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Federal Home Loan Bank:
Proposed Changes to Insurance
Company Membership

In September, the Federal Housing Finance Agency (FHFA) released a Notice of
Proposed Rulemaking (NPR) proposing to revise its regulations governing Federal
Home Loan Bank (FHLB) membership requirements while seeking to address what
they view as issues related to the FHLBs’ housing finance mission. This Quick Takes
outlines a brief history of the FHLB, our understanding of the NPR and how, if passed,

the proposed changes may affect insurance companies going forward.

Background and Overview of the FHLB

In 1932, Congress created the 12 Federal Home Loan Banks through the Federal
Home Loan Bank Act. The mission of the FHLB was to provide a stable reserve system

for select financial institutions so that they could support housing finance.

While the FHLB was initially designed to revive home construction and create a market
for long term mortgages, the mission of the banks has evolved from the provision
of funds for housing finance to include loans for small businesses and other local

community development.

Over time, and today still, the FHLB’s ability to consistently fund at attractive rates
provides for a steady stream of capital that can be made available to member
institutions—big or small-who can then lend the funds out into their local

communities at competitive levels, or use the funds for alternative purposes.

Currently regulated by the FHFA, the FHLBs are private and organized as cooperatives.
Their members, which span many types of financial intermediary institutions, include

insurance companies.
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Summary of the NPR

Through the recent NPR, the FHFA is signaling its desire to strengthen the connection between FHLB
membership and the support of housing finance. The FHFA intends to do this by revising membership
eligibility. At their core, the proposals in the NPR appear to be aimed at curbing the provision of advances
to institutions that ultimately use the funds in a manner inconsistent with the FHLB’s mission of promoting
housing finance.

This NPR addresses similar issues that were brought to light by the FHFA with the original advance NPR

that was proposed on December 27, 2010. Most members and FHLB branches alike disagreed with that
proposal which ultimately never came to fruition. The FHFA’s most relevant proposed changes for insurance
companies are outlined below:

+ Require each applicant and member to hold one percent of its assets in “Home Mortgage Loans (HML)'”

* Require each member to comply with the asset requirements on an ongoing basis, rather than a one
time basis

* Define the term “insurance company” to exclude from Bank membership captive insurers

* Require a bank to obtain and review an insurance company’s audited financial statements when
considering it for membership

¢ Clarify the standards by which an insurance company’s “principal place of business” is to be identified in
determining the appropriate Bank district for membership

* Implement mandatory terminations of membership for members out of compliance with
proposed changes

Broadly summarized, the proposed changes focus on both strengthening the requirements for, and
tightening the definition of, membership. Minimum levels of housing related assets, ongoing certification
and the associated compliance characterize the stronger membership requirements, whereas the tighter
membership definition targets captive insurance companies, who, unlike life insurance companies,
essentially did not exist when the FHLB system came into effect in 1932, according to the FHFA NPR. With
respect to the latter, the proposals aim to amend the definition of “insurance company” to prevent captive
insurance companies from becoming members going forward.

Potential Impact on Insurance Company Membership

With respect to the insurance industry, the proposals that appear to be the most pertinent are those that
deal with a minimum holding of HML and the definition of “insurance company.”

As regards to the minimum amount of HML, the proposal would employ an ongoing quantitative test
requiring all members to hold at least 1% (and possibly more) of their assets in HML. The FHFA is also
proposing to expand the list of assets that qualify as HML to include all types of mortgage-backed securities
(MBS) that are fully backed by first mortgage loans on single- or multi-family property or by other securities
that are fully backed by such loans. Under the existing regulation, only pass-through securities representing
an undivided ownership in qualifying loans or securities may be counted as HML. Additionally, members
need only to demonstrate that they have a requisite amount of HML on their balance sheet when they
become members, with no quantitative level persisting once membership is attained.

