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FROM : Beth L. Climo
Gene ra l  Counse l  and  Di rec to r ,

Of f i ce  o f  Lega l  and  Ex te rna l  Af fa i r s

SUBJECT: Ef fec t  o f  In - subs t ance  Defeasance  on  Ca lcu la t ion  o f  t he
Federal Home Loan Banks’ (“FHLBanks’“) Compliance with
the  Leverage  Ra t io  and  Nega t ive  P ledge  Requi rements

We have  been  asked  to  address  the  fo l lowing  i s sues
concern ing  in - subs tance  de feasance  o f  FHLBank  bonds .

ISSUES:

I . Whether the in-substance defeasance of FHLBank
conso l ida ted  bonds  th rough  the  c rea t ion  o f  an
i r r evocab le  t ru s t  wou ld  exc lude  those  de feased
bonds  i s sued  p r io r  t o  t he  1992  amendmen t  t o  Sed 9 1 0 . 1
of  the  r egu la t ions  o f  the  Fede ra l  Hous ing  F inance
Board ( “Finance Board”) f r om the  ca l cu l a t i on  i n
f o r m e r  Sec 910 .1  t ha t  p roh ib i t s  t he  i s suance  o f
conso l ida t ed  bonds  in  excess  o f  twe lve  t imes  the
to ta l  pa id- in  cap i ta l  and  rese rves  o f  the  FHLBanks
(“ leve rage  r a t io  r equ i remen t” ) .

I I . Whether the in-substance defeasance of FHLBank
conso l ida ted  bonds  th rough  the  c rea t ion  o f  an
i r r evocab le  t ru s t  wou ld  exc lude  those  de feased
bonds issued prior to the 1992 amendment to Sec 910.1
of  the  r egu la t ions  o f  t he  F inance  Board  f rom the
ca l cu l a t i on  i n  fo rmer  Sec 910 .1  t ha t  r equ i r e s  t he
FHLBanks  to  ma in ta in  ce r t a in  spec i f i ed  low- r i sk
a s s e t s , f r ee  f rom l i ens  o r  p l edges ,  i n  an  amoun t  a t
l eas t  equa l  to  to ta l  ou t s t and ing  conso l ida ted  bonds
(“nega t ive  p ledge  requ i rement” ) .

1. 12  C.F .R.  Sec 9 1 0 . 1  ( 1 9 9 2 ) .
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CONCLUSIONS:

I . FHLBank consolidated bonds issued prior to the 1992
amendment  to  S 9 1 0 . 1  t h a t  a r e  s u b j e c t  t o
in - subs tance  de feasance  th rough  the  use  o f  a n
i r r evocab l e  t r u s t  con t a in ing  ca sh  o r  s ecu r i t i e s
backed by the  U.S. Government may be excluded in
ca lcu la t ing  compl iance  wi th  the  l eve rage  ra t io
r e q u i r e m e n t  o f  f o r m e r  Sec 9 1 0 . 1 .

I I .  FHLBank consolidated bonds issued prior to the 1992
amendment  to  Sec 9 1 0 . 1  t h a t  a r e  s u b j e c t  t o
in - subs tance  de feasance  th rough  the  use  o f  an
i r r evocab le  t rus t  a l so  may  be  exc luded  in
ca lcu la t ing  compl iance  wi th  the  nega t ive  p ledge
r e q u i r e m e n t ,  t o  t he  ex t en t  t he  t ru s t  con ta in6
a s s e t s  t h a t  a r e  e l i g i b l e  t o  f u l f i l l  t h e  n e g a t i v e
p l edge  r equ i r emen t  o f  f o rmer  Sec 9 1 0 . 1 .

