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FOREWORD
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many individuals who contributed their expertise to this report. The Bureau
wishes to acknowledge the valuable assistance provided by the Finance
Division of the State Department of Budget and Finance and the Treasury
Division of the City and County of Honolulu Department of Finance. The
Bureau also wishes to acknowledge the assistance of the many banks and
savings and loan associations that contributed their time and knowledge to
this report.

Samuel B. K. Chang
Director

March 1989



TABLE OF CONTENTS

Page
FOREWORD . e e i
INT RO DU T ION L e e e e e e e e e s 1
INVESTMENT OF PUBLIC FUNDS .. i o e e e 3
Collateralization of Public Deposits . (.o i i i e et 4
The Cost of Deposit Collateralization....... ... .. .. .. . .. . .. .... 7
DEPOSIT COLLATERALIZATION IN HAWAIL ... . ... . .. . s 9
Historical Development of Section 38-3, Hawaii Revised Statutes ... 9
The State's Cash Management Program ......... ... 16
The State's Collateral Portfolio. ... . i i e 20
DEPOSIT COLLATERALIZATION: THE PERSPECTIVE OF
DEPOSITORIES IN HAWALL. ... i e e 25
Collateralization and Public Depositories in Hawail ................. 25
Alternatives and Proposals for Deposit Collateralization........... .. 31
Asset-backed Securities as Collateral for State Deposits......... 32
Mortgage-backed Securities ... ... .. . L i il 36
Consumer loans as Collateral For State Deposits ............... 38
DEPOSIT PROTECTION PROGRAMS IN OTHER JURISDICTIONS......... 40
Deposit Protection Programs in Other Jurisdictions................. 41
The State Money Mangagement Act of Utah....... ... ... ... ... .. ... 47
The State Public Deposit Protection Act of Washington .......... ... 47
The Program of the City and County of Honolulu .. ... ... ... ..... 49
EVALUATION OF THE STATE'S COLLATERALIZATION
ALTERNATIVES L e e e e e e 51
Alternate Deposit Protection Programs ... ... . . . .. 51
The Discount Function of the Federal Reserve System as
it Relates to Public Deposit Collateralization in Hawaii........... 52
Consumer Loans as Collateral for State Deposits ................... 55
CARS and CARDS as Collateral for State Deposits ................. 59
CMOs and REMICs as Collateral for State Deposits ........... ... .. 65
CONC LUSION e e e e e e 69
Findings and Recommendations . ... ... .. i, 72
Recommendation b ... .. e e i3
Recommendation 2 .. ... ...ttt ittt iraaiaeaaseeeannnen 4

it



3-1
3-2
3-3
3-4
3-5
3-6

3-7
4-1
4-2
5-1

5-2

5-3

6-1

6-2

FOOTNOTES . e e e e e e e e e e 75
EXHIBITS

Survey of Yields on Investments on Time Certificates of Deposit ..... 12

General Fund Earnings ... i e 13

Section 38-3, Mawaii Revised Sfatutes. . ... .. ... 15

Time Certificates of Deposit with Financial Institutions ............... 17

General Fund Interest lncome on Investments ......................... 18

Summary Statement of Deposits and Investments

in the State Treasury ... i e e e 19
Summary of State Deposit Collateral Securities ................ ... ... 21
Comparative Statement of Condition of State-Chartered Banks ......... 28
Interest Rates and Bond Yields...... .. .. . . . . i i 30
Eligible Collateral for Deposit Pledging ... ... .. .. 42

Pledging Requirements for the Protection of Deposits of
Public Funds: Percentage of Coverage Required .............. ... .. ... 43

Survey of Acceptable Collateral for Public Deposits
in Eleven Western States ...... ... ittt i an e 44

Comparison Between Bank of Hawaii's Proposed Interest Adjustment

Rate and Interest Actually Earned by the State....................... 57

Suggested Collateralization Ratios to be Used in a

Monthly Mark-to-Market Program ........ ... .. ... . i 66
APPENDIX

House Resolution No. 245 of 1988 ... ... . . i i 81



Chapter 1

INTRODUCTION

House Resolution No. 246 {Appendix A) was adopted by the House of
Representatives during the 1988 Reguiar Session of the Legislature in
response toe the controversy which arose over the introduction and eventual
passage of Senate Bill No. 3175, entitled: "A Bill for an Act Relating to the
Deposit and Investment of State Funds.” Senate Bill No. 3175, was offered at
the request of the State Administration as the result of a 1987 survey
conducted by the Department of Budget and Finance which found that among
the eleven western states participating in the survey, the State of Hawaii
received the lowest rate of interest on public funds placed in time certificates
of deposit {(CD) with financial institutions authorized to conduct business
within that state. According to the survey, the average annual interest
earned by the Sfate on investments placed in CDs during 1987 was 5.75
percent while the average interest earned by other state treasuries on
comparable investments during the same period was approximately 7.27
percent.

The purpose of S.B. No. 3175 was to provide the Director of Finance
with "greater flexibility” in the banking of public funds and to "improve on
the rate of return thereon consistent with the safety of such deposits”.! In
essence, the bill provided the Director of Finance with the authority to
deposit state funds in out-of-state depositories by removing the restriction
that all such funds should be deposited with financial institutions authorized
to conduct business in the State of Hawaii. The intent of the measure was to
provide the director with the opportunity to invest state funds in depositories
that may be offering higher vields and to perhaps encourage those in-state
institutions receiving deposits of the State to offer rates of interest more
comparable to those being offered on the mainland marketplace.

The members of Hawaii's banking and savings and loan associations
collectively opposed the passage of the measure citing the egconomic benefits
which, they contended, would be forfeited by the State in its pursuit of the
outwardly attractive vields being offered by other banks.? Critics of the
measure warned the Legislature of the possible disruption of the "multiplier
effect” which purportedly internalizes the benefits of an in-state deposit to
the economic network of that particular state by providing local depositories
with the capacity to increase their lending of mortgages and consumer loans
to the community which, in turn, would resuit in the expansion of the taxable
base of that state and its counties. The banking industry cautioned that this
policy would result in the exportation of public funds along with the economic
advantages associated with the investment of such funds locally.

in addition to the preceding argument, representatives of the local
banking industry also expressed their concern over the State's deposit
collateralization policies--claiming that the "stringent practices™ of the State
constituted a primary factor in the banking industry’s inability to offer better
rates of interest on state deposits.? Bank association representatives claimed
that the State's practice of accepting only those securities exhibiting the
highest degrees of security and liguidity {usually direct or indirect
obligations of the federal, state, and local governments) as coliateral against
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the State's deposit, played a major role in the local industry's growing
difficulty and unwillingness 1o readily accept such deposits. The bank
association  testified that the State maintains “a wvery restrictive
collateralization requirement” and that deposit security is achieved only at a
"cost in the earning power” of the public deposit.*®

Bank representatives testified that "other states do not have such
stringent collateralization policies” and therefore "earn more but at a cost of
greater risk’ to the public deposit.® A suggestion was submitted to the
House Commitiee on Finance to study the collateralization policies of the State
to enhance its investment earnings.

Despite the controversy which followed the measure throughout its
legislative review, S$.B. No. 3175, S.D.1, H.D.T, was approved by the
Legislature and was signed info law by the Governor as Act 78, Session Laws
of Hawaii, Regular Session of 1888,

House Resolution No. 246 was adopted to address the issues and
concerns brought 1o light during the 1888 session of the Legislature
regarding public deposit collateralization in Hawaii. House Resoiution No. 246
requests the lLegisiative Reference Bureau to:

(1) Study and review the State's collateralization reguirements for the
deposit of public funds;

Determine whether higher investment vyields could be obtained on
public deposits through the adoption of less stringent collateral
standards without compromising fiscal prudence;

o~
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(3) Examine whether greater flexibility in the acceptance of various
other types of securities enumerated in section 38-3, Hawaii Revised
Statutes, would allow financial institutions which are not currently
depositories of state funds to receive such deposits; and

(4) Examine the actual programs and coilaterai requirements of other
states.

This report has been divided into seven chapters. Chapter 1 is the

introduction. Chapter 2 reviews the basic theories and raticnale behind
public deposit protection programs and briefly analyzes the problems generally
encountered by depositories in collateralizing public deposits. Chapter 3

presents an historical overview of the State's statutory requirements relating
to deposit collateralization and examines the cash management program of the
state Department of Budget and Finance. Chapter 4 examines the problems
and difficulties of iocal depositories in coliateralizing the State's deposits and
outlines the proposals and alternatives submitted by several public
depositories for consideration in this report. Chapter 3 reviews several
deposit protection programs currently maintained in other jurisdictions.
Chapter 6 examines the background of section 38-3{9), Hawaii Revised
Statutes, and discusses the function and purposes of the Federal Reserve
System on which the provision has been based. Chapter & also evaluates the
alternatives submitted by local depositories (which were ocutlined in Chapter
4}. Chapter 7 summarizes this report and presents its recommendations.



Chapter 2

INVESTMENT OF PUBLIC FUNDS

While the focus of public finance has typically centered on issues such
as taxation, debt management, and budgeting, the investment function of the
public sector plays a critical role in the fiscal performance of government,
constituting an important source of non-tax earnings 1t state and local
governments. With the steady growth of public sector revenues throughout
the middle decades of this century, the trend among most state and local
governments has been to broaden their reliance on the investment,
management, and cusiodial services of the banking industry. State and local
governmental investments currently held in time and demand deposits and
other investment securities nationwide have been estimated to exceed 81
triltion.?!

Banks, savings and lcan associations (S&ls), and other thrift
institutions? make up the variety of financial institutions typically entrusted
by governments to manage and safeguard their balances of "idle funds'--cash
reserves which may be in excess of the governmental entity's immediate
budgetary needs and can either be put to work earning the highest interest
possible or be allowed to remain idle and unproductive.?® Interest earnings on
state and local treasury investments nationwide in 1985 were estimated to have
exceeded $33.2 billion.* Moreover, while the advantages to public entities are
clearly evident, such investments are also viewed as beneficial to the economy
as a whole. Public, as well as private sector benefits which are theoretically
re-injected and "multiplied” throughout the network of a local economy are
believed to occur with the investment of public funds in local area
institutions. Financial institutions have become an essential component of the
fiscal administration of government as well as the economy.

State and local governments can no longer afford to function without the
involvement and assistance of the banking and thrift sectors. However, the
collapse of a financial institution should under no circumstances be allowed to
jeopardize the safety and liquidity of funds held in trust for the benefit of
the public. The recent failures of banks and S&tls in certain areas of the
country have brought about a new awareness of the importance of proper
cash management and deposit protection among government finance officials
and decision-makers., Banks and S&lLs have failed in numbers unparalleled
since the Great Depression; the Federal Savings and Loan Insurance
Corporation (FSLIC) faces serious financial problems; and troubled banks and
Sels continue to operate despite the threat they may pose to the stability of
solvent competitors, the federal deposit insurance funds, and the banking and
thrift industry as a whole.® The Federal Deposit Insurance Corporation
{FDICY reports that in 1886, 138 banks failed, and in 1887, 184 banks
failed.® Currently there are approximately 1,600 insolvent or nearly insolvent
banks on the FDIC's problem bank list--200 banks were expected to close
their doors to business by the end of 1988.7 Moreover, the Federal Reserve
System reports that since many institutions' book values sxceed their market
values, current book value accounting practices will probably understate the
number of institutions that are insolvent on a market value basis.®
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The nation's financial crisis extends even further within the S&lL
industry. The Federal Home Loan Bank Board (FHLBB) estimates that about
one in six of the country's more than 3,100 S&Ls is technically bankrupt and
that nearly one-third of the industry is losing money.? At the end of 1986,
the S&L industry had a net worth of $17.4 billion; by June 30, 1988, it was
down to $5 billion.*® Estimates of the cost of the banking industry's
"bailout” by the FDIC in 1988 range from $3 billion to $9 billion while FHLBB
estimates placed the price of eliminating 217 insolvent S&ls in 1988 at $38
bitlion. !

Coliateralization of Public Deposits

Public deposit security, which in the past has often been taken for
granted, has presently become an issue of considerable concern for treasury
managers at all levels of government. To ensure the safety and liquidity
status of public deposits, 43 states have enacted public deposit
collateralization statutes that require depositories to piedge marketable
securities against the deposits of the public investor.?? These actions appear
consistent with section 51533 of the National Banking Act which requires banks
to "give security for the safe-keeping and prompt payment of money so
deposited of the same kind as is authorized by law of the state in which such
association is located.”"?® A literal translation of this provision places the
responsibility of deposit collateralization solely on the discretion of the state.

Most public deposit collateralization reguirements were enacted during the
1930s when the failure of the economy led to the nation's greatest banking
disaster. During the four-year period from 1930 through 1933, there were
nearly 9,100 failures of financial institutions in the United States.'®* The
situation led to the greatest reform ever to occur in the banking industry.
in 1933 the Glass-Steagall Act was enacted by Congress prohibiting interest
payments on demand deposits, eliminating investment banking activities and
establishing the Federal Deposit Insurance Corporation, The rationale of
government in developing regulatory safeguards such as these was based on
the conviction that the deposits of government as well as the public deserve
protection. Moreover, the lessons learned over the course of the banking
crash of 1929 led Congress and the states to recognize the importance of
governmental stability during severe economic situations such as a banking
panic to ensure the maintenance of public order. Properly secured deposits
may provide governmental entities and the public with the assurance that
their investments are not jeopardized. Rather than contributing to collapse of
a nearly insolvent institution by withdrawing its unprotected accounts,
government investors may utilize properly secured deposits to work toward
the institution's as well as their own advantage in providing institutional
stability and deposit security.

