k i n g  l a w s  i n  l i e u  o f
c o n s t a n t l y  a m e n d i n g  t h e  l a t t e r . C f .  A .  G .  B e c k e r ,  I n c .  v .  B d .  o f
Gov.  FRS,  693  F .2d  136 ,  138-39  (D.C.  Ci r .  1982) .

2 .  A  l i b e r a l  i n t e r p r e t a t i o n  o f  F H L B a n k  i m p l i e d  p o w e r s  i n c i d e n t  t o  a n
i n t e r e s t  r a t e  s w a p  a r r a n g e m e n t  i s  c o n s i s t e n t  w i t h  t h e  v i e w s  o f  t h e
s u p p o r t e r s  o f  a  F i n a n c i a l  I n s t i t u t i o n s  R e f o r m ,  R e c o v e r y  a n d
Enforcement Act of 1989 provision amending the Sank Act on FHLBank
i n c i d e n t a 1  p o w e r s . Suppor te rs  of  tha t  1989 amendment  to  the  Bank
Act  urged  broader  impl ied  powers  for  the  FHLBanks . See 135 Cong.
Rec. H4994 (da i ly  ed . ,  Aug. 3 ,  1 9 8 9 )  ( r e m a r k s  o f  R e p .  G a r c i a ) .

3. The Bank Act permits the FHLBanks “ a l l  s u c h  i n c i d e n t a l  p o w e r s ,
n o t  i n c o n s i s t e n t  w i t h  t h e  p r o v i s i o n s  o f  [ t h e  B a n k  A c t ]  a s  a r e
c u s t o m a r y  a n d  u s u a l  i n  c o r p o r a t i o n s  g e n e r a l l y . ” 12 U.S.C.
§ 1432(a) (Supp. I 1989). A  p l e d g e  i s  n o t  i n c o n s i s t e n t  w i t h  t h e
Bank Act since pledges by FHLBanks are not banned except when
FHLBank consol ida ted  debentures  a re  outs tanding . S e e  i d .  a t
§ 1431(b). T h e  c o n s o l i d a t e d  d e b e n t u r e s  h a v e  n o t  b e e n  i s s u e d  s i n c e
1945.
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r ight  of  the  FHLBanks . A l l  p o w e r s  l e g a l l y  e n j o y e d  b y  t h e
FHLBanks, w h e t h e r  e x p r e s s e d  o r  i m p l i e d ,  a r e  s u b j e c t  t o  t h e
approva l  o f  the  F inance  Board . I d .  a t  §  1 4 3 2 ( a ) . Accordingly ,
the  F inance  Board , as  the  regula tory  overseer  of  the  FHLBanks ,  may
l i m i t  o r  d e n y  t h i s  a u t h o r i t y  b y  a m e n d i n g  i t s  F i n a n c i a l  M a n a g e m e n t
P o l i c y  o r  o t h e r w i s e  b y  r e s o l u t i o n  o r  r e g u l a t i o n .