DISCUSSION:

I .  EXCLUSION OF DEFEASED FHLBANK CONSOLIDATED BONDS ISSUED
PRIOR TO THE 1992 AMENDMENT TO Sec 910.1 FROM CALCULATION OF
COMPLIANCE WITH THE LEVERAGE RATIO REQUIREMENT UNDER
FORMER Sec 910.1

In - subs tance  de feasance  o f  a  deb t  invo lves  the  p lacement  o f
cash  o r  s ecu r i t i e s  i n to  a  fund , which may take the form of an
i r r e v o c a b l e  t r u s t , wi th  adequa te  l ega l  r e s t r i c t ions  such  tha t  the
proceeds  o f  the  fund  can  on ly  be  app l i ed  to  the  r epayment  o f  the
deb t  t o  be  de feased . The  F inance  Board  recen t ly  approved
amendments to Sec 910 which exclude defeased FHLBank consolidated
bonds  f rom the  l eve rage  r a t i o  r equ i r emen t . See Amendment 3 of
Regula t ion  910, Fed. Reg. (1992) (to be  c o d i f i e d  a t  1 2
C.F.R. Sec 910(6)).  However, FHLBank bonds issued prior to these
amendment s  a re  gove rned  by  the  t e rms  o f  fo rmer  Sec 9 1 0 . 1 . This
op in ion  addresses  whe the r FHLBank bonds issued prior to the
amendment  o f  Sec 910 .1  may  be  defeased  such  tha t  they  can  be
exc luded  f rom the  l eve rage  r a t i o  r equ i r emen t  o f  fo rmer
Sec 9 1 0 . 1 .



A . Neither the Federal Home Loan Bank Act (“Bank Act”)2
Nor I t s  Implement ing  Regula t ions  Ind ica tes  whe ther
Defeased Bonds Issued Prior To The 1992 Amendment to
Sec 910.1 Are Subject To The Leverage Ratio Requirement

The  l eve rage  ra t io  r equ i rement  con ta ined  in  the  penu l t ima te
s e n t e n c e  o f  f o r m e r  Sec 910.1. o f  the  F inance  Board’s  regu la t ions
s ta tes  tha t  the  F inance  Board “sha l l  no t  i s sue  conso l ida ted  bonds
in  exces s  o f  12  t imes  t he  t o t a l  pa id - in  cap i t a l  s t ock  a n d
reserves . . .  of all the Federal Home Loan Banks.” 12  C.F.R.
Sec 9 1 0 . 1  ( 1 9 9 2 ) . Sec t ion  910 .1  was  p romulga ted  under  the  genera l
au thor i ty  g iven  to  the  F inance  Board  in  subsec t ion  11(c)  o f  the
Bank Act to issue consolidated FHLBank bonds, “upon such terms
and  condi t ions  as  the  (F inance]  Board  may  presc r ibe ,”  tha t  a re
t h e  j o i n t  a n d  severa l  ob l iga t ions  o f  the  FHLBanks .  12 U.S.C.
Sec. 1 4 3 1 ( c )  (Supp.  I I  1 9 9 0 ) . Subsec t ion  11(c)  con ta ins  no
l imi ta t ion  on  the amount of bonds for which the FHLBanks may be
l i a b l e  a t  a n y  o n e  t i m e .  I d .

Nei ther  former Sec . 910.1 nor any other Finance Board
regu la t ion  prov ides  gu idance as to whether a FHLBank consolidated
b o n d  tha t  i s  sub jec t  t o  in - subs tance  de feasance  and  was  i s sued
pr io r  t o  t he  1992  amendmen t  t o  Sec. 910 .1  mus t  be  i nc luded  fo r
purposes  o f  ca l cu la t ing  the  l eve rage  r a t io  r equ i remen t  unde r
f o r m e r  Sec. 9 1 0 . 1 . We d id  no t  f ind  any  case  l aw in te rp re t ing  fo rmer
Sec. 9 1 0 . 1 . We a l so  d id  no t  f ind  any th ing  in  the  r egu la to ry  h i s to ry
o f  f o r m e r  Sec. 910 .1  tha t  p rov ides  us  wi th  gu idance  on  th i s  i s sue .3
A search of the General Counsel opinions of the former Bank Board
has  y ie lded  no  op in ions  on  po in t .