A second concern pervasive among depositors maintaining large accounts
of public funds is the [imited extent to which their deposits are protected
under existing federal deposit protection insurance programs. Virtually all
governmental units take advantage of the deposit insurance protections
provided by the federal government. However, while the federal insurance
guarantee of $100,000 per deposit may seem more than adequate to serve the
needs of most private account holders, this guarantee protects but a miniscule
percentage of the deposits of most public entities whose accounts offen range
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in the billions of dollars. With few exceptions, FDIC and FSLIC insurance
coverage extends to only a single $100,000 deposit at any given depository.*'®
For example, assume that a treasury invests $110,000 in a certificate of
deposit with a depository where it maintains $80,000 in a demand account.
Under present FDIC coverage, the demand account of 380,000 would be
protected but only 816,000 of the certificate of deposit would be insured.
Should the depository fail, the unprotected $700,000 may prove to be a
monetary loss. Obviously, for investors with larger amounts deposited, the
losses would be more substantial. Collateralization provisions provide deposit
balances in excess of the FDIC and FSLIC limits with the requisite level of
deposit security and liquidity.

Apart from the considerations of deposit security and liquidity, local
governments, in the past, often viewed collateralization requirements as an
indirect incentive toward the bank and thrift industries to piedge municipal

debt as their instruments of collateral. Several proposals {o provide 100
percent federal deposit insurance coverage for public deposits have been
considered by Congress.!S However, in 1974, when Congress was

considering such a proposal, state and local officials asserted that their
borrowing costs would be increased because the banks in many states would
no longer be required or inclined to purchase municipal securities for public
deposits. !’ Congress held off on the enactment of fuil deposit insurance for
public deposits at least partially because of the lack of substantive
information it had regarding the effect such actions would have on the home
mortgage industry and the issuance of state and municipal obligations. ®®

Although research suggests municipal borrowing costs have indeed been
reduced as a result of collateralization requirements, recent federal tax law
amendments have eliminated many of the advantages formerly associated with
the municipal bond market. Prior to the amendments, income from municipal
bonds had been exempt from federal income taxes, so investors in high-income
brackets found this type of bond to be an attractive investment. Among tax
reform’'s negative effects for municipal issuers is the thinning-out of some
groups of buyers such as banks and corporations. Banks, for instance, lost
almost all the tax advantages they had for investing in tax-exempt bonds and
have gone from being holders of 35.1 percent of all outstanding tax-exempt
bonds in 1983 to holders of 25 percent in mid-1987, %3

Cash managers operating in the public sector deposit funds for short-
term purposes; their primary objectives are security and liquidity. VYield
considerations, although often discussed, have been subordinated by the
priority to protect capital. Typically, "risk-free” government securities such
as United States Treasury obligations, federal agency issues, and state and
municipal obligations which have an active "secondary market” are reguired to
he placed in escrow with the treasury or an independent trustee such as a
federal reserve bank.

Contingent on factors such as credit quality, marketability, maturity,
and the extent to which the security may be directly or indirectly guaranteed
by government or any other entity, collateral valuation ratios based on the
market value of the pledged security in consideration with the dolliar amount
deposited may range from 100 to in excess of 200 percent. This sliding scale
concept ensures compensation toward the depositor for the time, expense and
risk  invelved in liguidating inferior or less marketable securities, The
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valuation formula establishes the amount of assets in the form of collateral
securities required to be pledged by the depository in proportion to the
balance of deposits held in the public account. This relationship is converted
into a pledging ratio which is simply the dollar amount of the security needed
to fully collateralize one dollar of the public deposit. The pledging ratios for
government-insured, performance-tested investment securities such as United
States Treasury bills, notes and bonds are generally based on or nearly at
the par wvalue of the security (i.e., approximately a dollar-for-dollar basis--
about 100 to 102 percent), while the pledging ratios of securities issued by
lesser governmental units may range from 100 to 125 percent--meaning that a
minimum of $125 in municipal bonds may be needed to secure $100 of the
public deposit.?® Experimenial, untested, or uninsured instruments of, for
example, private corporations may be assessed pledging requirements of 200
percent or more.?’ |n the event of a bank failure, the public depositors can
liquidate the collateral in the marketplace--hopefully in a timely manner, and
on a dollar-for-doliar basis.

Collateral piedging transactions range from the traditional arrangement in
which a depositery transfers custody of its collateral instruments to the
public depositor or a trustee in exchange for the deposit, to the somewhat

more specialized "repurchase agreement”. A repurchase agreemsnt consists of
two simultaneous transactions. The first is the purchase of securities used
as collateral by an investor from a dealer {which can be a bank}. The

second is an agreement by the dealer to repurchase the securities (at a
predetermined date} structured so that the investor receives a Known return.
The transaction is viewed as a simuitaneous sale and purchase of coilateral
securities. A repurchase agreement is thus a short-term loan from the
investor to the dealer. Open repurchase agreements are an excellent
investment vehicle as a replacement for bank time certificates of deposit in
that it allows the investor to tailor the time period to meet investment needs
at a known rate of interest. These agreements do not have a fixed maturity
and collateral can be pledged since it is either a buy and sell agreement or a
collateralized loan depending on the legal interpretation.??

The coilateralization programs of the wvarious states and municipalities
vary in accordance with the overall guidance provided under their respective

state laws. In general, collateralization programs can be grouped into three
broad categories: (1) those states requiring no collateralization programs;
(2} those programs requiring partial deposit collateralization; and (3} those
programs requiring full deposit collateralization. Programs requiring full

deposit coliateralization are the most pervasive while the states of Fiorida,
Washington, and Connecticut maintain partial or “collateral pool” arrangements
with their depositories.?? The collateral pool alternative is based on the
presumption that financial institutions located within a given state should
collectively pledge at least enough collateral securities to provide adeguate
protection against default by the institution maintaining the largest deposits
of the state or municipal investor. Thus, if the largest bank in a state were
to hold 25 percent of all public deposits, the appropriate ratio of collateral
pledging would be 25 percent per institution. This shared risk approach
results in an arrangement that protects against any individual depository’s
collapse by requiring a collateral pool that exceeds the total public deposits in
the jargest financial institution,
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Obviously, in situations where a state requires no collateral, placing
funds in certificates of deposit with local institutions would amount to an
"unsecured lcan” to local depositories. Given these circumstances, the only
alternative would be to secure the best bank evaluation service available and
follow its recommendations as to the c¢reditworthiness of local institutions.

The Cost of Deposit Collateralization

Despite government's conviction that collateral regquirements perform an
essential function in securing the property of the public, arguments have
been raised in regard to the apparent privileged status afforded to public
deposits. One argument regarding public deposit protection programs is that
they impose excessive costs upon financial institutions seeking to conduct
business with public entities. The Government Finance OCfficer's Association
(GFOA)} found in 1984 that many financial institutions charged their public
clients from 25 to 200 basis points (.25 percent to 2.00 percent) in diminished
vield for the administrative costs of providing collateral securities to secure
public deposits. Typically, the cost is passed on to the depositor through a
reduction in the interest rates offered by the institution.?®

The rate of interest is also affected by the profit margin of the
institution. Any institution that accepts a public deposit does so in order to
make a reasonable profit. it should be understood that an institution's
earnings on investment securities {i.e., U.S. Treasury notes, bonds or bills)
used as coilateral is often less than the return the institution may receive on
its loans.?®® Given their strong preference for lending over investing in
securities, commercial banks may have little "left over capacity”, if any, to
add to its investment portfolios beyond secondary reserve requirements
particularly during periods of strong loan demand or restrictive monetary
conditions. Due to these factors and the costs of maintaining collateral in
safekeeping, the depository’s return on collateralized deposits may be
diminished. ?°

Deposit coliateralization policies may place even greater constraints on
smaller institutions which tend to be more agressive than larger banks in
their loan programs and may have even smaller secondary reserves.
Collateralization reguirements may restrict the lending potential of the
institution to the extent that the bank may be required to use its deposits to
buy securities to pledge as collateral for the public deposits.?? The result
may be that smaller banks may find that the "loanability” of public deposits,
especially during periods when lcan demands are high, may be very limited.

The Congressional Advisory Committee on Intergovernmental Relations
cbserved in 1979 that the effects of collateral pledging on the banking system
may include the foliowing:?®*

1. The ability of banks to lend mav be affected.
2. Barnks may be prohibited from achieving their desired portiolio
composition. State programs that require collateral pledges

equal to 100 te 110 percent of their depcsits are costly to
banks and may negatively impact their portfolic composition and

Tiguidiry.
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3. Liquidity of the financial institution may be weakened., When a
pledged security is sold, it must be replaced with another
eligible security. This time consuming process may unduly

affect the vyield of the investments, especially in smaller
banks or those with substantial public deposits.

4. Collateral requirements tend to lower the rates banks are
willing to pay for public deposits.

5. The effect on bank earnings, while unmeasured in total, is
recognized to be negative.

Conflicts over the issue of public deposit collateralization between
government and the banking industry occur nationwide. Indeed, the
difficulties experienced by the banking establishment in Hawati have been
experienced by depositories accepting public funds in other areas of the
country. However, there is no indication that state and local collateralization
programs throughout the country are relaxing their collateral requirements.
instead, the current trend in the nation is toward more diligent collateral
monitoring and valuation routines and stricter collateral evaluation standards.
Government's obligation toward safeguarding the resources of the public and
the evident instability of much of the nation’s banks and thrifts have served
to foster a more conservative approach in the management, investment, and
protection of public deposits.



Chapter 3

DEPOSIT COLLATERALIZATION IN HAWAILI

Historical Development of Section 38-3, Hawaii Revised Statutes

Hawaii's statutory requirements for public deposit collateralization were
enacted in 1909 by the Territorial Legislature and later codified as section
133-3, Revised Laws of Hawaii. While the original requirements for deposit
collateralization have been expanded and amended substantially over the
vears, the basic objective and intent of the original law has remained intact--
to ensure the safety and liquidity of public deposits.

As it appears in the Revised Laws of Hawaii, 1955, section 133-3
required depositories accepting deposits of public funds fo place in the
custody of the treasury, bonds or warrants of the Territory, the United
States, or any city of the United States in amounts at least equal to the par
or market value of the security in the amount of funds deposited, contingent
on the class of security accepted as collateral. The law further authorized
the acceptance of industrial bonds approved by the courts of the Territory in
an amount at least 25 percent in excess of the deposit placed in any bank.
It is important to note that while the classes of securities eligible to be
pledged as collateral were identified under the law, the ultimate determination
as to the acceptability of such securities as part of the treasury's portfolio
was left to the judgment of the treasurer.

In 1968, the Legisiature reformatted chapter 133, Revised Laws of
Hawaii, and recodified it as chapter 38, Hawaii Revised Statutes. Securities
acceptable by the director of finance as collateral were now assembled into
nine categories of eligible instruments including bonds, bills, notes,
debentures, warrants, other evidences of indebtedness and other safe bonds
approved by the governor issued by: the State, its counties, its agencies
and any improvement district or frontage improvement of the State; the
federal government and its agencies; and, other states and their counties.

Recognizing the potential benefits public deposits may have on the
promotion of mortgage lending by banks and savings and loans into the
community, the Legislature, in 1970, expanded the State's collateralization
standards to include residential mortgages guaranteed by the federal
government. To ensure security, however, the amendment also provided that
in the acceptance of such securities as collateral, the director of finance
“shall require mortgage loans representing no less than $120 of the unpaid
principal for each $100 of deposit”. Senate Standing Committee Report No.
505-70 predicted that the bill would "help relieve the housing shortage and
reduce interest rates on home mortgages to the taxpaver”. The committee
report further qualified, however, that since the provisions were not
mandatory, state and county treasurers would be allowed to “use their
discretion” in developing their portfolios. The measure also incorporated a
provision taken from California law which permitted the director to forego the
need to collateralize that portion of a deposit that was already insured under
deposit insurance programs of the federal government.
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In 1978, the issue of public deposit coilateralization was reviewed by the
Committee on Taxation and Finance of the Constitutional Convention. The
primary focus of the commiitee was the inequitable distribution of public
funds between commercial banks and local savings and loan associations.
Resoiution No. 26 noted that 98.7 percent of the State's deposits were placed
in tocal banks, while a total of only 0.3 percent was deposited with Ssls.

Standing Committee Report No. 102 contended that "public funds should
be distributed among financial institutions on a more equitable basis.” The
committee observed that the situation at that time appeared to stem from “a
concern that federally insured home loan mortgages do not constitute
sufficiently secure or liquid collateral.” The committee felt that the
acceptance of such instruments as coliateral would permit the local S&L
industry to participate in the public funds market to a greater degree. The
committee noted that larger deposits of public funds in local S&Ls would assist
these institutions in the financing of more home mortgage loans and that such
deposits would have a favorable effect on Hawalii's economy.

Although it felt that a constitutional amendment to address the problem
was inappropriate, the committee resolved that a more equitable distribution of
the State's deposits among all institutions was desirable and that $&lLs should
receive a larger share of the State’s public funds.

A significant amendment to Hawaii's collateralization requirements
cccurred during the Regular Session of 1884. House Bill No. 2527-84, as
originaily drafted, proposed to reduce the percentage of collateral required to
be pledged on the amount of a public deposit from 100 to 50 percent.
Testimony presented hefore the House Committee on Finance by local banking
representatives pointed to several factors which, they argued, made the
policy change necessary:!

(1) The highly volatile rates of interest during the early 1980's caused
by the change in the Federal Reserve System's economic policy in
1979 from one which focused on controlling the economy's interest
rates to one which focused on controlling the money supply;

{2) The relative increase in the amount of public funds placed in local
depositories (requiring collateralization) during that period of time;
and

(3) The decline in investment securities held by local depositories as a
percentage of their total assets,

Faced with continuing demands for consumer loans, bank representatives
testified that local depositories were confronted with a situation in which the
acceptance of public deposits represented a reduction in, rather than a
source of, lendable dollars by a bank. Supporters of the measure held that a
reduction in the deposit collateral requirement from 100 to 50 percent would
afford more flexibility to the banking industry in meeting the public's demand
for loans.?

