
InsiderFHLB I

page 1

May 2001 / Number 29

O

This Insider was written by
James B. Eibel, CFA, vice
president and marketing rep-
resentative.  Back issues of
the Insider are available on
the Bank's website.

Anemic deposit growth has led
to a growing importance of whole-
sale funding sources.

According to FDIC statistics,
total domestic deposits held by banks
and savings institutions grew at an
annualized rate of 1.6% during the
1990s.  This was sufficient to fund
only about one fourth of asset growth
(26%).  Wholesale funding has played
a critical role of filling the gap.  As of
Sept. 30, 2000, the usage of wholesale
funding had increased to the point of
funding nearly $1 out of every $5 of
assets (19%) at FDIC institutions.

For most institutions, the
wholesale funding of choice has been
FHLBank advances.  At the FHLBI,
credit extended to Indiana and Michi-
gan members increased from $6 bil-
lion to $24 billion over the last de-
cade.  While concentration levels vary
widely, the average FHLBI member
was funding 7.5% of assets with ad-
vances by year-end 2000.

With increasing FHLBI usage
comes the inevitable question of how
best to collateralize current and pro-

jected borrowing needs.  A variety of
options are available to optimize
borrowing capacity. Each institution
should implement the collateral strat-
egy that provides adequate borrow-
ing capacity with the greatest sim-
plicity and economy. Not surpris-
ingly, both the complexity and costs
of FHLBI collateral strategies tend to
increase with increasing borrowing
needs. Listed below are current
FHLBI collateral options from sim-
plest and least expensive to the most
complex.

Pledging securities
If an institution has sufficient

agencies, treasuries or mortgage-
backed securities to cover projected
borrowing needs, then pledging se-
curities is the optimal collateral strat-
egy.  It is the simplest and least ex-
pensive way to access FHLBI bor-
rowings. Securities have the most
favorable coverage ratio of any col-
lateral type (105%-115% of market
value).  Also, no special reporting is
required.  The only catch is that secu-
rities must be either safekept at the
FHLBI or with a third-party custo-
dian.

Few institutions have enough
security collateral to cover their bor-
rowing needs.  Usually, institutions
that exclusively pledge security col-
lateral eventually opt for an arrange-
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ment providing greater borrowing
capacity, such as the blanket collat-
eral arrangement.

Blanket collateral
The blanket collateral arrange-

ment is by far the most popular col-
lateral strategy.  The standard blan-
ket collateral arrangement enables a
member to pledge 1-4 family mort-
gages and multifamily loans.  Under
the blanket collateral arrangement,
the FHLBI will lend approximately
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$0.69 for every dollar of book value
collateral (145% coverage require-
ment).  For many institutions, the
standard blanket collateral arrange-
ment provides sufficient borrowing
capacity to meet liquidity and
growth needs.

The blanket collateral arrange-
ment is not without its costs.  A
single page, quarterly collateral re-
port must be filed with the FHLBI
credit department.  Also, an annual
verification of collateral is required
from each borrowing member’s in-
dependent auditors.  Most audit
firms charge approximately $3,000
to perform this service, but costs
differ based on auditing firms and
complexity.

Specific and physical
collateral

For a variety of reasons, not all
members are eligible for blanket col-
lateral status.  These institutions of-
ten pledge their 1-4 family mort-
gages via either the specific listing
or physical possession collateral
pledge arrangements.  In both cases,
eligible mortgages receive a more
favorable coverage requirement
(125% of market value) than in the
standard blanket arrangement.

Specific and physical mortgage
pledges require more administra-
tion than the blanket arrangement.
Both arrangements require institu-
tions to select and assign specific

loans to the FHLBI as collateral. Both
arrangements require monthly up-
dates of information, such as out-
standing balances.  As with the blan-
ket arrangement, the specific pledge
arrangement requires the submission
of an annual collateral verification.
Since the physical pledge arrange-
ment requires the FHLBI to hold the
original mortgage notes, the annual
collateral verification is unnecessary.

Combining collateral
arrangements

The various collateral arrange-
ments can be combined to produce
additional borrowing capacity.  For
example, a combination of a blanket
pledge of mortgages and a pledge of
securities will produce greater bor-
rowing capacity than either arrange-
ment alone.  A combination of secu-
rities and a specific mortgage pledge
often produces the maximum pos-
sible FHLBI borrowing capacity.
That is, unless other real estate re-
lated collateral types are considered
as well.

Other real estate related
collateral

Not all institutions have suffi-
cient securities and residential mort-
gage collateral to cover their borrow-
ing needs.  The recent passage of the
Federal Home Loan Bank Modern-
ization Act authorizes the FHLBI to
accept “other real estate related col-
lateral” for borrowings.  At the
present time, the FHLBI has been
approved to accept commercial real
estate and home equity loans.  These
new collateral options allow institu-
tions to increase their borrowing ca-
pacity up to an additional 1.5 times
core capital, collateral permitting.

While pledging commercial real
estate and home equity loans will
increase borrowing capacity, it is the
most labor intensive and costly of all

collateral options.  First, institutions
must apply to the credit department
and submit a copy of lending poli-
cies.  Prior to pledging either com-
mercial real estate or home equity
loans, analysis must be conducted to
ensure that minimum collateral cri-
teria are met.  In the case of commer-
cial real estate, information must be
submitted for each pledged loan.  Fi-
nally, the annual collateral verifica-
tion letter will be required to cover
all pledged collateral.  Since pledg-
ing commercial real estate and home
equity loans will add to audit com-
plexity, the cost of the annual collat-
eral verification may increase as well.

As exciting as they are, the new
collateral options tend to produce
less borrowing capacity for a given
level of effort and cost. For this rea-
son, these types of collateral should
be pledged only after careful consid-
eration.  If your institution would
like to pledge commercial real estate
or home equity loans please contact
the credit department at (800) 442-
2568.

Implications of the new policy
As institutions increase their

usage of the FHLBI, it becomes ap-
parent that not all loan growth is
equal from a liquidity perspective.
Institutions should consider the im-
pact of asset growth plans on their
FHLBI borrowing capacity.  For ex-
ample, increasing mortgage loans
will increase borrowing capacity
more than commercial real estate
lending.  However, commercial real
estate lending will increase borrow-
ing capacity more than indirect auto
lending. If an institution’s projected
borrowing needs are large, lending
that meets FHLBI collateral guide-
lines should receive special consid-
eration.  Ultimately, these consider-
ations should be reflected in areas
such as loan pricing and policies.