B. Whether Defeased Bonds Are Subject To The Leverage
Ratio Requirement Should Be Determined In Accordance
with General Corporate Law

In  the  absence  o f  r egu la to ry  o r  s t a tu to ry  gu idance ,  the
i s sue  o f  wha t  bonds  mus t  be  t aken  in to  accoun t  fo r  pu rposes  o f
ca lcu la t ing  compl iance  wi th  the  l eve rage  ra t io  r equ i rement  under
f o r m e r  Sec. 910 .1  shou ld  be  dec ided  in  accordance  wi th  the  l ega l
p receden t s  govern ing  the  cus tomary  and  usua l  powers  o f

2 .  Pub. L. No. 304, ch .  522, 4 7  S t a t .  7 2 5  (1932) ( c o d i f i e d  as
a m e n d e d  a t  12  U.S .C.  Sec . 1421  e t  s eq .  (Supp .  I I  1990 ) ) .

3 . Sec t ion  910 .1  o r ig ina l ly  was  p romulga ted  by  t h e  f o r m e r
Federal Home Loan Bank Board (“Bank Board”) in 1958, see 23
F e d .  R e g .  9 8 7 8  (1958),  a s  12  C . F . R .  Sec. 5 0 6 . 1 .  T h e  regulation
was  r edes igna ted  a s  a  F inance  Board  r egu la t ion  in  1989 .  See
54  Fed. Reg. 36757  (1989). Prior to the 1992 amendments -
approved  by  the  F inance  Board ,  the  only  amendment  to  the
r e g u l a t i o n  was m a d e  i n  1 9 9 0 ,  w h e n  t h e  r e f e r e n c e  i n  t h e  f i r s t
sentence to the former Bank Board was changed to the Finance
Board. See  55  Fed. Reg. 2229 (1990) .
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c o r p o r a t i o n 6  g e n e r a l l y . U n d e r  s u b s e c t i o n  1 2 ( a )  o f  t h e  B a n k  A c t ,
-_ t h e  FHLBanks a r e  c r e a t e d  a s  c o r p o r a t e  b o d i e s ,  each  hav ing  “all

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 i s  c h a p t e r , a s  a r e  c u s t o m a r y  a n d  usua l  in  co rpora t ions
genera l ly .” 1 2  U . S . C .  Sec. 1 4 3 2 ( a )  ( S u p p .  I I  1 9 9 0 ) . The power to
take  o n  i n d e b t e d n e s s  t h r o u g h  t h e  i s s u a n c e  o f  d e b t  o b l i g a t i o n s  i s
a  c u s t o m a r y  a n d  u s u a l  c o r p o r a t e  p o w e r .  See 188  Am. Jur. 2d
Corpo ra t i ons  Sec. 2 1 1 3  ( 1 9 8 5 ) . I n c i d e n t  t o  t h i s  p o w e r  i s  t h e  p o w e r
to  de fea se  deb t  ob l iga t i ons . S ince  ne i the r  the  Bank  Ac t  nor  i t6
i m p l e m e n t i n g  r e g u l a t i o n s  addres ses  whe the r  de feased  bond6  i s sued
p r i o r  t o  t h e  1 9 9 2  a m e n d m e n t  t o  Sec. 9 1 0 . 1  a r e  s u b j e c t  t o  t h e
l eve rage  r a t i o  r equ i r emen t , pursuan t  to  Bank  Act  subsec t ion
12(a), the  i s sue  shou ld  be  reso lved  in  accordance  wi th  genera l
c o r p o r a t e

c.

l aw  p receden t s .