The state administration opposed the measure as originally introduced,
stating that the proposed amendment would result in the exposure of that

10
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portion of the State's deposits not subject to collateral protection to potential
ioss.? In response to this concern, the House Committee on Finance amended
the measure with an alternate amendment offered by the banking industry.
House Standing Committee Report No. 435-84 reported that the compromise
would not oniy "provide much of the additional flexibility required by the
banks” but that it would also ensure "the necessary protection against risk of
loss by continuing the State's requirement for full collateralization”.

Although the amendment that was finally incorporated intoc the bill bore
no resemblance to that which was proposed in the original draft, members of
the banking industry held that the measure would facilitate the achievement of
the same result. Rather than limiting the extent to which the treasury could
collateralize its deposits, the bill, as amended, provided the director with the
discretion to consider a wider variety of investment security alternatives as
eligible for collateral pledging. In effect, the new amendments to section 38-3
authorized depositors of public funds to consider other assets on the books of
a depository “'which are eligible to secure advances from the Federal Reserve
Banks under the regulations of the Federal Reserve Board” as eligible
collateral, provided that no more than 50 percent of the public deposits held
by-a depository could be secured by assets of that class.

in essence, section 38-3{(9) became a "catch-all" clause, constituting the
broadest, most all-inclusive category of eligible collateral securities in the

section. Conceivably, because of its broad applicability over the entire
section, paragraph (9) possessed the capacity to stand alone as a single all-
encompassing category. However, due of the fact that the paragraph also

enabled the acceptance of collateral securities which fell beyond the former
scope of the section, paragraph (9) requires special analysis {see Chapter 6)}.

The most recent amendments to chapter 38, Hawali Revised Statutes,
occurred during the Reguiar Session of 1988 as the result of the passage of
S.B. No. 3175, S.D. 1, H.D. 1. While the amendments effected upon section
38-3 were completely nonsubstantive, the State's policies regarding public
deposit collateralization were brought to the forefront of the discussion.
House Resoclution No. 246, which calls for this study, was a direct result of
the introduction and passage of the administration measure.

Senate Bill No. 3175, was introduced in response to the state
administration's concern over the relatively low returns that were being
earned on state funds placed in time certificates of deposit {CD) in local
depositories. According to a November 1987 survey of eleven western states
performed by the Department of Budget and Finance (Exhibit 3-1), the State
of Hawaii earned the lowest return on public funds placed in such
investments. As the survey indicates, the average annual yield earned by
the State on CDs during 1987 was D.75 percent while the average interest
rate earned by other state treasuries on comparable investments during the
same period was 7.27 percent. Concern over the State's declining earnings
during fiscal years 1886 and 1987 was also an important factor in the
department’s decision to support the bill.

Exhibit 3-2 presents the State's general fund investments and interest
earnings over the past four fiscal years. Note that the illustration contrasts
the annual earnings of the general fund with the yearly investments of the
State at the average rate of interest received for each fiscal year. While the
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Exhibit 3-1

SURVEY OF YIELDS ON INVESTHENTS ON TIME CERTIFICATES OF OEPOSIT
BY STATE TREASURIES IN THE WESTERN REGION OF THE UNITED STATES

AS OF NOVEMBER, 1987

Total Amount Amount of Total Approximate Average Length of Current

Name of of funds Managed Invested in Time Cert. Arnual Yield Invest. in Time Cert. Coltateralization flates Payable

Statet)? {In Hillions}) {In Kt1lions) en Time Cert. {(in ¥ of Days) Required - Percent  on 90 day Time Cert.
Artzona

{out-of-state) 42,600 {150 B.00% 20 yes - 100% not avaitable
Cayifornia 18,279 687 6.98% 54 yes -~ 116% 7.75%
Colorade 600 232 7.18% not avalilable yes - 100% nat avatlable
Hawaii 1,090 1,082 5. 75% 9 yes - 100% 5.50%
Idaho 1te 22 7.18% 272 no not available
Montand

{in-state} 54% 13 7.25% 180 yes - 50% 6.85%

{eut-of te) 530 7.18% 30 na 6. B5%
Hevada 600 70 7.80% 50 yes - 160% 7.00%
Kew Mexico 7,000 1,880 7.32% 411 yes - 100% not available
Oregon 3,000 15 B.95% 80 yes - 25% 8.95%
itah

fin-state) 1,828 a4 7.29% 5% no (®} 6.50%

fout-of-state) 493 7.44% ind no 7.50%
Washington 952 86 6.62% 93 y&s -~ 10% 6.02%
Wyoming 2,708 ¥ 350 5.80% 349 yes - 100% not availabile
Footpotes:

{1) Investments are in-state only, unless otherwise noted.

{2) utah law does not require collateralization of public deposits. With respect to in-state institutions, an allotment s established based on the

ratig of adjusted capital to assest. With respect Lo out-of-state institutions, the Morey Management Council has established guality criteria and
maximum deposit limivs,

{3] Investmanks in the State of Wyoming are in contract form, instead of a certificate of deposiy.

Source: Department of Budget and Finance, Feport on Survey on Rates of Return on [ime Certificates
cf Deposit as State Ivwestments, 1987, p. 1.



Exhibit 3-2

STATE OF HAWAII
GENERAL FUND EARNINGS
$60.0
M $53.1
L 8500
L
o
QO s400
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o
0 $30.0
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o  $200
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L
A 3100
s
$0.0 ]
1984 1985 1986 1987

FISCAL YEAR ENDING JUNE 30

Average State General Fund Investments with
Financial Institutions in the State of Hawaii

1984 $496, 344,000
1985 575,366,000
1986 666,632,000
1987 737,297,000
1988 910,526,000

Source: State of Hawaii "Annual Report of Deposits and Investments of State
of Hawaii Fiscal Year Ending Jume 30", 1988, p. 9.

13



COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS

vearly investments of the State steadily increased throughout the pericd, the
earnings of the general fund exhibited actual declines during fiscal years 1986
and 1987. The apparent reason behind the diminishing earnings of the State
during this period was the declining rates of interest earned on state deposits
for those fiscal years.

The purpose of S.B. No. 3175 was to to provide the Department with
"greater fiexibility in the banking of public funds” and to "improve on the
rate of return thereon consistent with the safety of such deposits".* In
essence, the bill provided the Director of Finance with the authority to
deposit state funds in out-of-state depositories by removing the restriction
that all such funds should be deposited in financial institutions authorized to
conduct business in the State. The intent of the measure was to provide the
Director of Finance with the opportunity to invest state funds in out-of-state
depositories offering higher yields and %o perhaps encourage those in-state
institutions receiving deposits of the State to offer rates of interest more
comparable to those being offered by depositories on the mainland.

The members of Hawaii's local banking and savings and loan associations
collectively opposed the passage of the measure citing the economic benefits
which, they contended, would be forfeited by the State in its pursuit of the
outwardly attractive yields being offered elsewhere by other banks.® Critics
of the measure warned the Legislature of the possible disruption of the
"multiplier effect” which purportediy internalizes the benefits of an in-state
investment to the economic network of that particular state by providing
depositories with the capacity to increase their lending of mortgages and
consumer Jlocans to the community which, in turn, would result in tha
expansion of the taxable base of that state and its counties. Bankers
cautioned this policy would amount to the exportation of public funds along
with the economic advantages associated with the investment of such funds
iocally.

in addition to the previous argument, representatives of the local bank
association also expressed their concern over the State's deposit
collateralization policies--claiming that the “stringent practices” of the State
constituted a primary factor in the banking industry's inability to offer better
rates of interest on state deposits.® Bank association representatives
testified that the State's policy of accepting only those securities exhibiting
the highest levels security and liquidity, played a major role in the local
banking industry’'s growing difficulty and unwillingness to readily accept such
deposits. The bank association testified that the State maintains "a very
restrictive collateralization requirement” and that deposit security is achieved
"only at a cost in the earning power' of the deposit. Bank representatives
testified that "other states do not have such stringent collateralization
policies” and therefore "earn more but at a cost of greater risk” to the public
deposit.’

Despite the controversy which followed the measure throughout its
review, S.B. No. 31753, S.D. 1, H.D. 1, was approved by the legislature
and was signed into law by the Governor as Act 78, Session Laws of Hawaii
1588. Exhibit 3-3 is a reproduction of section 38-3, Hawaii Revised Statutes,
as amended by Act 78, Session Laws of Hawaii 1988.
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Exhibit 3-3

§38-3 Securities for protectien of funds deposited.  For the protection of
funds deposited by the director under this chapter, the following securites shall be
deposited with the director, or with banks in the continental United Swies, or with
financial institutions with wust powers authonized to do business in the State, as
the director may seiect, to be heid therein for safekeeping subject to the order of
the director, any other provisions of the laws of the State io the conmary notwith-
standing:

{1} Bonds, notes, debentures, or ether evidences of indebzedness of the State

or of any county of the State, for which the payment of the iaterest and

principal is a direct obligation of e State or the counry, as the case
may be, in ap amount at least equal in their par value to the amount of
the: denosit with the denository;

{27 Bonds, notes, debentures, or other evidences of indebtedness of agencies
of the State or of agencies of any county of the State, for winch the
payment of the interest and pringipal is from the revenues of the 1ssuing
agency, in an amount a2t least equal i their market value, but not o
exceed thelr par vaiue, o the amount of the deposit with the depository;
(3} Bonds, notes, debentures, or other evidences of indebiedness of any

improvement distnict or frontage improvement of any county of the State,
for which the payment of the interest and principal is from the assess-
ments made for the improvement, in an armount at feast equal in their
market value, but not to exceed their par value, to the amount of the
deposit with the depository;

{4} Bonds, notes, bills, or centificates of indebiedness of the United States
or of agencies of the United Siates, for which the payment of the interest
and principai is a direct obligation of the United Siates, in an amount
at feast equal in their market value, but not w exceed their par value,
to the amount of the deposit with the depository;

{5} DBonds, notes, or debentures of agencies of the Unied States, in an
amount at least egual to ninery-five per cent of their market value, but
not 1o exceed their par value, to the amount of the deposit with the
depository;

(6)  Warranis ¢f warrant notes of the State in an arount at least equal in
their face value o the amount of the deposit with the depasitery;

{7y Bonds, notes, debentures, or other evidences of indebtedness of any
other state of the United States, for which the payment of the interest
and principal is a direct obligation of such sizte, in an amount at least
equal in their market value, but not to exceed their par value, to the
amoant of the deposit with the depository:

(B} Bonds, notes, debentures, or other evidences of indebtedness of any city
or of any county in the continental United Staies, for which the payment
of the interest and principal is a direct obligation of the city or county,
as the case may be, in an amount at least equal in their market value,
but not {0 exceed their par vaiue, to the amount of the deposit with the
depusitory; or

{9y Onher assets on the books of the depository which are eligible to secure
advances from the Federal Reserve Banks under regulations of the Fed-
erai Reserve Board, in an amount #t Ieast equal in their market vaiue,
but not o exceed their par value, to the amount of the deposit with the
depository; provided that not more than fifty per cent of the deposits
heid by a depository may be secured by assem of this class.

Security shail not be required for that portion of any deposit that is insured

under any low of the United States.

Securities deposited under this section may be withdrawn from me ta me;
provided that the reguired amount of securities shadl at all times be kept on deposit.
The director at any Hme may require additional securities to be deposited under
this section.

I the event that the depository shall fail to pay such deposits, or any part
thereof, upon presentation of z check or 3 centificate of deposiz, then the direcior
shall forthwith convernt the securities deposited under this section into money for
and on behalf of the State; provided that no such securities shall be sold except at
public auction, after giving at least ten days’ notice by publication in a newspaper
of general circulation in the State. [L 1970, ¢ 51, ptof §1: am L 1980, ¢ 229, §2;
am L 1982, ¢ 30, §1; am L 1984, ¢ 148, §1; am L 1988, ¢ 78, §4]
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COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS

The State's Cash Management Program

The State's Cash Management Program is a function of the Finance
Division of the Department of Budget and Finance. The Finance Division is
responsible for the deposit, safekeeping, investment, and disbursement of
state funds. The selection of depositories, the allocation of deposits, and the
investment of funds are made in accordance with applicable provisions of law
and the policies and objectives of the State's cash management program. The
cash management system of the Finance Division provides for the segregation
of deposits into four fund classes: general, special, trust, and bond.
Exhibit 3-4 details the investments of the State with financial institutions by
the four fund classes.

The primary objective of the State's cash management system is to
control and allocate the treasury's cash in order to minimize the level of cash
in demand accounts and to meet expenditure obligations when they become due
while investing the remaining idle cash to secure the maximum amount of
interest possible.® A significant change in the State's cash management
program which had a positive effect on the earnings of the State's deposits
occurred as a result of the 1982 changes to federal banking law which allowed
the State to convert most of its non-interest bearing demand accounts to
interest bearing checking accounts.’® These interest bearing checking
accounts are especially important in that they maintain and ensure the State's
liquidity position while earning interest at the same time.

The general fund investments of the State are primarily placed in time
certificates of deposit {CDs), United States Treasury bills and securities held
under repurchase agreemenis--preferably in denominations greater than or
equal to $100,000 to obtain the higher rates of interest offered on these
larger investments. The average length of investment in general fund CDs is
ninety days. Treasury bills are purchased in average denominations of %10
million at maturities of ninety days. Repurchase agreements are purchased at
maturities which range between two to seven days. Special, trust, and bond
fund investments range from thirty days to five vears, with the majority of
CDs maturing at ninety days.!? Exhibit 3-5 displays the general fund
interest income on investments during the past five years by the type of
investment.

The investment objectives of the State's Cash Management Program are,
in order of priority:*?

(1} Safety--To safeguard state funds by securing cash, personnel and
facilities and by requiring full collateralization of state deposits.

(2} Ligquidity--To ensure the availability of funds to meet state
expenditures by the timely forecasting of cash requirements and the
selection of securities that can be converted into cash within a
minimum risk of loss of principal.

{3) Yield--Te maximize interest earnings on state investments by
investing idle funds to the maximum extent possible.

