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Motivation and Research Question

 Bank funding sources: retail deposits and wholesale funding.
• >25% of banks’ total liabilities came from wholesale funding during 2002-2018.
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Motivation and Research Question

 Bank funding sources: retail deposits and wholesale funding.
• >25% of banks’ total liabilities came from wholesale funding during 2002-2018.

 In wholesale funding, government agencies are intensively involved to help support bank lending.
• Examples: Federal Home Loan Banks (mortgage), Farm Credit Banks (agricultural lending)

 Research Question: How does government-sponsored wholesale funding affect bank lending?
• No consensus.
• Previous literature focuses on banks’ risk taking and liquidity transformation

M y  contribution: first to  examine the  effect through changing banks’ market structure.

D a y i n  Z h a n g  ( U W- M a d i s o n ) 1 / 1 5



Empirical Setting: Federal Home Loan Banks (FHLB)

 A government-sponsored funding program: member banks access low-cost wholesale funding 
(mortgages as collaterals).

 Treatment: access to FHLB funding (advances)

 Key features: 
• FHLB advance rate close to treasury yield with comparable maturity.
• FHLB gives the same rate to member institutions, regardless of size.

 Membership Lending: banks have to (1) file application (go through a screening process), (2) 
purchase FHLB shares to join FHLB.
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Identification Strategy: Multiple-Target Mergers

 Identification Challenge: joining FHLB is an endogenous decision. 
• A simple comparison between FHLB and non-FHLB banks would suffer from selection bias.
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 Identification Challenge: joining FHLB is an endogenous decision. 
• A simple comparison between FHLB and non-FHLB banks would suffer from selection bias.

 Explore exogenous FHLB membership change due to bank mergers.
• But a simple event study on mergers would mix merger effect and FHLB effect.

 Thus, I consider multiple-target mergers that contain both FHLB and non-FHLB targets.
• FHLB member targets serve as a natural control group for non-FHLB member targets.

 Final sample: period 1994-2016; 174 multiple-target mergers (504 target banks). 
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Multiple-Target Merger Example
Fig 1: Illinois National Bank M&A in Sangamon County (2003)
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Bank Effect #1: FHLB Funding Reduces Mortgage Rate by 18 bps
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Bank Effect #2: FHLB Funding Increases Mortgage Lending by 16.3%
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Bank Effect #3: FHLB Banks Shrift to Fixed Rate Mortgages
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Bank Effect #4: Smaller Banks React More Strongly to FHLB Access
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Spillover Effect to Local Market (Census Tract)
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Spillover #1-1: Market Competition Improves (HHI decreases by 1.5 ppts)
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Spillover #1-2: Interest Rates Fall (by 8 bps) with More Competition
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Spillover #1-3: Market Mortgage Lending Increases (by 5%)
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Spillover #2-1: Community Banks More Responsive to Local Shocks
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Spillover #2-2: FHLB Improves Mortgage Pricing Efficiency

 Structural Model Implies:

• With FHLB, nation-wide mortgage 
rates are more responsive to local 
economic conditions.

• Aggregate default drops by 1bp.
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Takeaways

Government-sponsored wholesale funding facility (FHLB)

 passes cheaper funding to the borrowers (⇓ 8 bps);

 increases market competition, thus improves the cost reduction pass-through (⇓3 bps, ⇑$50 Billion).
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Thank You!
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