Under General  Corporate Law Precedents,  Defeased Bond6
Generally Are Excluded From The Calculation Of A
C o r p o r a t i o n ’ s  L i m i t  On I n d e b t e d n e s s

T h e  c a s e  l a w  s u p p o r t s  t h e  v i e w  t h a t  w h e n  a  c o r p o r a t i o n
c rea t e s  a  t ru s t  fund , t h e  p r o c e e d s  o f  w h i c h  a r e  t o  b e  a p p l i e d
s o l e l y  t o  t h e  r e p a y m e n t  o f  p r e v i o u s l y  i s s u e d  b o n d s ,  t h o s e  b o n d s
a r e  e x c l u d e d  f r o m  t h e  c a l c u l a t i o n  o f  t h e  c o r p o r a t i o n ’ s
o u t s t a n d i n g  i n d e b t e d n e s s  f o r  t h e  p u r p o s e  o f  d e t e r m i n i n g
compl iance  wi th  s t a tu to ry  d e b t  l i m i t s .

1. M u n i c i p a l  C o r p o r a t i o n s  a n d  P o l i t i c a l  S u b d i v i s i o n s

T h e  b u l k  o f  t h e  r e l e v a n t  c a s e  l a w  a d d r e s s e s  t h e  i s s u e  o f
in - subs tance  de feasance  o f  bonds  i s sued  by  munic ipa l  co rpora t ions
a n d  po l i t i ca l  subd iv i s ions  where  the  p roceeds  o f  newly  i s sued

bonds  were  p laced  in  a  t rus t ,  and  funds  f rom the  t rus t  cou ld  be
used  on ly  to  r epay  the  p rev ious ly  i s sued  bonds .  For  example ,  i n
Banta v. Clarke County,  260 N.W. 329 (Iowa 1935),  the Iowa
Supreme  Cour t  he ld  tha t  fo r  t he  pu rpose  o f  de t e rmin ing  compl i ance
wi th  the  Iowa  cons t i tu t iona l  deb t  l imi t  p rov i s ion ,  the  to ta l
i ndeb t ednes s  o f  t he  i s sue r “should  be  de te rmined  by  deduct ing  the
c a s h  o n  h a n d ,  s eg rega t ed  t o  mee t  t he  paymen t  o f  ce r t a in
des igna ted  bonds  .  ...” Id .  a t  332 . In Beaumont v. Faubus, 394
S.W.2d 4 7 8  (Ark.  1965),  the  Supreme Cour t  o f  Arkansas  he ld  tha t
when the proceeds
and  des igna ted  fo r
" the  indeb tedness
inso fa r  a s  the  i s s
ou t s t and ing  ( fo r  t
Id.  a t  4 8 4 . Accord

2 d  3 6  ( A l a .  1 9 4 4 ) ;
Revnolds  v .  Stark ,

o f  a  s t a t e  bond  i s suance  a re  p l
the  repayment  o f  bonds  a l ready

e v i n c e d  b y  t h e  o u t s t a n d i n g  b o n d
u i n g  a u t h o r i t y  i s  c o n c e r n e d  a n d

h e  p u r p o s e s  o f  t h e  c o n s t i t u t i o n
 Rodin  v .  S t a t e ,  4 1 7  P.2d 1 8 0

Taxpayers and Citizens  of  Shelby County  v .  Shelby
Albuquerque  v .  Got t ,  389  P.2d
217 P. 166  (Okla.  1923).

aced in t r u s t
outsta nding,

s is di scharged
is no longer

al  debt l i m i t ] . ”
(Wyo. 1 966);

County. '  20 So.
207 (N. M. 1964);