Section 38-2(a), Hawaili Revised Statutes, provides that in selecting a
depository "the class of security being offered shall be considered as the
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Exhibit 3-4

STATE OF HAWAL
TIME CERTIFICATES OF DEPOSIT WITH FINANCIAL INSTITUTIONS
AS OF JUNE 30, 1988

First int
Fung / Agency Bk of Hawai First Hawn Bk of Haw Cen Pag City Bk Haw Nall Lid B Bk of Hon Sav & Ln Assn ToTAL
Ganersl
SH $_ 219100000 3 25600000 5 63%0D0 5§ X000 0§ — $ - $ 2250000 5 1200000 $79.100.000  § 575500000
Fung Total ... ............ 219100000 265 500000 £.150.000 12,200,000 - - 225000 10000 $ TS0CHK 3 575,600 000
Specisl
Mo 58,505 000 122.200.000 585000 106.00¢ - 1.000.00¢ 160,000 20000 - 283, +50.004
Agr L 4025000 - - - - 250006 - 1,100,000 - 5.375.000
Alports ... $05.231.608 18.724.000 G.865.000 5050000 550,000 2400000 374000 4100600 e 150.234.808
DAGS aftPark............ A435.000 585.000 - 1000000 - — - 1350600 - 7210006
BRED Various .. .......... FASCAZ0 5,598,000 1.800.000 1.450.000 - 5.002.000 1.400 000 2069969 e BEB A9
DECA Varipus .. ... ...... - 1,105.000 - - - - - - o 135,000
GLIA vatious . s 2576325 25000 - - - 200500 0008 125.000 - 3426325
DOT-Rdma. ..o — 225000 160,008 245,000 - - - - - 570.000
Forsign Trade ... ..., .. 106000 580,000 — - - 200.000 £30.000 - - 1515000
Harboss ...l 12 566 684 2036245 107515 1350000 e 975733 726,666 1172816 - 19.953.7%
Haw'n Home Vanous ..., 180500 6,958 948 420,000 250,000 33000 135500 1.516.000 558.006 - 19.200.546
Hifom Dev Auts ... - 1618.118 - - - - e - - RI2CRE
Heath PHC ... ... ..., - 1.730.000 - - - - - - - 1,730,000
HiFEA Various ... ... 36,890 500 £.488.500 500,000 e - £.256 0060 4,172,500 4000 - 54.061.500
Highway ...... o $1.450.000 4,000,006 200.000 - - 1250000 A0 2000000 - 19.200.000
Lator Workers Comg ... 1.800.006 2220000 200000 200,000 - - 1.006.000 - - 5.400.000
LB MR Vamous ... 1150600 - - - - 1,050,000 2025800 - - 4225000
- 4200000 - - - - - - - 4000 006
3044 850 1.310:000 - - - - - 200,000 4.564 850
- 118000 - —_ - 146,000 43000 - - 95,000
357 551118 18 500,803 15,207 815 10654 K0 873000 19.265 223 16.224.166 13,869,885 - 615145720
Trust
Sl Caem ... ... 1.430.000 - — - - - — — - 143000
AIrpons ... ...l 506,000 - - - - - — - - GO0
8 & F Heatth Fund 510,000 716,000 r - - - - - — 1220000
BUCA Varnious . . 20000 18578 900 100006 e - 160.00G 2.683.000 5000 - 49826 500
DOE Giits - Libr . .. - 1537 - - - 60,000 - - - 161537
DOM - Admn ... 16 3.000 e - - - - - - - 163000
POY - Highways .......... 1,700,000 - - = - - - = - 1.700.600
Shippers Whar! IS H06 2 - o - - — - o - 606.200
Fung Total. .. .. e 124100 1m904Y 100,000 - - 0000 2683000 500 - 56,708 637
Bond
SIH . 55.000.206 4,400,000 - - - - - - - 53.403.258
Aiepurs . .. . 42,884 956 LI 9.821.500 B.752 060 £50.000 133,060 3.747.000 J410.000 - 9081407
Harbats . ...l 5,650,000 2510000 200,000 - 200,000 2050.060 2.200.000 56000 i 14,806 000
i Com Dev Auth - - - 130,000 - - — 35,000 - 1545000
UH - BABS - o - H5.000 - - - — - 345 000
Fund Towl 104 538,254 29290 951 10321500 19.387.060 #0600 3383000 £.007 000 4655 (06 - 69,274,705
Total Time Certificates of
Deposit ... 5 nasesn SA6.34191 8 NSTBOIE § W12/ O 172000 0§ 2oz SXOMIeE § M6 § 79100000 $1415.730.062

Source: State of Hawaii, Department of Budget and Finance, Adwnual Report of Deposits and Investments
of the State ¢f Howail, fiscal year ending June 30, 1988, p. 11.



Exhibit 3-5

STATE OF HAWAL

GENERAL FUND INTEREST INCOME ON INVESTMENTS
FISCAL YEAR ENDING JUNE 30, 1984-88

Securities
Fiscal Years Time Held Under
Ending Certificates Repurchase Treasury Total General
June 30 of Deposits Agreement Bills Fund Earnings
1984 $ 42,857,944 $ 344,513 $ 40,484 $ 43,251,951
1985 52,069,416 506,366 518,510 53,094,292
1986 46,925,406 458,111 1,105,822 48 489,335
1987 34,161,546 426,001 6,184,979 40,772,526
1988 46,892,121 511,447 4,482,589 51,886,157

Source: State of Hawaii, Department of Budget and Finance, 4w

[ S . N O S o d T e Yo sope iy - N A I Vv . -
MEROPL Cf LERCETTE dnd LNUESTMEnTs o) whae oTdnE O

fiscal vyear ending June 30, 1988, p. 9.

basis of selection and due regard shall be given fto a depository doing
business in the State”. Section 38-2(b) further provides that no more than
40 percent of the aggregate funds deposited and available for deposit by the
state treasury may be placed in depositories outside of the State. Despite
the passage of Act 78, Session Laws of Hawaii 1988, the Department has thus
far not elected to exercise its authority to invest public funds out-of-state.

Section 38-2(d} further provides that the beneficial effects of using
depositories operating in the State as well as "the safety and liquidity of the
sums to be deposited in the depository and the vyield offered by the
depository” should be considered by the director prior to the selection of a

depository. An institution’s ability and willingness to accept state general
fund investments in  light of the State's requirement for deposit
collateralization are also factors of deposit distribution. As Exhibit 3-6

indicates, the State's deposits are relatively concentrated in terms of both
their distribution among the individual institutions and their distribution
between banks and S&lLs. During 1986 and 1987, 86 percent of the State's
deposits were placed within the two largest banks operating in Hawaii: Bank
of Hawait and First Hawaiian Bank.'? In addition, Hawaii's banks have
traditionally taken on the larger share of the State’s deposits. During 1986
and 1987, 95 percent of the State's deposits were placed in Hawaii's banks
while only 5 percent was deposited in Hawaii's S&Ls. In addition, several
S&ls chose to limit their acceptance of state funds to the FSLIC insurance
limit of $100,000, which requires no collateralization under the law.'?
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COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS

The State's Collateral Portfolio

In addition to the foregoing requirements, section 38-3 provides that
depositories accepting deposits of public funds must maintain sufficient
collateral securities with the treasury to ensure the protection of such
deposits. The section further provides that in the event a depository fails to
transact payment upon the presentation of a check or a certificate of deposit,
the director shall at that time "convert the securities deposited under this
section into money” on behalf of the State.

In accordance with the State's objectives of maintaining the highest level
of security and liquidity over its investments, the Department has maintained
a firm policy of permitting only those securities which, in its opinion, conform
to these objectives to be pledged as collateral. While security and liquidity
objectives are often implicated as the primary impediments toward the
fulfillment of the third objective (i.e., vield}, this trade-off is clearly
understood. Simply stated, the relationships which occur between these
objectives are:

* The higher the investor's priority for safety and liquidity, the lower
the investor's expectations must be in the area of vyield.

* The higher the investor's priority for maximizing yield, the lower the
standards and requirements must be for either safety or liquidity, or
both.

The highest levels of investment security and liquidity are generally
associated with collateral portfolios consisting of securities which perform well
on the secondary (resale) market and are secured directly or indirectly by
the federal, state, or local governments or their agencies. Exhibit 3-7
displays the aggregate values of the securities held as collateral as of
September 30, 1988, assembled in accordance with paragraphs (1) to (9) of
section 38-3, Hawaii Revised Statutes.

As the exhibit indicates, United States Treasury bills, bonds, and nofes
consititute the largest segment of the State's collateral portfolio. The
combined aggregate values of collateral securities eligible under section
38-3(7) and (8)--bonds of other states and counties--make up the second
fargest segment followed by bonds and other obligations of the various federal
agencies.

Long- and short-term debt securities of the United States government
and its agencies are generally regarded throughout the investment world as
the safest, most risk free, securities in the marketplace. The need for
capital by the ever-expanding federal government has provided investors with
an ample supply of quality securities in which to invest funds. Federal debt
has kept pace with the expansion of government activities. in December of
1982, the total gross public debt of the United States Treasury was estimated
at nearly $1.2 trillion.** In spite of the large and increasing debt, the
United States enjoys an excellent credit position with domestic and foreign
lenders. The enormous market of United States Treasury issues guarantees
that investors can generally secure as much as is necessary without undue
competition in the marketplace. The secondary market for Treasury securities
is broad, deep, and resilient and opportunities for quick resale at relatively
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Exhibit 3-7

SUMMARY OF STATE DEPOSIT COLLATERAL SECURITIES

Listing by Paragraph Code--Section 38-3, Hawaii Revised Statutes

As of September 30, 1988

§38-3(1)
Bonds, notes, debentures and other evidences of
indebtedness of the State or counties of the State of
Hawaii:
State General Obligation Bonds
Honolulu City and County GO Bonds
Maui County GO Bonds
Hawaii County GO Bonds
§38-3(2)
Bonds, notes, debentures and other evidences of

indebtedness of any state or county agency:

State Airport Revenue Bonds

State Harbor Revenue Bonds

Hawaii Housing Authority Revenue Bonds

Hawaii Department of Budget and Finance
Special Purpose Revenue Bonds

§38-3(3)
Bonds, notes, debentures and other evidences of
indebtedness of any improvement district or frontage
improvement of any county of the State:

Hawaii Community Development Authority
838-3(4)
Bonds, notes, bills or certificates of indebtedness of
the United States or agencies of the United States:
U.S. Treasury Notes

U.S. Treasury Bills
U.S. Treasury Bonds
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$14,245,000.00

30,512,942.76

435,060.00

677,315,000.00



§38-3(5)
Bonds, notes or debentures of any agency of the United
States:

Federal Home Lean Banks
Federal National Mortgage Association (FNMA)
Federal Farm Credit Systenm
Federal Home Loan Mortgage Corporation (FHLMC)
Student Loan Marketing Association
Government National Mortgage Association (GNMA)
Farmers Home Administration
379,921,489.08

§38-3(6)
Warrants or warrvant notes of the State:
0.00
§38-3(7) and 38-3{8)
Bonds, notes, debentures and other evidences of
indebtedness of any state, city or county of the United
States:

Varicus obligations of states, cities and counties
of the United States
397,918,369.00

§38-3(9)
Other assets on the books of a depository which are
eligible to secure advances from the Federal Reserve
Banks:

Puerto Rico Bond
500,0060.00

Pntitadhed: Sasiiethe i S

TOTAL $1,500,847,800.92

Source: Department of Budget and Finance
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stable prices can usually be anticipated with confidence. The general
consensus among most investers in the marketpiace is that United States
Treasury securities are less risky than federal agency issues and municipal
obligaticns.*® The quality of commercial and foreign securities is generally
considered to be below that of government securities in terms of risk and
stability.'® Another principle is that short-term securities are less of a risk
than long-term securities. Bond rating agencies such as Moody's Investors
Service and Standard and Poor's Corporation give government securities their
highest ratings. The advantages of government issued securities include the
quality and security they afford to the investor, the stability of income they
provide, and the superior level of marketability these instruments maintain in
the marketplace.®”

Marketable securities of the federal government are divided into short-
term, intermediate-term, and long-term issues. Treasury bills are short-term
securities carrying maturity dates of 91 days to a vyear sold by the United
States Treasury as a direct obligation., The bills are issued in bearer form in
denominations ranging from a minimum of $10,000 to $1,000,000, in $5,000
increments. '8

Treasury notes are term loans of the Treasury and are typically issued
for periods of three to five years. Once the securities are issued, they can
be bought and sold freely in the marketplace. These notes have historically
offered higher rates than long-term government bonds but have also
experienced higher variability of yields and should therefore be considered
more risky than other government securities. *®

Treasury bonds are long-term interest bearing debts of the United
States that represent the largest portion of publicly held marketable debt.
The maturities range from six months to 35 years. An increased degree of
rate variability is assumed when long-term issues are purchased because of
potential losses through fluctuations in the money rate, ?’

Federal government corporations and agencies offer a variety of bonds
with maturities to fit the portfolio requirements of most investors. These
bonds are obligations of the issuing agency and are not guaranteed by the
United States government. Agencies and corporations issuing debt through
these securities include the Federal Land Bank, the Federal Intermediate
Credit Bank, the twelve district Banks for Cooperatives, the Federal Home
Loan Banks, the Federal National Mortgage Association (Fannie Mae} and the
Government National Mortgage Association (Ginnie Mae) of the U.S.
Department of Housing and Urban Development, the International Bank for
Reconstruction and Development {the World Bank), the Inter-American
Development Bank, and the United States Postal Service.?!?

State and municipal bonds have traditionally maintained a good record of
stability and security and have experienced relatively few defaults over the
history of state and local debt. The total amount of state and local debt is
significantly smaller than the total federal debt. The outstanding debt of
state and local government issuers at the end of 1982 stood at approximately
8.5 billion.2? Approximately 75 percent of the aggregate state and municipal
debt outstanding has been issued by local governmental units which includes
counties, municipalities, townships, towns, school districts, and special
districts.*? The need for ail types of public utilities and facilities continuaily
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expands, necessitating the generation of capital through the sale of debt
securities.

