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The Federal Home Loan Bank system has faced a barrage of criticisms recently, one of the most common 
of which has been that the FHLBs increase instability in the financial system. In this brief, we address this 
argument by explaining how the FHLBs stabilize the financial system in times of stress and showing how 

the system reduces the risk of bank failure, particularly for the nation’s smaller banks.

The Federal Home Loan Bank system is a little-known network 
of 11 lending cooperatives established in the early days of the Great 
Depression to support financial institutions in the mortgage market. 
With the backing of the federal government, the FHLBs can borrow 
money at a near risk-free rate, which allows them to lend to their 
member commercial banks, credit unions, community development 
financial institutions, and insurance companies at lower rates even 
during the worst of economic times.

This proved invaluable during the banking crisis in March. As banks 
saw their depositors run for the door, many turned to the FHLBs for the 
cash to pay depositors and meet other obligations. The Federal Reserve 
eventually stood up a lending facility called the Bank Term Funding 

Program to help. But it took several weeks to open, and even then many 
banks were initially wary of the unfamiliar rules or the stigma that some 
in the market might attach to it. Meanwhile, the FHLB system effective-
ly functioned as a first responder, providing its members with a liquidity 
lifeline between the initial outflow of their deposits and the standing-up 
of the Federal Reserve’s new facility (see Chart 1).

The FHLB system has played this role in times past. In the runup 
to the global financial crisis, when the house price bubble burst and 
liquidity in the financial system dried up, the FHLBs stepped in with 
critical funding for their members. It took nearly a year for the Fed-
eral Reserve to gear up the facilities needed to backstop the market, 
and as with the more recent liquidity crisis, many institutions were 
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Chart 1: Forcing Banks to Look for Liquidity
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https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4135685
https://www.economy.com/content/economy/pdf/In-Defense-of-the-FHLB-System-Zandi-Parrott-April-2023.pdf
https://www.economy.com/content/economy/pdf/In-Defense-of-the-FHLB-System-Zandi-Parrott-April-2023.pdf
https://fred.stlouisfed.org/series/DPSACBW027SBOG
https://www.federalreserve.gov/monetarypolicy/bst_lendingother.htm
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initially wary of the signals tapping these facilities might send. The 
Federal Reserve’s efforts were ultimately essential to the stability of 
the system, but the immediate presence of the FHLBs bought time 
for their members and the Fed, reducing the damage done to the 
economy—precisely the dynamic that played out in the more recent 
banking crisis.

Several critics have nonetheless argued that the FHLBs increase 
systemic instability, pointing to their funding of failed Silicon Valley 
Bank and Signature Bank as recent evidence that the FHLBs amplify 
rather than decrease risk in a time of stress. But by focusing on in-
stances in which a member has failed in a time of stress and not on 
the many more in which they have not, critics are missing the overall 
impact of the FHLBs.

Modeling bank failure
To assess the FHLB system’s impact on systemic risk, we focused 

on its impact on bank failures, applying a probit model to the 534 
bank failures since 2001. The probability that a bank will fail is mod-
eled as a function of year-over-year changes in standard measures of 
a bank’s financial strength: Tier 1 capital, nonperforming assets, and 
liquidity, which includes cash, deposits and federal funds. These are 
the core measures used by the FDIC in its CAMELS rating system for 
evaluating the safety and soundness of a bank.

To capture the impact of FHLB lending on a bank’s probability of 
failure, we include FHLB advances as a percent of assets and the year-
over-year change in FHLB advances. The explanatory variables in the 
model are all lagged by one quarter, as failed banks do not submit 
call reports to the FDIC—the source of the bank data—for the quarter 
of their failure.

Not surprisingly, after controlling for bank size, the probability of 
bank failure declines with an increase in Tier 1 capital or a decrease 

in nonperforming assets (see Table 1). The probability of bank failure 
also increases when banks increase their liquidity as their balance 
sheets deteriorate. The relationship between bank failure and these 
measures is highly statistically significant.

The model results also show that an increase in a bank’s use of 
FHLB advances reduces its odds of failure. While the impact is not as 
large as that of Tier 1 capital, liquidity, or nonperforming assets, it is 
statistically significant, decreasing a bank’s probability of failure by as 
much as a third.

This is as one would expect given the first responder role played 
by the FHLBs. In times of stress, member banks often increase their 
use of advances to fill the void left by fleeing depositors and other 
sources of funding, reducing their likelihood of failure.

The case is most compelling for smaller banks. An increase in 
FHLB advances reduces the odds of a bank failure most significantly 
for banks with $50 billion or less in assets. This is also intuitive since 
smaller banks often have less durable access to capital in times of 
stress, making the FHLBs particularly important to ensuring the na-
tion can support so many small banks. The impact of FHLB advances 
in times of stress is less clear for larger banks. This is in part because 
of their access to a wider range of sources of capital through the busi-
ness cycle, but also because in the most stressful market in several 
decades, the global financial crisis of 2008, the federal government 
either backstopped or found buyers for the larger institutions to fore-
stall their failures.

While an increase in FHLB advances reduces the odds that a bank 
will fail, the more consistently a bank makes heavy use of FHLB ad-
vances, the greater the odds it will fail, all else equal. This too makes 
sense, as banks that consistently rely heavily on FHLB advances are 
more likely to be managing recurring stress. These banks, for which 
advances consistently comprise a higher percent of their assets, tend 
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https://www.moneyandbanking.com/commentary/2023/8/2/reforming-the-federal-home-loan-bank-system
https://www.moneyandbanking.com/commentary/2023/8/2/reforming-the-federal-home-loan-bank-system
https://www.frbsf.org/economic-research/publications/economic-letter/1999/june/using-camels-ratings-to-monitor-bank-conditions/
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to have assets of between $1 billion and $250 billion, many of which 
have complex balance sheets but not the numerous alternative 
funding sources available to the large systemically important banks 
(see Chart 2). They also tend to hold mortgage loans and mortgage-
backed securities, which are inherently risky long-duration assets 
that face significant interest-rate and credit risk. Of course, support-
ing mortgage lending is a critical mission of the FHLBs, which they do 
by taking banks’ mortgage portfolios as collateral for advances.