T h e  h o l d i n g s  o f  t h e  s t a t e  c o u r t  c a s e s  c i t e d  a b o v e  a r e
c o n t r a r y  t o  a n  1 8 9 2  d e c i s i o n  o f  t h e  U n i t e d  S t a t e s  S u p r e m e  C o u r t ,
w h i c h  h e l d  t h a t  w h e n  a m u n i c i p a l  c o r p o r a t i o n  s o l d  b o n d s  i n  o r d e r
t o  r a i s e  f u n d s  t o  r e p a y  p r e v i o u s l y  i s s u e d  b o n d s ,  t h e  t o t a l



i ndeb t ednes s  o f  t he  co rpo ra t i on  wa6 i n c r e a s e d  f o r  t h e  p u r p o s e  o f
- ca lcu la t ing  compl iance  wi th  the  Iowa  cons t i tu t ion’ s  deb t  l imi t  on

mun ic ipa l  co rpo ra t i ons . See  Dis t r i c t  Townsh ip  o f  Doon  v.
Cummins, 142 U.S. 366  (1892). However ,  the  Court's  d e c i s i o n  i n
Doon was  based  on  fac t s  pa r t i cu la r  to  tha t  case  which  were  no t
p r e s e n t  i n  t h e  s t a t e  c a s e s  n o r in  t he  de feasance  p rocedure
p roposed  by  the  Of f i ce  o f  F inance  ( “OF”) . The  op in ion  of  the
cour t  i n  each  o f  t he  s t a t e  ca ses  ( inc lud ing  an  o p i n i o n  o n  t h e
Iowa  cons t i tu t iona l  p rov i s ion  tha t  was  the  sub jec t  o f  the  Doon
c a s e )  r e j e c t e d  t h e  Doon hold ing .

I n  Doon, p rope r  app l i ca t ion  o f  t he  bond  p roceeds  depended
“so le ly  upon  t he  d i s c r e t i on  o r  t he  hones ty  o f  [ t he  co rpo ra t i on ’ s )
o f f i c e r s , ” Id .  a t  372 . The  Cour t ’ s  over r id ing  concern  in  Doon
was that  there  was  no  sa feguard  to  ensure  tha t  once  a  corporation
i s sued  new bonds  i n  exces s  o f  i t s  deb t  l im i t  i n  o rde r  t o  r e fund
outs tand ing  bonds , the proceeds from the new bonds would be
proper ly  app l i ed  to  r epayment  o f  the  ou t s t and ing  bonds . See  id .- -
However, i n  t he  s t a t e  ca ses  and  in  t he  ca se  o f  t he  OF  de feasance ,
t h e  o b l i g o r  t r a n s f e r s  t h e  b o n d  p r o c e e d s  t o  a  t r u s t e e  f o r  t h e  s o l e
bene f i t  o f  t he  ou t s t and ing  bondho lde r s . T h e r e f o r e ,  t h e  Doon
case’s  r a t i o n a l e  o f  p r o t e c t i n g  t h e  c o r p o r a t i o n  f r o m  liability  f o r
i t 6  o f f i c e r s ’ misappropr ia t ion  o f  funds  i s  no t  app l i cab le  where
an  i r r evocab le  t ru s t  i s  c r ea t ed  t o  ensu re  p rope r  app l i ca t i on  o f
the bond proceeds.

2. P r iva te  Corpora t ions

There  a r e  f ew  cases  add res s ing  the  e f f ec t  o f  i n - subs t ance
defeasance  on  the  ca lcu la t ion  o f  a  p r iva te  co rpora t ion ’ s
compl i ance  w i th  p r e - se t  l im i t a t i ons  on  co rpo ra t e  deb t . However,
the  cases  tha t  have  been  dec ided  a re  in  accord  wi th  those  dec ided
in  t he  mun ic ipa l  co rpo ra t ion  con tex t . In  Ci t rus  Growers’  Dev.
Ass’n v . Sa l t  River  V.W.  Users ’  Ass’n,  2 6 8  P .  7 7 3  (Ariz.  1928),
the  Supreme Cour t  o f  Ar izona  he ld  tha t :