State and municipal bonds are usually debenture contracts (long-term
promissory notes to pay) that do not have a pledge of either real or personal
property. Their credit rating rests upon their ability to pay principal and
interest solely from tax revenues or from the operating revenues of a special
authority or both. The general classifications of state and municipal bonds
include: 2"

(1) General obligation (GO} bonds which are supported through the tax
revenues of the government;

(2) Revenue bonds whose debt service is paid directly out of the
revenues of a special project;

(3) Special assessment bonds which are repaid through funds received
from the person ot property assessed; and

(4} Combination bonds which are hybrids of GO bonds and revenue
bonds.

it is extremely difficult for an individual to independently determine the
legality and financial position of a particular bond issue. To estimate this,
the economic and financial position of the governmental unit issuing the debt
must be analyzed. Moody's and Standard and Poor’s regularly evaluate the
bond issues of the states, counties, and other political jurisdictions of the
United States.

Given the reliability of most government-issued debt securities, the
Department of Budget and Finance has maintained a heavy preference toward
the use of those securities eligible under paragraphs (1) through (8) of
section 38-3, Hawaii Revised Statutes. The Department's acceptance of
securities classified under paragraph {(9) has, thus far, been strictly limited.
The Department maintains the belief that the State's present portfolio mix
affords the highest level of security and liquidity attainable under the
provisions of the law.
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Chapter 4

DEPOSIT COLLATERALIZATION: THE PERSPECTIVE
OF DEPOSITORIES IN HAWAII

Deposit collateralization programs provide public depositors with a
mechanism that ensures deposit security and liquidity, but not without costs
to both the depositor and the institution. While these costs are generally
passed on to the depositor in the form of lower interest earnings, deposit
collateralization programs have also been criticized for the constraints these
mechanisms may place on the effective use of public funds by the institution
and the economy.

The negative effects these programs tend to have on the earnings of the
depositor are generally recognized and accepted as a consequence of deposit
security. As stated earlier in this report, financial institutions often charge
their public clients from 25 to 200 basis points (0.25 percent to 2.00 percent)
in diminished vield for the costs of pledging collateral securities and
maintaining a third-party custody arrangement with an independent trustee.

Also discussed earlier were the constraints these requirements may
impose on the vyield and liquidity objectives of the institutions themselves.
institutions wishing to conduct business with public entities are often forced
to alter their investment practices or reserve characteristics to accommodate
the security requirements of public funds. Occasionally, these actions may
not be in accord with the priorities and objectives of the institution. The
productive capacity of public funds requiring full deposit collateralization may
be diminished considerably for depositories maintaining such funds. Any
institution that accepts a public deposit does so in order te make a reasonable
profit--lower earnings for the institution translates into lower earnings for
the depositor.

The purpose of this chapter is to review the various problems,
concerns, and arguments of public depositories in Hawali and to examine the
important regulatory and ecopomic condititons which may have contributed to
the difficulties experienced by these institutions. This chapter will also
outline the proposals submitted by several depositories in the interest of
providing the local industry with greater flexibility in meeting the State's
requirements for deposit collateralization.

Collateralization and Public Depositories in Hawaii

Exhibit 3-6 displays the heavy reliance the Department of Budget and
Finance typically maintains on Hawaii's commercial banks--as opposed to
Hawaii's savings and loan associations (S&Ls)--to manage and safeguard the
deposits of the State. Also evident is the heavy reliance placed on Hawaii's
two largest commercial banks. While the allocation of State deposits among
Hawaii's various depositories is a function and responsibility of the
department, an institution’s willingness to accept such deposits aiso influences
the distribution of public funds throughout the financial community of the
State. Deposits are ailocated among eight local commercial banks and six S&L
associations based on their asset size, interest rates, and their ability to
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fully collateralize deposits. Despite the passage of Act 78, Session Laws of
Hawaii 1988, the department has thus far not elected to exercise its authority
to invest public funds cut-of-state.!

Contingent upon factors such as the size and composition of an
institution's secondary reserves, certain institutions may find it difficult to
accept deposits of public funds. Local institutions have, on occasion, refused
or placed limitations on the amount of State and county deposits they were
willing to accept due to their reluctance or inability to collateralize these
deposits to the satisfaction of the depositor.?

while it is conceivable that deposit collateralization has never been a
very popular method of deposit protection from the perspective of the
financial industry, various economic and regulfatory factors during the past
decade have made this mechanism an even less attractive aiternative for the
industry as a whole. In recent vyears, Hawaii's public depositories have
reported various concerns and difficulties in meeting the coliateralization
requirements of the State.

An important factor in any depository's ability to satisfy the
collateralization requirements of a public depositor, in a manner which would
also be consistent with the interests of the institution, is the asset structure
or reserve capacity of the depository. To conform with applicable state and
federal regulatory minimum reserve requirements, most institutions are
required to maintain a balance between the amount of assets they hold in
cash, the size or magnitude of their iiabilities (i.e., time and demand
deposits), and the reserve needs that apply to them. Managing the asset
position of an institution implies not only the continual monitoring of the
tnstitution's loans, deposits, and reserve balances, it also involves the
forecasting of cash needs to meet the withdrawl demands of their depositors.?®
Since the primary intent of maintaining a portion of a bank's assets in the
form of liquid reserves is to prepare for the possibility that a situation may
arise wherein the bank may be be forced to convert these assets into cash to
meet unexpected cash drains and other obligations, the securities held in
these reserves generally consist of readily marketable, short-term, and highly
fiquid instruments.* Quality and marketability in a security assures the
bearer that the issuers will pay them off at maturity and that the possibility
of default is nonexistent or, at worst, extremely slight.

The gross income of a commercial bank is determined by the performance
of its loans and investments, the fees and charges it imposes for the
performance of services, and the size and composition of its assets. interest
earnings on lcans and investments of institutions nationwide have been
estimated to be nearly 90 percent of a bank's income.® As noted earlier,
however, the return a bank receives on its loans is often significantly higher
than the return it receives on its investment securities. Aithough interest on
securities historically has been the second most important scurce of income for
banks, earnings through this source have declined as a percentage of total
income in recent years as banks have opted to change their asset balances in
an effort to attain higher earnings.®

Hawaili bankers report that in the 1870s, the typical practice for local

banks was to hold 20 to 30 percent of their total assets in the form of
investment securities.’ [n contrast, the State's S&l industry, whose primary
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focus is on the single-family residential mortgage market, held only 10
percent of their assets in securities, fixed assets, and other assets in 1978.°
Traditionally, S&tbis have accepted short-term deposits and have originated,
serviced, and held long-term mortgages. An S&L's income is based primarily
on financing moritgages at rates which exceed their cost of funds.?

The typical practice among Hawait banks in the past was to maintain a
loan to asset ratio of not more than 70 percent, while mortgage loans
represented nearly 90 percent of the assets on the books of ioccal Sgls.!?
Given the asset mix and capacity of the local banking industry in the 1870s,
most banks possessed an adequate reserve of securities which could be
pledged as collateral for public deposits. Under these circumstances,
collateral pledging was simply a matter of segregating the requisite amount of
securities on hand and pledging these securities to the depositor.?! With
excess collateral there was no immediate change in the volume of securities,
only an allocation. The bank's loan to deposit ratic was therefore decreased
with the acceptance of a public deposit, thereby increasing the bank's
capacity to make additional loans,

Exhibit 4-1 profiles the wide range of investment assets held by Hawaii's
state-chartered banks.'? The reserve capacity and asset positions of each
institution may provide an insight into the extent to which any given
depository may be willing or capable of pledging its securities in the amounts
necessary to collateralize the deposits of the depositor. While it is fairly
obvious that loans represent the major use of assets among all state-chartered
banks, the quantity and variety of the securities on reserve with each
institution differs significantly. For exampie, while the investment portfolio
of Hawaii's largest banking institution, Bank of Hawaii, was heavily
concentrated in United States Treasury obligations, the investment
preferences of Hawaii's second largest bank, First Hawaiian Bank, were
somewhat more diversified--having greater emphasis on municipal obligations
and "other" securites.

Whereas in the past, the incoming volume of public deposits requiring
collateralization was relatively manageable for most banks, the increased level
of State deposits in recent years has imposed strains on several depositories’
ability to collateralize these deposits through their existing reserves. Hawaii
bankers reported in 1984 that during the two and one-half year period
beginning in 1981 and ending in mid-1983, public deposits increased at a rate
of 38 percent while private sector deposits grew at a rate of 27 percent.??
Obviously, for institutions accepting greater shares of public funds, larger
pledges of securities were required to coliateralize the growing balances of
the depositor.

Given the advantages of loaning over investing in securities, and faced
with an expanding market for loans in Hawaii, local banks found little reason
to maintain large portions of their assets in the form of investment securities.
Hawaii banks began reducing the percentage of total assets allocated to
investment securities and concurrently began expanding their lending
activities.'®* As a result, securities on reserve which would otherwise have
beenn eligible as collateral for pledging against a public deposit began to
decline. Thus, Hawaii bankers reported that most banks soon reached a
position where each new deposit of public funds no longer resulted in
available funds for locans. This situation occurred as the deposit of every
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Exhibit 4-1

COMPARAESVE STATEMENT OF CONDITEON OF STATE-CHARTEREDR BANES
As al the Close of Business
JUNE 30, 1988, BECEKRER 31, 1987, and JUNE 30, 1987
{600 {nitted]

Stale of Bawail
Honoluly, Hawail

Department of Towserce & Consumer Rifairs
Division of Financial Inglitulions B/88

8¢

Source:

Fed Funds SECURITIES Premises,
Solf and = m o e s e Furniture, Biher Cash and
Loans & 1.5, .5, Bavt, Stale & ail Fixtures  Real Eslate [ther Due Fron Total
ASSETS Discounist  Treasury  Agy. & Corp. Municipal Others b Equipment Dwned Rssels Banks fssets
Bank of Hamaii oevvrvininrriinan. §3,469,B48  $821,407 $15.825  $479,982 §55, 039 479,747 #1509 $171,671 $302,501 45,498,120
Bank of Honolule ...vvun.e. eriia 0,04 26,477 4,281 4,085 1,390 1,268 3,78 b4, 223
Lontral Pacifit Bank vuvvrvirininens 439,735 8,94 105,419 32,507 g,414 19,217 19,262 B, 654 704,986
THLY BBk oevrvinrinrerrnennens e 58,309 77,252 7,087 8,537 5,645 b9% 12,293 20,888 198,677
First Hawaiian Bank cooovvvvennonn, 1,019,892 119,880 7,455 2,32 215,428 57,554 2,780 b, 252 769,015 3,748,382
Firsl Intersiate Bank of Hawaii..,.. 471,525 24,559 60,508 27,871 634 14,555 1,hd1 11,129 9,071 632,534
LIBErdy BOnk v ovsrrinrenrrnnvarness 170,643 17,986 26,016 8,540 2,140 14 5,883 29,671 240,987
TGTALS JUNE 30, 1988 $4,672,494 $99%. 246 §55E,907  ep02,660  $3S2,139  $181,248 $5,285  $285,128 81,954,598 #11,505,909
TOTALS DEC. 31, 1987 $5,512,598  4762,900  9532,2B3 440,910 £95. 740 $183,204 6,992 $152,759  #2,196,020 11,305,422
TOtALS JUNE 30, 1987 $3,948,127 $191,560  A360,400 470h, 407 $99,454 185,940 $B,675 $309,700 42,075,795 $10,494,098

Condition of State-chartered Banks, 1988, p. 1.

State of Hawaii, Department of Commerce and Consumer Affairs, Comparative Statement of
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$100 in public funds meant the purchase of $110 in new collateral, because of
the lack of "excess" securities available for pledging.®®

An event which compounded the impact of the growth of public deposits
and the restructuring of bank balance sheets in Hawaii, was the change in
the Federa! Reserve System's (Fed) economic policy in 1979 from one which
focused on stabilizing interest rates to one which focused on the control of
the money supply. Faced with the slumping dollar and high level inflation in
the latter period of the 1970s, the Fed undertook an unprecedented approach
toward regaining stability in the nation's economy.!® The basic premise of
the Fed in 1979 was that inflation would not persist without continued and
excessive monetary growth and that appropriately restrained growth of money
and credit over the long run would be critical to achieving the ultimate
objective of reasonably stable prices and sustainable economic growth. The
key to stemming the inflationary tide of the 1970s was to alter the economy’s
perception regarding the monetary policies of the Fed, particularly with
respect to the level and stability of interest rates. In October of 1979, the
Federal Open Market Committee decided to try to discipline money growth from
the supply side by directly controlling reserves rather than from the demand
side by controlling the federal funds rate.’” In this way, attention was
diverted toward monetary growth and away from the Fed's influence on rising
interest rates. This was a drastic departure from the Fed's former
philosophy where the primary focus was directed toward the federal funds
rate and a political alarm was set off each time interest rates inched upward
even by as little as one-eighth of a percentage point. The key element in
the plan was that sharp increases in interest rates wouid eventually dampen
consumer speculation and business borrowing in the United States.!® While
the Fed's actions successfully contained inflation and helped to strengthen the
U.S. dollar, interest rate volatility increased dramatically.!®* Exhibit 4-2
displays the degree of volatility among several important economic indicators
following 1979,

Prior to 1979, the practice among most Hawaii banks was to place their
assets in long-term securities at vyields higher than the rate paid to the
public depositor. Typically, banks invested in securities of five to fifteen
vears maturity, even though the underlying public deposits matured at
average intervals of 90 days.*® This strategy was not particuiarly risky, in
that the Federal Reserve System was committed fto a policy of controlling
interest rates and intervened to control rapid shifts in market rates.?! With
the policy change of 1979, however, local bankers reportedly began losing
money in large amounts.?? This occurred because older securities were
yvielding between four to seven percent less than the rate paid to the
depositor. Understandably, the negative margin was further aggravated by
the increased flow of incoming public deposits.