This underscores the only other relevant quantitative research we 
are aware of on the impact of the FHLBs on financial stability, which 
was done by the FDIC in 2005. In that study, FDIC researchers used 
a probit model to find that more aggressive use of FHLB advances 
increased the probability of a CAMEL downgrade. That is, a bank that 
uses more FHLB advances as a percent of assets is more likely to 
experience a weakening in measures of its safety and soundness and 
thus a lower CAMELS rating. It should not be surprising that banks 
use more FHLB advances in the difficult conditions that lead to a 
deterioration in their CAMELS ratings. That, after all, is the point of 
the system. Arguing that this is a problem, however, is akin to arguing 
that a bank’s reliance on the Federal Reserve’s discount window is the 
cause of its instability rather than an effect.

The percent of banks that failed over the last quarter century is 
only 0.09% (see Table 2). As this provides a crude estimate of how 
likely it is that a particular bank will fail, our probit model accounts 
for changes in a bank’s financial condition to provide more useful 
numbers. For instance, a bank with a median level of FHLB advances 
and year-over-year changes in Tier 1 capitalization, liquidity, asset 
quality, and FHLB advances has a predicted failure probability of 
0.38%. If that bank increases its year-over-year FHLB borrowing to 
the 95th percentile, all else being equal, its predicted failure probabil-
ity falls to 0.32%, for a drop of 17%. The effect is stronger for a more 
distressed bank. For a bank at the fifth percentile in our other control 
variables, an increase in year-over-year FHLB borrowing from the 
median to the 95th percentile lowers the predicted failure probability 
from a range of 0.49%-0.55% to 0.35%-0.38%, for a drop of about 
30%. For banks with $50 billion or less in assets under management, 
this reduction is still larger.

Our model results are robust to a wide range of specifications, pe-
riod effects, and the inclusion of various other measures of banks’ fi-
nancial strength. In all these variations, an increase in FHLB advances 
results in a statistically significant reduction in a bank’s probability of 
failure (see Table 3).

Keys to stability
The results of the analysis support our view that the FHLBs are a 

source of stability to the financial system, not instability. If anything, 
the system should be expanded rather than diminished. We have 
learned repeatedly over the last two decades that the financial sys-

tem is overly vulnerable to liquidity shocks, and the housing finance 
system is no exception. Indeed, the single greatest risk to the housing 
finance system may well be the risk of losing funding faced by small 
and medium-size independent mortgage banks that now dominate 
the housing finance system, a risk that could be meaningfully re-
duced by giving them access to the liquidity lifeline offered by the 
FHLB system.

It is critical that the financial system have some source of liquid-
ity available in the periods of stress before the Federal Reserve can 
step in with an effective emergency facility. But it is not obvious what 
source that might be other than the FHLBs.

The Federal Reserve’s discount window is too limited to play the 
role. Even ignoring the stigma that makes those eligible reticent to 
use it, the Fed caps primary credit from the window at 90 days and 
secondary credit somewhere between a few days and overnight, 
where longer-term funding is often necessary to allay fears in a li-
quidity crisis. It is also largely limited to banks in good standing, put-
ting it out of reach for many of those that would most need it in the 
conditions at issue here. Another problem is that the Fed is not able 
to take credit risk without appropriate support from the Treasury, 
which may require an appropriation from Congress, likely slowing 
down or otherwise undermining the needed response.

These limits on the Federal Reserve’s discount window force 
policymakers to invoke section 13(3) of the Federal Reserve Act to 
provide more effective support in times of stress. But as we have 
discussed, it takes time to bring these facilities to the market in a way 
that is effective. Congress could create a similar facility that remained 
in place through the business cycle, but doing so would commit the 
Federal Reserve to a fiscal policy role that may conflict with its role 
managing monetary policy—and to managing a critical lending facil-
ity for the very institutions it is supervising.

More important, it is not at all clear that having the Federal Re-
serve play the role of a more active first responder would protect the 
financial system or the taxpayer any better than the FHLB system 
does today. After all, in the FHLB system, the taxpayer stands behind 
strong counterparty protections, overcollateralization, and the joint 
and several liability of the 11 FHLBs. It is not clear why policymakers 
should give that up so that the Federal Reserve could supplant the 
FHLBs as banks’ primary source of liquidity every time more volatile 
sources of liquidity withdraw.

In the century since the FHLBs were established they have been 
instrumental in limiting the frequency and severity of financial crises, 
a role that was on clear display in the global financial crisis and again 
in the recent banking crisis and is borne out by the analysis here. The 
FHLBs could use some updating, but that means building on this 
critical, if poorly understood, network of institutions to serve more of 
the financial system, not handicapping them. We need more from the 
FHLBs, not less.

https://www.fdic.gov/analysis/cfr/2005/wp2005/2005-10.pdf
https://www.urban.org/sites/default/files/2023-04/In%20Defense%20of%20the%20Federal%20Home%20Loan%20Banks_0.pdf
https://www.urban.org/sites/default/files/2023-04/In%20Defense%20of%20the%20Federal%20Home%20Loan%20Banks_0.pdf
https://www.urban.org/research/publication/housing-finance-glance-monthly-chartbook-september-2023
https://www.urban.org/research/publication/housing-finance-glance-monthly-chartbook-september-2023
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