where  bonds  a re  i s sued  by  a  co rpora t ion  fo r  the  pu rpose
of  re fund ing  o ther  ou t s tand ing  indeb tedness ,  and  where
the  p roceeds  o f  such  re fund ing  bonds  a re  p laced  in  a
t ru s t  fund  fo r  the  so le  and  express  pu rpose  o f  pay ing
of f  t he  o r ig ina l  i ndeb tedness ,  t he  l a t t e r  bonds ,  so  f a r
as  the  amount  which  i s  p laced  in  the  t rus t  fund  i s
concerned, a r e  no t  t o  be  cons ide red  a s  an  i nc r ea se  i n
the  indeb tedness  o f  the  co rpora t ion  wi th in  cha r t e r  and
s t a tu to ry  p rov i s ions  l imi t i ng  i t .

I d .  a t  7 8 1 . See  a l so  Kel ly  v . Centra l  Hanover  Bank & Trus t  Co. ,
11 F. Supp. 4 9 7 ,  S O 6  (S.D.N.Y. 1935).

Based  on  the  s t a t e  cou r t  p receden t s  c i t ed  above ,  i f
c o r p o r a t e  b o n d s  a r e  d e f e a s e d  t h r o u g h  t h e  c r e a t i o n  o f  a  t r u s t
f u n d , t h e  s o l e  p u r p o s e  o f  w h i c h  i s  t o  p r o v i d e  f u n d s  t o  r e p a y
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those bonds, then those bonds may be deducted from the
corporat ion ’s  tota l  indebtedness  in  order  to  ca lculate  compl iance
with statutory  or  charter  debt  l imits .

3. Debt Defeasance Under FASB

The approach to debt defeasance taken by the accounting
profess ion is  consistent  with  the  approach set  forth  in  the  state
court  cases  d iscussed above .  Under Financial Accounting Standard
NO. 76 (“FAS  76”) ,4 debt  i s  cons idered  ext inguished for  f inanc ia l
report ing  purposes  i f  “[t]he debtor  i rrevocably  p laces  cash  or
other  assets  in  a  trust  to  be  used so le ly  for  sat is fy ing
scheduled  payments  o f  both  interest  and pr inc ipal  o f  a  spec i f i c
ob l igat ion  and the  poss ib i l i ty  that  the  debtor  wi l l  be  required
to make future payments with respect to that debt is remote.”
FAS 76 11  3. The assets used for this purpose must be “monetary
assets  that  are  essent ia l ly  r isk- free  as  to  amount ,  t iming,  and
col lect ion  o f  interest  and pr inc ipal . ” Id .  I[  4  (emphasis
or ig inal ) . For  debt  denominated  in  U.S. dollars,  essent ia l ly  .
r isk- free  monetary  assets  are  l imited  to  obl igat ions  backed by
the  fu l l  fa i th  and credi t  o f  the  U.S.  Government  or
collateralized by such obligations under an arrangement by which
the  interest  and pr inc ipal  payments  on  the  co l lateral  f low
through to  the  ho lder  o f  the  ob l igat ion .  Id . Therefore, under
FAS 76, i f  a  corporat ion  were  to  create  an irrevocable trust
containing  these  types  o f  qual i fy ing  assets  with  the  condit ion
that  the  proceeds  o f  the  trust  be  used so le ly  to  sat is fy  payment
of  certa in  spec i f ied  outstanding  bonds ,  the  corporat ion  could
treat  those  bonds  as  ext inguished  for  f inanc ia l  account ing
purposes, inc luding  the  ca lculat ion  o f  outstanding  indebtedness .