The immediate response of the banking industry was to lower the
interest rates paid on public deposits and to reduce the maturities of
securities pledged on such deposits.?? To continue to purchase longer-term
securities would have exposed banks to continued risks due to interest
volatility. The prudent alternative was to purchase collateral securities which
had maturities similar to that of each new time certificate purchased in the
name of the public depositor.** If a six-month deposit was accepted by a
bank, the general course of action was to purchase a six-month security as
collateral. While the risk of exposure to interest volatility was reduced
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Exhibit 4-2

INTEREST RATES AND BOND YIELDS
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somewhat, the profitability of maintaining public deposits under such terms
was also reduced. Predictably, the earnings of the public depositor were also
reduced.

In 1985, Bank of Hawaii, the State's largest depository claimed that due
to the State’s requirements for public deposit collateralization, a situation had
evolved in the iocal economy wherein:?°®

{1} The community gets no direct benefit from the local deposit of
public moneys.

{2} The vield on public deposits has been below that realizable on
uncoliateralized deposits.

(3} The risk to local banks, while reduced, is still significant.

Whiie the costs associated with deposit collateralization are aspects of the
public funds market that institutions throughout the nation often find
praoblematic, most local depositories acknowledge the importance of maintaining
an effective public deposit protection program in Hawaii. Although efforts
have been made in the past to alter the State's statutory requirements for
deposit coliateralization, the current effort on the part of the industry is to
work within what is already allowed under the law and to deal administratively
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with the Department of Budget and Finance to develop a solution to their
concerns.

Alternatives and Proposals for Deposit Collateralization

To properly ascertain the views and concerns of local depositories in
regard to the State's collateralization requirements, suggestions were solicited
from several institutions accepting deposits of the State. The alternatives
and proposals presented in this section were submitted by depositories in an
effort to expand their options in meeting the State's requirements for deposit
collateralization. According to local depositories, the higher sarning power of
the securities and assets to be reviewed in the following section would
compensate depositories for the risks and poor vield spreads often associated
with the use of government securities as collateral. As a result, depositories
contend, the productivity of public deposits in the community and the
economy would be increased, and the State would realize an improved return
on its deposits.

while any effort at reducing or removing the State's statutory
requirements for deposit collateralization would require the involvement and
approval of the Legisiature, the alternatives submitied to this study for
consideration propose no actions of that nature. instead, the alternatives
submitted for review would more than likely qualify under an existing
provision of the law. As noted earlier in this report, section 38-3(8), Hawaii
Revised Statutes, provides the department with the authority to accept other
assets on the books of a depository which are eligible to secure advances
from a federal reserve bank under the regulations of the Federal Reserve
Board as collateral for State deposits. Given the flexibility of the Federal
Reserve System in accepting a broad array of securities or assets for loans to
commercial banks, the class of securities and assets presented in this section
would most probably fall within the scope of section 38-3(89), Hawaii Revised
Statutes.

The classes of securities and assets submitted by local depositories for
consideration include:

(1} Asset-backed securities, inciuding, Certificates for Automobile
Receivables (CARS) and Credit Card Asset BRacked Securities
{CARDS};

{2} Mortgage-backed securities, including, Real Estate Mortgage
Investment Conduit Pass-Through Certificates (REMICs} and
Filoating Rate Collateralized Mortgage QObligations (CMOs); and

(3} A proposed deposit protection program based on the pledging of a

depository’'s commercial loans as collateral against the deposits of
the State.
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(1) Asset-backed Securities as Collateral for State Deposits
e Certificates for Automobile Receivables {CARS)

Asset-backed securities entered the investment securities market three
years ago with the introduction of CARS. The first offering of CARS in 1885
sparked an immediate trend in the securities industry toward backing
securities with a broad range of consumer and commercial [oans or
receivables.??® While CARS securities still dominate the asset-backed
securities market, 1987 marked the first public offerings of credit card asset-
backed securities (CARDS) and other securities backed by heavy-duty truck
foans, automobile Jleases, airplane leases, "junk” bonds, and consumer
loans.?” Republic Bank, Delaware offered the first credit card-backed
financing in January 1987. Volvo brought automobile leases to the private
market in 1987, while Volkswagen issued the first public aute lease securities
in October of the same vear.?® Imperial Savings Bank of California broke
new ground in September 1987 with the issuance of securities collateralized by
junk bonds, and Household Finance Company offered the first issue
collateralized by pools of unsecured closed-end consumer loans in November of
the same year.??®

The capital markets, continually devising new products, began to note
that receivables, including mortgages, have both market value and borrowing
value. Thus receivable-backed securities could be structured on the basis of
the borrowing value of identified mortgages or other receivables determined,
in principle, without regard to the creditworthiness of the borrowers, and
could be rated with the nationally recognized rating agencies’ standard
corporate debt rating definitions.®® Many billions of dollars worth of
receivables outstanding--such as corporate and consumer loans and credit
card billings--carry rates much higher than prevailing market interest rates,
making them a very profitable commodity to package and sell.?!?
Securitization provides liquidity or the ability to convert illiquid assets into
cash more easily. Asset-backed securities are particularly attractive to
issuers because they take the loans off of their books, saving them the cost
of capital necessary to support the loans.?? By securitizing assets and
relending the proceeds in high quality loans, institutions can improve asset
quality while effectively managing interest rate risk and diversifying the use

of funding markets. The transference of interest rate risk from the
originator to the investor is a key motivating factor behind securitization,
particularly in mortgage financing. Few thrifts would still offer 30-year

fixed-rate mortgages if they could not sell them through securitization.
Interest rate risk is fully passed on in most sales transactions.?®?

Securitization enables firms to achieve the benefits of lower financing
costs. Investors are willing to pay more for securities than they are for the
assets themselves and are willing to require less of a vyield when they are
collateralized by pooled assets or receivables.?®* Securitization also reduces
the exposure of firms to interest rate risk. The assets held by the firms can
be sold more easily and exposure to increases in interest rates which revalue
the assets can be reduced if they are securitized.®% Credit risk can be
diminished through securitization where assets are sold to reduce a firm's
total credit exposure to another firm which is able to undertake greater credit
risks. Thus, the risks associated with typical balance sheet lending can be
decreased. **
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A particular segment of the nation's economy where asset-backed
securitization may provide direct assistance is the automobile industry. In
the past decade, the nation's auto industry has come under increasing
pressure from foreign competition. While financial techniques cannot directly
improve the quality of their products, it can provide an additional source of
funding for the auto industry at a lower cost and on the most flexible terms.
Low-cost automobile financing has proved to be one method for automobile
companies to preserve their market share against foreign competition.?®’

For investment banks, the picture is even brighter. At present, about
50 percent of all debt raised in the national economy is done though
securities; if that figure is raised to 80 percent over the next decade, the
profit potential for the investment banks leading the securitization process
(First Boston, Salomon Brothers, Goldman Sachs, Merrill Lynch and Drexel
Burnham and Lambert, Inc.) is enormous. This is particularly true since the
new instruments, to date, appear to have larger profit margins for
underwriting and trading than do conventional securities.?®

Most CARS issues are backed by loans made to individuals to finance
purchases of new automobiles and light trucks. Automobile loans are
characteristically self-amortizing with monthly payments at fixed rates of
interest with two to five vyear maturities. Loans on automobile purchases
constitute the major component of consumer installment credit. As  of
September 30, 1986, auto loans--at $237 biilion--accounted for 40 percent of
the $585 billion of consumer installment debt.?*®

Typically, the securitization process is structured as follows. The bank
extends credit to customers in the form of loans (i.e., automobile, credit card
loans, etc.). The bank segregates the loans into a subsidiary or separate
trust to get them off of its books. Alternatively, the bank may sell the loans
to a packager who will convey them to a separate trust--ususally a grantor
trust. Proceeds from the loan "sales” go to the originater. The face value
of the loans in the pooi is determined and documents evidencing the loans are
placed in the custody of the trust. The loans removed from the books of the
originator become assets of the trust which thereby becomes the legal vehicle -
upon which the securitization process is structured. In accordance with the
terms of the indenture agreement governing the trust, the trustee is
obligated to act in the best interest of the security holders. The packager,
in conjunction with an underwriter, structures the security in terms of
maturity, coupon rate, payment schedules, and so on.*®

The underwriter then distributes or sells the securities to investors and
advises the packager on the securitization terms and the terms of the trust
indenture. Investors receive documentation giving them pro-rata ownership
rights to loans in the pool. Investors receive payments from the cash flow
generated by the underlying assets.*?

Securitized bank loans usually require some form of credit enhancement
to make them attractive to investors. Overcoliateralization is a common credit
enhancement strategy in mortgage-backed securities sales. The majority of
asset securitization programs involving consumer and commercial loans
provides some type of a limited guarantee by the selling bank or by a third
party in order to insulate the investors from losses on the assets sold.
Rating services require credit enhancement--usually in the form of an
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acceptable “letter of credit’--for a higher rating on most non-real estate
deals. Letters of credit (LOC) are the most common type of credit support
for CARS and CARDS. Some asset-backed securities have LOCs that provide
coverage up to a fixed percentage of the pool balance; that is, the LOC
amount decreases as the pool pays down. For other issues the LOC coverage
equals a fixed percentage of the original principal amount. in these cases,
the percentage loss coverage increases as principal is retired. The amount of
credit support generally provides coverage five or more times the historical
"worst case” loss experience of the lender's portfolio.*?

Securities collateralized by automobile receivables currently dominate the
expanding asset-backed securities market. Since the first sale of $23 million
of CARS securities by Marine Midiand Bank to Salomon Brothers, Inc.--which
resold them to institutional investors--in February 1985, the asset-backed
securities market has grown substantially.*® Although subsequent CARS
offerings may be structured differently, the initial issuance of CARS by
Marine Midland represented ownership of a pool of car loans collected by
Marine Midland, which continued to service the ioans. Cash flows from the
ioans were awarded to the investors. Marine Midland collected a servicing fee
and Salomon Brothers derived its profits from the difference between the
purchase and the sale price of the certificates.*®

As of October 1986, more than 17 CARS issues totalling $9.1 billion had
been offered publicly. The predominant issuers of most CARS securities have
been the automobile companies’ captive finance subsidiaries, but the potential
exists for issues of significant size to be made by commercial banks and
thrifts. The General Motors Acceptance Corporation (GMAC) has been by far
the largest issuer, directly or indirectly accounting for nearly 90 percent of
CARS issued by the end of 1886. Other recent issuers include the Nissan
Motors Acceptance Corporation and the Chrysler Financial Corporation.®*®

Generally, CARS have monthly or quarterly payment schedules and
stated final maturities of three to five vyears. Most CARS have been
structured either as grantor trust "pass-throughs”, "pay-through” notes or
"fixed-payment” securities.*® CARS with a pass-through format represent

ownership interests in a fixed pool of receivables. CARS pass-through
securities are structured after the mortgage pass-through formats of FNMA
and GNMA. in this type of transaction, auto receivables are sold to a

grantor trust, which sells pass-through certificates representing undivided
interests in auto loan assets. To date, the grantor-trust format has been the
most common format for securitizing auto loans.*’

CARS structured as pay-through notes are debt instruments supported
by cash flows from the underlying assets. Pay-through CARS--analogous to
those cash flow bonds or CMOs of the mortgage securities market--are the
latest development in the CARS market. in general, pay-through CARS are
backed by cash flows rather than the par or market value of the collateral.
The principal amount of CARS issued is determined so that the debt service
can be supported by scheduled principal and interest payments on the joans.
For this issue, a specified portion of the cash received is allocated first to
pay interest on the obligations and then to retire principal.*?®

CARS also inciude securities with "fixed-payment” schedules--these
instruments resemble corporate bonds with sinking funds because their cash
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flows do not depend on prepayments. in general, these issues are based on
structures assuming no prepayments. A guaranteed investment contract is
used to ensure that the fixed debt service schedule can be maintained
regardless of prepayments. Fixed-payment CTARS are more attractive to
investors than issues with uncertain prepayment rates. Fixed payment CARS
configurations account for almost as large a percentage of the market as the
grantor trust pass-through.*?®

CARS are currently the mainstay of the asset-backed securities market.
While the CARS market is judged to be "reascnably liquid”", it is predicted
that it will become even more so through additional issuance and with the
emergence of large issuers other than GMAC and Chrysler Financial. Thus
far, CARS have offered attractive vield spreads relative to corporate bond
alternatives.®? The cash flows of CARS securities are reportedly much more
stable than those of CMOs or other mortgage-backed securities. Unlike
mortgages, the prepayment rates on auto loans vary little with interest rates
and play a less important role in the value of @ CARS security. According to
First Boston Corporation, the difference is that borrowers seldom pre-pay
auto loans when interest rates drop.®* That gives CARS a much more
regular cash fiow than mortgage-backed securities such as CMOs.

+ Credit Card Asset-Backed Securities (CARDS)

CARDS, an acronym representing certificates for amortizing revolving
debts”, represent participations in a fixed pool of credit card accounts.
While the structure of CARDS was modelled in the tradition of its
predecessors, credit card receivables differ significantly from the fixed-
instaliment debt found in other asset-backed securities. Because of the
revolving nature of the assets, CARDS pay interest oniy for a specified
period, typically 18 months.®? The CARDS balance remains constant during
this period, while any cardholder repayments or new borrowings flow to the
issuer's participation. Once the principal amortization phase begins, the
balance declines with paydowns on the underlying portfolio.??

From the time of their establishment in the 1950s, credit cards have
become a major consumer payment mechanism as well as a major form of
consumer borrowing. Credit cards now account for an estimated 61.9 percent
of all retail store purchases and 23.4 percent of non-mortgage consumer
debt, 5%

In spite of the enormous size of the credit card asset base, the
development of CARDS has been constrained by the great complexity of credit
card receivables--relative to automobile loans--and because even a sold
portfolio of credit card receivables is affected by the condition of the issuer
and the industry. Credit card loans are much more complex to securitize
when compared to a mortgage-backed security, but bank issuers have not
found this compiexity to be a deterrent.