The FHFA undertook a study to determine the impact of the minimum HML holdings proposal. The
following chart shows how many institutions who are currently members would be considered Non-
Compliant based on the minimum HML requirement proposed in the NPR. The FHFA provided this
information using the annual statement data for 253 of the 284 insurance companies that were Bank
members as of December 31, 2013, adding that 14 of the 29 insurance company members, for which no
data was available, are captives. All three scenarios (1%, 2% and 5%) reflect the FHFA proposed expanded
definition of “home mortgage loan.” The FHFA also stated, though did not quantify, that if the existing
definition is retained (i.e., if only pass-through securities are counted instead of all types of MBS backed

by qualifying loans), the percentage of insurance company members that would then appear to be out of
compliance would be higher.
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Chart 1. Non-Compliant Percent of Sample Tested - HML at 1, 2, and 5% of Total Assets
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The definition of eligibility as it would relate to insurers is also a focus that is pertinent to the insurance
industry. By way of background, the NPR states that insurance companies have been authorized to be a
part of the FHLB program since its inception in 1932. According to the FHFA, insurance companies made
up 14% of FHLB advances in 2013, up from 1% in 2000. There are currently approximately 293 insurance
companies in the FHLB program with approximately $59 billion in advances. The proposal defines an
insurance company as a “company that has as its primary business the underwriting of insurance for non-
affiliated persons.” In doing so, the FHFA states that it is seeking to exclude captive insurance companies,
which it claims act as a vehicle for certain non-eligible members to gain membership (using REITs as an
example). Insurance companies meeting this definition that are already members would be subject to a 5
year phase out and no additional companies meeting the definition would be allowed as members should
the proposed rules be issued.

Market Participant Reactions, Comments and Opposition

The NPR requests FHLBs and current members alike to provide their comments on all aspects of the
proposed rule for them to take into consideration before issuing a final rule. However, the FHFA may not
need consensus to move forward with the changes. The comment period for the current proposals has
already been extended 60 days, bringing the total review period to 120 days, ending in January 2015.
Similar to the reaction of the original ANPR issued in 2010, it appears most FHLBs and their members are in
opposition to the FHFA proposed rule.

Key themes of those opposed include:

* The potential constriction of funds available for housing and community development and its implication
for general market liquidity and economic growth going forward

* The reduced attractiveness of being in the program given increased administration, compliance and
asset requirements

* Arguments that governing constraints with respect to collateral requirements for advances already exist
and are effective

* Lack of clarity as to what constitutes a captive insurance company

* Questions over the FHFA’s ability to enact the changes (as opposed to Congress)

Conclusion

At this time it is unclear what the outcome of the NPR will be. The FHLB system has been in place for
decades and continues to provide competitive financing to its members. The NPR, while creating a more
structured framework for membership eligibility, will not alter this mandate. As mentioned, the comment
period extends into the new year, and similar proposals were previously met with resistance and ultimately
not put into place. However, if adopted, the rules could result in potentially fewer of the current members
being eligible going forward. Additionally, the rules could slightly alter mortgage related asset balances on
the balance sheet of existing members who may not currently meet the proposals as designed but elect to

do so to retain their membership.
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Endnote

1 As stated in the NPR, “The statute defines ‘home mortgage loan’ to mean a first mortgage, or its
equivalent, upon real estate on which one or more homes or dwelling units are located. The regulation
supplements the statutory definition of ‘home mortgage loan’ by defining the term generally to include any
loan or interest in a loan that is secured by a first lien mortgage or any mortgage pass-through security that
represents an undivided ownership interest in such loans or in another security that represents an undivided
ownership interest in such loans.” Furthermore, the proposed legislation is “intended to bring within the
definition of home mortgage loan all types of MBS — including pass-throughs, CMOs, REMICs, and principal
and interest only strips - that are fully backed by such loans. The revised definition is not intended to include
a bond or other debt security that is a general obligation of the issuer, even if it is collateralized by qualifying
mortgage loans.” — FHFA NPR
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