The OF would like to defease outstanding FHLBank  bonds
issued prior to the 1992 amendment to Sec. 910.1 using the proceeds
from an irrevocable trust containing U.S. Government securities
and securities issued by the Federal National Mortgage
Association ("FNMA")  and the Federal Home Loan Mortgage
Corporation (“FHLMC”). Under FAS 76, an irrevocable trust must
contain “essential ly  r isk- free” assets  in  order  to  ext inguish  the
debt  to  be  paid  from the  proceeds  o f  the  trust .  Id .  FNMA and
FHLMC  securi t ies  are  not  “essent ia l ly  r isk- free”  assets u n d e r  F A S
76 because  they  are  not  backed  by  the  fu l l  fa i th  and credi t  o f
the United States. See FAS 76 11  4. Further, we have found no
cases  address ing  the  val id i ty  o f  an  in-substance  defeasance  o f
bonds where the trust created to defease the bonds held assets
other than cash or U.S. Government securities. Therefore ,  the
case law and FAS 76 suggest that to be legally valid, an
in-substance defeasance must be done through the creation of a
trust  in  which the  assets  are  l imited  to  cash and securi t ies
backed by the U.S. Government. The 1992 amendment to Sec. 910.6 of

4. Codification of Accounting Standards and Procedures,
Statement of Financial Accounting Standards No. 76 (Fin.
Accounting Standards Bd. 1983).



the  F inance  Board  regu la t ions  i s  cons i s ten t  wi th  th i s  v iew.  I t
p rov ides  fo r  the  de feasance  o f  ou t s t and ing  bonds  us ing  “d i rec t
ob l iga t ions  o f  t he  Un i t ed  S t a t e s  o f  Amer i ca  o r  ob l iga t ions  fu l l y
guaran teed  by  the  Uni ted  S ta tes  o f  Amer ica .”  See Amendment 4 of
Regulation 910, Fed. Reg. (1992) (to b e  c o d i f i e d a t
1 2  C . F . R .  Sec. 9 1 0 . 6 ( b ) ( l ) ) .

I I .  EXCLUSION OF DEFEASED FHLBANK CONSOLIDATED BONDS ISSUED
PRIOR TO THE 1992 AMENDMENT TO Sec. 910.1 FROM CALCULATION OF
COMPLIANCE WITH THE NEGATIVE PLEDGE REQUIREMENT UNDER FORMER
Sec. 9 1 0 . 1

The  nega t ive  p ledge  requ i rement  con ta ined  in  the  f ina l
s e n t e n c e  o f  t h e  f o r m e r  Sec. 9 1 0 . 1  s t a t e s  t h a t :

The  Federa l  Home Loan  Banks  sha l l  a t  a l l  t imes  main ta in
a s se t s  o f  t he  fo l l owing  t ypes ,  f r ee  f rom any  l i en  o r
pledge, in  a  to ta l  amount  a t  l eas t  equa l  to  the  amount
of  conso l ida ted  bonds  ou t s t and ing :

(a) C a s h ;
(b) obligations  o f  o r  f u l l y  g u a r a n t e e d  b y  t h e

Uni t ed  S ta t e s ;
(c) secured  advances ;  and
(d)  mortgages as to which one or more Federal Home

Loan Banks  have  any  guarantee  or  insurance ,  or
commitment therefore, by  the  Uni ted  S ta tes  o r  any  agency
t h e r e o f .

12  C.F .R.  S 9 1 0 . 1  ( 1 9 9 2 )  ( e m p h a s i s  added).5 Unt i l  a l l  the  bond6
i s s u e d  p r i o r  t o  t h e  1 9 9 2  a m e n d m e n t  t o  Sec. 9 1 0 . 1  a r e  r e t i r e d ,  f o r m e r
Sec. 9 1 0 . 1  r e q u i r e s  t h a t  t h e  FHLBanks  de te rmine  the  amount  o f
“conso l ida ted  bonds  ou ts tanding”  so  tha t  the  FHLBanks  can  match
tha t  amount  wi th  an  equa l  o r  g rea te r  amount  o f  ce r t a in
unencumbered  asse t s .  Id . Whether defeased FHLBank bonds must be
inc luded  in  the  negative p ledge  ca lcu la t ion  depends  on  whe ther
such  bonds  should  be  cons idered  “outs tanding”  wi th in  the  meaning
o f  f o r m e r  Sec. 9 1 0 . 1 .