In January 1987, RepublicBank Delaware issued the first CARDS pay-
through notes. These notes represented a general obligation of the bank
secured by a pool of receivabies arising from selected credit card accounts.
Bank of America, with the second largest credit card portfolio in the country
after Citibank's, has been one of the most enthusiastic issuers of CARDS.
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Bank of America has completed two public issues so far at a combined total of
$700 million and a private issue that it placed through its own merchant
banking arm. 1in March, 1987, Bank of America established "California Credit
Card Trust 1987-A" and issued the first certificates of ownership in a pool of
credit card receivables. The transfer of credit card receivables from the
bank to the trust was structured as a sale for regulatory and financial
reporting purposes.®®

Twe forms of credit card-backed securities were introduced to the public
markets during 1987: (1) a sale using certificates of ownership of the credit
card receivables; and (2) a borrowing using notes collateralized by
receivables,

While the structure of CARDS technology has vyet to be fully
standardized, a typical CARDS issue may be structured as follows. The
issuers initially sell a set of customer credit card balances, frozen as of a
certain date. The accounts remain with the bank, and customers are
naturally free to continue paying down or running up their balances. The
balances are sold to an "owner's trust”, which divides them into two portions:
the investors’ interest, which is sold to bond holders, and the sellers
interest, anywhere from 15 to 40 percent of the investors' portion, which
remains with the trust.®®

The life of a CARDS issue is ordinarily between two and three years, of
which the first eighteen months is an “interest only” period during which the
balances remain fixed. The seller's interest acts as a buffer to keep the
investors' balances fixed; it fluctuates to compensate for any changes as
customers pay down or run up their balances.®’

To date, most CARS and CARDS have received high ("AAA", "AA")
ratings based on the quality of collateral, the integrity of the payment
structure, and the amount and the quality of the credit support.®®

(2} Mortgage-backed Securities
» Collateralized Mortgage Obligations (CMO)

The CMO first appeared in June 1983, when the Federal Home Loan
Mortgage Corporation {(FHLMC) introduced a $1 billion security offering on the
capital market. By the end of February 1986, 160 CMO issues had been
offered with an aggregate principal amount totalling over $36 billion.*®®

For all existing CMOs, the cash inflows are derived from pools of
residential mortgages. CMOs may be collateralized by conventional mortgages,
FHA/VA mortgages, mortgage pass-through securities, or any combination
thereof. About two-thirds of CMO issues have been backed by GNMA issues.
Most CMOs have very low default rates because they are backed by GNMA,
FNMA, and FHLMC.®? This does not mean that the cash flows are riskless.
Their timing is uncertain because the mortgage borrower has the privilege of
prepaying the ioan at any time. There is the risk that the borrower wili
choose to prepay at an inopportune time, when interest rates for reinvestment
are relatively low.®!
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The CMO issuer divides the issue into two or more classes or "tranches”
and sells the securities in each specified tranche. Most of the existing issues
have four tranches (A,B,C...Z). FEach tranche is entitled to a specific
portion of the cash flows received from mortgage coliateral. in a typical
issue, the first tranche (or the A tranche) receives a stated bond coupon,
and to the extent that the underlying mortgage prepays, the A tranche also
receives additional payments which serve to retire the outstanding principal
amount. The total payments to each tranche is determined by a formula that
the CMO trustee is obligated to follow.%?

All principal payments from the mortgage pool are passed through to the
first tranche until it is retired. Cash flow from the coilateral is used first to
pay interest and then to retire each tranche sequentially. All regularly
scheduled principal payments and all prepayments of principal are paid first
to the shortest maturity tranche. When the A tranche is paid off, principal
payments are then directed to the "next shortest maturity” tranche--the B
tranche. This process continues until all tranches are paid off.®?

The shortest maturity tranche is typically structured to have a three to
ten year contractual maturity based on no prepayment of principal. But
because of prepayments, the A tranche typically has an average life of one to
three years. Investors in A tranches are generally liquidity buyers such as
banks.®*

The B and C tranches usually have projected lives of three {o seven and
five to ten vyears, respectively. Investors in B and C tranches will be
cushioned from prepayment risk to some extent because early prepayments are
directed to the A tranche. Investors in these tranches will have a period
when they receive interest oniy--depending upon the rate of principal
prepayment on the underlying collateral. Investors in B and C tranches are
usually intermediate term investors such as pension funds and trust
accounts.®®

Z tranches combine characteristics of zero-coupon bonds and mortgage-
backed securities pass-throughs.®® While A, B, and C tranches are being
paid down, the interest earned on the Z tranche is accrued or added to the
principal. The balance of the Z tranche grows at the coupon rate. After all
the earlier tranches are paid off, the Z tranche accrual period ends and
interest and principal payments commence. Z tranche investors are usually
long term bond investors who have predictable cash flow needs and are
willing to sacrifice cash flow, interest payments, and liquidity for higher
yields. &7

* Real Estate Mortgage investment Conduit (REMIC)

The Tax Reform Act of 1986 created a new tax entity calied the real
estate mortgage investment conduit or REMICs. REMICs are pass-through
vehicles designed for multiclass mortgage pools and offer flexibility and
protection from double taxation--a problem CMOs avoid through legal
technicalities. ®*® Under the new tax rules, any financing done through a
REMIC wiil be treated as a sale of assets for tax purposes, regardless of the
legal form or the financial accounting treatment of the transaction. As a
result, an issuer may elect to structure a REMIC offering as either a sale of
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assets or as collateralized debt. interests in a REMIC will be issued in the
form of one or more tranches of regular interests--similar to the debt
obligations of a CMO.®**% For purposes of this report, REMIC securities will
be considered equivalent to CMOs. The advent of REMICs is expected to
result in a proliferation of mortgage-backed securities with widely varying
risk/return characteristics.

(3) Consumer Loans as Collateral For State Deposits

Following the adoption of section 38-3(8), Hawaii Revised Statutes, by
the Legislature in 1984, Bank of Hawaii (BOH) developed and submitted a
proposed pledging program fto the Department of Budget and Finance for
consideration. While the initial proposal was rejected by the department in
1985, BOH has once again submitted its prospectus for consideration in this
report. The following is a brief summary of the 1885 BOH prospectus
relating to the use of commercial loans as collateral for State deposits.

The basic intent of the BOH prospectus is to establish a pledging
program that would collateralize up to 50 percent of the State's deposits
through the use of a pool of the bank's commercial loans as collateral.’® The
remaining 50 percent of the State's deposits would be collateralized by United
States Treasury, federal agency, and municipal securities. The prospectus
commits the BOH to paying interest rates on the State’'s CDs at a rate at least
equal to 103 percent of the prevailing coupon equivalent yield of Treasury
bills of comparable maturities (see Chapter 6).7' As an average, public
depositors have in the past received a rate close to but normally less than
the treasury bill equivalent.?? According te the prospectus, the benefits to
the State in accepting this program would include "greater vyieid on deposits,
reduced total risk and improved liquidity.”’* The prospectus further states
that the program would "provide a source of funds for local lending, which
should result in increased local economic activity and improved tax

revenues.' 7%

The pledged loans will consist of: (1) a "core” of loans which are either
floating rate loans with maturities of less than five years or fixed rate ioans
with maturities of not more than a vyear; and (2) "other" loans which are
pledgable at the Federal Reserve Discount Window but which "do not meet the
liquidity standards of the ‘core’ collateral”.’® The prospectus states the BOH
will agree to maintain "a portion” of the pool in Thighly liquid qualifying
loans”. The loans will be pledged at par and valued for collateral purposes
at 90 percent of their par wvalue. At that value, the bank commits tfo
pledging total loans in an amount at least equal to 150 percent of the State's
collateral requirements.’®

BOH guarantees that no loans classified as substandard by the FDIC or
whose payments are delinquent for more than ninety days will be pledged for
collateral purposes and that the totals of such loans will be netted out of the
collateral total. BOH reports that the default experience for loans in this
category has been extremely low, averaging less than one-half of one
percent. The bank also states that the 150 percent excess collateralization
aliowance will off-set the credit risk associated with loan defaults in the
pool. 77
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As the loans mature, the bank will remove the appropriate promissory
note from the collateral pool. Paid loans will be formally deleted from the
pool quarterly. Physical custody of the loan pool will be the responsibility of
Hawaiian Trust Company.’?
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Chapter 5

DEPOSIT PROTECTION PROGRAMS IN OTHER JURISDICTIONS

As noted earlier in this report, the state Department of Budget and
Finance conducted an eleven state survey {Exhibit 3-1} of state treasury
investment vyields on time certificates of deposit (CD) during 1887. The
survey disclosed that among the eleven states responding to the
questionnaire, the State of Hawaii apparently received the lowest return on
its investments placed in CDs during that period of time. The Department
pointed tc the lack of competitive forces in the public funds market in Hawaii
due to the statutory restriction that existed at the time prohibiting the
investment of funds out-of-state. Hawaii's banking industry argued that
factors such as the State’s collateralization policy and the short-term
maturities of the State's CD investments were the primary reasons behind the
State's lower return.

While there exists no reason or cause to challenge the validity of the
foregoing arguments, analysis of those arguments in light of the results of
the survey may lead to contradictory findings. For example, it is generally
believed that coliateralization requirements will negatively impact the vyieid an
investor should expect to receive on investments secured under such terms.
As the survey indicates, however, the State of Washington, which maintains a
pooled collateralization program that limits collateral coverage to only 10
percent of a public deposit, received a return only 27 basis points above that
of State of Hawaii which requires deposit coverage at 110 percent.
Additionally, the State of Arizona, which requires full deposit collateralization
received a vreturn almost 200 basis points above that of the State of
Washington.

Another factor which may affect the return an investor may receive on
CDs is the length of their maturity. It is generally understood that longer
maturities vield higher returns. Once again, however, the survey reveals
situations which may appear to be contradictory. For example, the State of
Oregon received an average return of 8.95 percent on its deposits held in
CDs with average maturities of 60 days, while the State of idaho {which
requires no cofllateralization] received a return approximately 175 basis points
below that of Oregon's on CDs with average maturities of 272 days. Clearly,
strict reliance upon either the resuits of the survey or the aforementioned
factors may lead to erroneous conclusions. Many factors of cash management
contribute to the determination of an investor's yield. It may be inaccurate
to assume that any one factor could in fact be responsible for either the
suparior or poor performance of an investment.

while the investment and cash management alternatives available to the
public investor to enhance vyield merit review and analysis, the focus of this
chapter is confined to the subject of deposit collateralization and its
implications upon deposit safety and liquidity as set forth in H.R. No. 246.
Based on the premise that more information would be needed to reliably
evaluate both the deposit protection practices of other states and the
collateralization alternatives proposed by local depositories for consideration in
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this study, a follow-up survey of the eleven original states in the 1987 study
was conducted,

Deposit Protection Programs in Other Jurisdictions

The public deposit protection requirements of the wvarious states and
municipalities of the United States are generally set forth in the statutes of
each state. However, a review of any given state's statutory requirements
for deposit collateralization will often be uninformative. Generally, most
deposit collateralization statutes are purposefully broad in setting forth the
options and alternatives available to the deposit protection program
administrator. Typically, programmatic details and other issues that require
analysis on a case-by-case basis are either left to the discretion of the
program's administrator or are clarified in the program’'s administrative
guidelines. For example while most states statutorily define the parameters of
acceptable coilateral, the final decision as to the prudence of incorporating
any particular security into the program’s portfolio is left to the judgment of
the administrator. Therefore, while any given class of security may appear
to be legally acceptabie under the statutory language of a particuiar state,
that particular class of security may not meet the program's administrative
standards. One exception to this observation is the State of Colorado where
the State Divisions of Banking and Savings and Loan are obiigated to accept
all securities identified by the Legisiature as permissible in that state. Such
exceptions notwithstanding, the general purpose of most deposit
coliateralization statutory provisions is to establish the basic powers and
duties of the program and to set forth the administrator’'s obligation to
safeguard the public treasury. Exhibit 5-1 presents the collateral
instruments eligible for pledging among the fifty states.

As noted earlier in this report, 43 states have enacted deposit protection
statutes of some kind that require depositories to pledge collateral to secure
public deposits. In addition to state level deposit protection, 38 states
presently require their political subdivisions to collateralize their public
deposits. Exhibit 5-2 presents a national overview of the deposit coverage
requirements of state and local governments.