There  i s  no  s t a tu to ry ,  r egu la to ry , or  admin is t ra t ive  gu idance
as to whether defeased FHLBank bonds issued prior to the amendment
t o  Sec. 910 .1  mus t  be  t aken  in to  accoun t  in  de te rmin ing  the  to t a l
amount  of  bonds  “outs tanding” wi th in  the  mean ing  o f  fo rmer
Sec. 9 1 0 . 1 . See  supra  Sec. I (A) . However , t he  fo rego ing  ana lys i s  o f
the  status of  de feased  bonds  fo r  pu rposes  o f  t he  l eve rage  r a t i o
r equ i r emen t  a l so  suppor t s  t he  r ea soned  conc lus ion  t ha t  de fea sed
FHLBank  bonds  shou ld  no t  be  cons ide red  ou t s t and ing  fo r  purposes  o f
de te rmin ing  compl iance  wi th  the  nega t ive  p ledge  requ i rement . The
gene ra l  co rpo ra t e  p r eceden t s  r ega rd ing  t he  exc lu s ion  o f  de fea sed

5. The  1992  amendment  to  Sec. 910 .1  added  two  fu r the r  c a t ego r i e s  o f
a s se t s  e l i g ib l e  t o  fu l f i l l  t he  nega t ive  p l edge  r equ i r emen t . See
Amendment 3 of Regulation 910, Fed. Reg. (1992) (to  b e- -
cod i f i ed  a t  12  U .S .C .  Sec. 910.1(c)).



-
debt  from corporate  debt  l i m i t s  are  based  on  the  pr inc ip le  that
when the issuer of bonds makes an irrevocable commitment to repay
outstanding bonds  from a  spec i f i c  source  of  funds ,  “ the
indebtedness evinced by the outstanding bonds is discharged
insofar  as  the  i ssuing  author i ty  i s  conce rned  and  i s  no  longe r
outstanding . ’ Beaumont, 394 S.W.2d at 484.

I t  i s  reasonable  to  apply  th is  pr inc ip le  in  interpret ing  the
negative pledge requirement because the purpose of the negative
pledged is  to  fu l f i l l  the  requirement in  subsect ion  11(c)  o f  the
Bank Act that joint and several obligations of the FHLBanks be
secured. See  12  U.S.C.  Sec. 1431(c )  (Supp.  I I  1 9 9 0 ) . When assets
are  placed in  an  i rrevocable  t rust  f o r  the sole purpose of funding
the repayment of specific FHLBank bonds, those bonds become
secured by  the  assets  in  the  trust . I f  the  trust  assets  are
e l ig ib le  to  fu l f i l l  the  negat ive  p ledge  requirement ,  then i t  i s
reasonable to conclude that the bonds to be repaid from the
proceeds of the trust assets need not be considered “outstanding”
bonds against which the FHLBanks must pledge unencumbered assets
in order to secure repayment. However, i f  a l l  or  some of  the
trust  assets  are  not  e l ig ib le  to  fu l f i l l  the  negat ive  p ledge
requirement, then the bonds to be repaid from the proceeds of such
ineligible assets would continue to be “outstanding” bonds against
which the FHLBanks must pledge eligible assets in order to secure
repayment.

CONCLUSION:

Based on the foregoing, i t  i s  the  opinion  o f  the  General
Counsel that FHLBank consolidated bonds issued prior to the 1992
amendment to Sec. 910.1 that are subject to in-substance defeasance
through the use of an irrevocable trust containing cash or U.S.
Government securities may be excluded in calculating compliance
with  the  leverage  rat io  requirement  o f  former  Sec. 910 .1 .  In
addi t ion , such bonds may be excluded in calculating the negative
pledge requirement of former Sec. 910.1, to the extent the trust
contains  assets  e l ig ib le  to  fu l f i l l  the  negat ive  p ledge
requirement.

Beth  L .  Climo
General Counsel