For the purposes of this chapter, three deposit protection program
variations will be reviewed in detail: (1) the program of the State of Utah
where there are no requirements for deposit collateralization; (2) the program
of the State of Washington where the Public Deposit Protection Commission
maintains a pooled collateral program; and (3) the program of the City and
County of Honolulu where full deposit collateralization is required pursuant to
section 38-3, Hawaii Revised Statutes, but where a higher return yieid can be
negotiated with certain depositories due to the acceptance of the ciass of
securities eligible under section 38-3(9). Exhibit 5-3 presents a summary of
the follow-up study conducted on the deposit protection programs of the
eleven states originally surveyed by the Department of Budget and Finance.
The following is a detailed study of the programs of Utah, Washington, and
the City and County of Honolulu.
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Exhibit 5-1

ELIGIBLE COLLATERAL FOR DEPOSIT PLEDGING

u.s. First real
Government U5, State State General extaty
Stute obilgations agencies obligations agencies obligations Corporstes mortgages  Other!
Alabama Yes Yes Yes Yes Some No No L
Alaska? — — — e - — - —
Arizona Yes Yes Yeos No Yes No Some L
Arkansas Yes Yes Yes Yes Yes No No S
California Yes Yes Yes Some Yes No Yes AB.G.H.L
HE150%)
Cokoraca Yes Yes Yes Yes Yes No Some No
Connecticut? Yes Yes Yes Yes Yes Yes Yes -
Delaware Yes Yes Yas No Some Ne No Ne
Flonda Yes Yes Yes Some Yes Some No Hi
Georgia ves Yes Yes No Yes No Ko Hdl
NG Stnps)
Hawai Yes Yes Yes Yes Yes No NG L
caho? - — —_ — — — — e
Hinois Yes Yes Yes Same Yes NG Some No
{E115%)
Inchana? - - — - — - — —
lowa Yes Yes Yes No Yes Some No No
Kansas Yes Yes Yes Yes Some — No L
Kentucky Yes Yes Yes Yes Yes No No Ne
Lousiana Yes Yes Yes Yes Yes MNo NG No
Maine Yes Yes Yes? Yesg? Yes Some No BH
Marylang Yes Yes Yes Yes Yes No No GH
Massachusetts —_ - - — e — —_ —
Michigan Yes Yes Yes Yes Yes N No Ne
Minnesota Yes Yes Yes Yes Some No Yes CFK
Mississipp Yes Yes Yeas? Yes? Yes NG No Nec
Missour: Yes Yes Yes Yes Some Ne Ne No
Moniana Yaig Yes Yes Yes Yes No Yes L
Mabiraska Yes Yes Yes Na Yes Ko No CE
HNewvada Yes Yes Yes ko Yes No Yes Mo
(@200°%)
New Hampshire? — - —_ o - —_ —_ —
New Jarsey Yes Yes Yes Yes Some No No No
New Mexico Yes Yes Yes Yes Yes No No Ko
New York Yes Yes Yes Yes Yes Ne No Ne
North Carctina Yes Yes Yes Yes Some No No No
Narth Dakota Yes Yes Yes Yes Yes No No No
Ohic Yes Yes Yes Yes Yes No No No
Okiahoma Yes Yes Yes Yes Some No Mo NO
{No Strips)
Oragon Yes Yes Yes Yes Yes No No Mo
Pannsyivania Yes Yes Yes Yes Yes No Ne Yes
Rhede Istand —_ — o —_— — - e —_
Soutn Carolina Yes Some Yes Some Some No No E
South Dakota Yes Yes Yes Yes Yas No Yes No
Tennesses Yes Yes Some Yes Sorme No No BCFGH
Texas Yes Yes Yes Yes Yes No No No
WUHan? — —_ — — — - — -—
Vermont? —_ — B —_ - —_ e —
Virginia Yes Yes Yes Yos5 Some Some No BCFGH
Washington Yes Yes Yas Yes Yes NG NG ?
West Virgirea Yas Yes Yes Some Sorme Mo HNo Ne
Wisconsin? — — o — — - - —_
Wyoming Yes Yes Yes Yes Yes Sorme Yes EJdiL
“Hae Apoenox A S-Asian Gevelonment Bank H-énrie Bank
ol SRt Chagahons ale C-Banuers scoepiances bfsramh bonds
WETOGLNT Wil TWERICING RS, L-Canadan bonos Jebercrian Manne bonas
e hsting Deicw E-Cemtcams 0f 0RpGSs K-Sharss of ans nvestment COMEany
rther coliktnrai F-Commercial paper L-Warrants

B irenn Devaiopenent Bark Grintg-hmarnce Deveopment Bank

Matthew Petri, Fide
Fet 5

a e i
¢l 3, No. 5, Gotober 1987, p. 25,

i
¥
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Exhibit 5-2

PLEDGING REQUIREMENTS FOR THE PROTECTION
OF DEPOSITS OF PUBLIC FUNDS:
PERCENTAGE OF COVERAGE REQUIRED

State State Funds Subdivision Funds
Alabama 100% None
Alaska Nonse
Arizona 0o 100
Arkansas
California 110 110
Cotorado 100 100
Ceonnecticut
Deiaware 102 102
Fiorida 50 &0
Georgia 110 110
Hawaii 100 100
{daho None None
{liinois 110 None
Ingiana None None
iowa 110 110
Kansas 100 100
Kentucky 100 100
Lousiana 100 100
Maine 100 100
Maryland 102 102
Massachusetts None None
Michigan 100 None
Minnesota 110 110
Mississippi 75 75
Missour 100 100
Montana 50 50
Nebraska 110 110
Nevada 100 100
New Hampshire None None
New Jersey 120
New Mexico 100 100
New York 100 100
North Carolina 100 100
North Dakota 110
Ohio 100+ 100
Ckiahoma 110 100
Oregon 25 25
Pennsylvania 120
Rhode isiand ? None
South Carpiina 100 100
South Dakota 110 10
Tennesses 100 110
Texas 100 100
tHah None None
Vermont None None
Virginig
Washington 10 10
West Virginia 102 102
Wisconsin
Wyorning 1006 100
Source: Matthew Petri, Fidelity Investments, Government Finance

sl T blds Dareaddo
SLRG FUDLLCG Lenogtle,
b i

vty
Ll L

Officers Asscciation, (o
Mav 1987, p. 15.
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Exhibit 5-3

SURVEY OF ACCEPTABLE COLLATERAL FOR PUBLIC DEPOSITS
IN ELEVEN WESTERN STATES

FOLICY ON THE ACCEPTANCE OF:
GREDIT CARD ASSET-BAGKED
SECURITIES [CARDS);
CERIIFICATES FOR AUTOMOBILE
RECE (VABLFS {CARS);
COLUATERALIZED MORTGAGE

. ACCEPTABLE CGLLATERAL TOR OBLEGATIONS {CMOs); AND
HAME OF STATE DEPOSIT PROTECTION REQUEREMENT DEPOSITS OF PUBLIC FUNDS COMMERC AL LOANS COMMINTS
Avizona TChs and repurchase agreements 0,5, Government and Agency Not aceepted--Depositaries Whole Loan Commercial Mortgage
at 1G2% Ghiigations at 102%; Municipal have never proposed these Cotlaterat must be marked to
Gbiigations; GNMA Pass-Through secUrities market monthly and recorded in
Cartificates; Whole Loan the name of the state trea-
Martgage Cotlaterat at 200% sury, Presumably, due to this
added ewpense, and the 200%
market value ratic, banks and
Skls have thus far declined to
pledge these securities
Catifornia TChs at 110% V.5, Government and Agency Not accepted--Depositories Most ICDs are with Sils and
Obiigations; GNMA and FNMA; have never preposed these reguire 110% coverage;
state and locai obligations; securitias negotiablie TCDs with banks
also mortgage notes anhd deeds regitire 1o collaterat

of Lrust at 1950%

Golarado TEDs and repurchase sgreesents U.5. Government and Agency CMOs witl be allowed next A state task force is pur-
at 2% Obiigations; state ang muni- vear--the valuation ratio is rently in the process of
cipal obfigacions; commerciaf presently being determined. devalaping recommendations (o
Skbs not meeting the minimoum pager; banker's acceptances; EARS, CARDS and Commercial strengthes Coiorada's deposit
capital requirements or negotiahio CDs Loans have NOY¥ REEN AUVTHORIZED protection laws. Colorado has
exhibiting signs of failure by the legistature. experienced severai bank
may be reguired to colliater- Deposit protection for banks faitures in recent vears, Due
atize deposits up to 300% and Sgis are dealt with sep- {0 improper coliateral moni-
arately by the Division of toring and inadequate cover-

Banrking and the Division of
Sil s,

Rivision of S&ls accepts CONMA,
FHLMC, #NMA, first mortgage
lpans at approximately 130%,
The {olorado tegislatiyre man-
dates the types of securities
that are ¢tigible to he
pledged as cofiateral, fthe
Bivisions of Banking and S&ls
are obligated to accept
securities approved by the
legistature.

age, a bank faiture in
southern Coforado resulted in
pubtic fung Josses. Several
counties have fijed suits
against the state for inade-
quate pretection of their
deposits and for the recovery
of their funds. 1ihe task
force witi submit 8 revisicn
package to the legislature
which s expected to resuit in
the major restructuring and
strengthening of the bank
daposit protection law.
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BEPGSIT PROTECTEON PROGRAMS N OTHER JURISDICTIONS

The State Money Management Act of Utah

The State of Utah does not require collateralization of its public
deposits. Public deposit protection in Utah is accomplished through the use
of a bank ranking system and the deposit insurance guarantees of the FDIC
and FSLIC.?

To protect its public deposits, the State Financial Commissiocn of Utah
develops a list of banks which are considered qualified to receive deposits of
public funds. With respect to in-state institutions, an allotment is established
by the State Money Management Council based on a formula of adjusted bank
capital to assets.? This ratio establishes guideiines for determining the
maximum amount of public funds allowed per public treasurer which can be
held at a qualified depository in order to protect public treasurers from the
risk of loss. These criteria along with an institution’s willingness to provide
interest at the market rate contribute to the state's decision to allow public
funds to be deposited in any in-state institution.

To assess the financial condition of any potential out-of-state depository,
the State Financial Commission utilizes the evaluative criteria of the firm of
Keefe, Bruyette, and Woods. To qualify as a depository under the rules of
Utah, an out-of-state depository must maintain a rating of "BC" or better (on
a scale of A to D} and must possess $5 billion in assets. Any out-of-state
depository whose rating drops below the minimum standards established by
the Commission must be eliminated from the list of qualified depository
institutions.?

Due to Utah's stringent system of bank ranking and the understandable
priority it places on receiving a fair market yield, many in-state banks are
fimited to deposits not exceeding the 3$100,000 federal insurance protection
ceiling. In 1987 the Utah Treasury reported $44 million in CDs invested in
depositories within the State of Utah and $493 million in CDs invested in
depositories located out-of-state.

in the event of the collapse of either an in-state or an out-of-state
depository, public treasurers in Utah are guaranteed deposit recoveries only
up to the federally insured limits of $100,000 for banks and thrift
institutions.* Deposits of principal and interest earnings in excess of this
limit may be lost. The investment officer of the Utah State Treasury stated
that the treasury has thus far been fortunate in that the State's funds have
never been placed in any institution that eventually became insolvent.®

The State Public Deposit Protection Act of Washington

Prior to the enactment of the Public Deposit Protection Act {(PDPA) in
1968 by the Washington State lLegislature, each public treasurer (including
treasurers of 265 cities and towns, and 38 counties) was required to execute
a collateral agreement with every bank in which an account was held.® To
guarantee against loss, the bank, after allowance for FDIC insurance, was
required to place in escrow, securities having a value equal to 110 percent of
each public treasurer's bank balance.’?
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with the establishment of the Public Deposit Protection Commission
{(PDPC), a new concept was adopted based on mutual responsibility of all
banks for the failure of a single bank. The PDPC was charged with the
responsibility of arranging for collateral for all public deposits under the
jurisdiction of state and local public fund custodians. This procedure
provided the assurance that in the event of default of any participating bank,
the other member banks in the State of Washington would collectively assure
that no loss of funds would occur to any custodian of public funds.?

Each bank's collateral requirement of pledged securities was initially
reduced from 110 percent of a deposit to only 5 percent of the aggregate
public treasurer's bank account balances. |In 1977 the Legislature increased
the collateral requirement from 5 percent to 10 percent. In the event of a
bank default, the PDPC would determine the extent of the public fund loss
and assess each participating bank for its proportionate share, based on the
ratio that its public deposits bore to the statewide total.?®

In 1983, the Washington Legislature expanded the Public Deposit
Protection Act by allowing thrift institutions (mutual savings banks and
savings and lcan associations) to become eligibie as pubiic depositories. This
amendment created a collateral pool for savings and loan associations separate
from that of commercial banks. Although the collateral pools are separate,
the procedures for each are identical.!’

in 1984, the Washington Legislature amended the PDPA by limiting the
total public deposits in each public depository to 300 percent of its net worth
or 30 percent of total public deposits statewide, whichever amount was less.
A depository could exceed these limits only by pledging 100 percent collateral
to cover the excess deposits.*? In 1986, the limit was lowered to 150 percent
of an institution's net worth or 30 percent of total deposits statewide,
whichever amount was less. Again, a depository would be permitted to
exceed this limit only by pledging full collateral coverage for the excess
deposits. 12

In 1883, the Westside Federal Savings and Loan Association of Seattle
collapsed--constituting the first failure of a public depository since the
inception of the collateral pool concept in the State of Washington. In
cooperation with the FSLIC, the PDPC instituted procedures to protect all
public deposits.!® Due to the protective actions of the PDPC, all public
funds on deposit with the institution at the time of its collapse were properly
collateralized, Al public treasurers received both principal and interest
payments due.®*

The collateral pool program of the State of Washington provides public
treasurers with wide flexibility while providing adequate protection of public
deposits.'®  Presumably, due to the lower ratio of collateral coverage
required per institution, a larger segment of Washington's financial community
is able to participate in the public funds market. The total interest earnings
on $1.9 billion of investments by the Washington Treasury during fiscal year
1987 was $70.4 million.*S
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The Program of the City and County of Honolulu

The deposit and investment of City and County of Honolulu funds are
governed by chapter 38, Hawaii Revised Statutes, and section 46-30,
respectively. Section 46-48 extends the rights, powers, duties, and
obligations of chapter 38 as they apply to the deposit and investment of state
funds with respect to county funds. Section 46-50 sets forth the specific
items of investment in which the Director of Finance, with the approval of the
City Council, may invest city funds which are in excess of the amounts
necessary for meeting immediate requirements when such action will not
impede or hamper the necessary financial operation of the City.

Through the adoption of Council Resolution No. 238, on March 24, 1974,
the Honolulu City Council has vested blanket authority in the director of
finance to invest, at the director’s discretion, City funds deemed to be in
excess of immediate operating requirements, provided that prior approval of
the City Council is necessary before investing in bank savings accounts or
time certificates of deposit if such investments are intended for out-of-state
deposit. Despite the passage of Act 78, Session Laws of Hawaii 1988, which
authorized the out-of-state deposit of public funds, Council Resolution No.
238 maintains the in-state deposit restriction on City funds. In its 1985 audit
of the cash management program of the City and County of Honolulu, the firm
of Arthur Young and Company recommended the repeal of Council Resolution
No. 238.!'7 The report contended that maintaining the flexibility to deposit
funds out-of-state, "may enhance negotiating with iocal institutions and
ensure a competitively healthy environment for providing the City's banking
services. '®* The report continues that "out-of-state financial relationships
will enable the City to be aware of and/or take advantage of attractive
investment opportunities that may be available elsewhere from time to time. *®
The City is presently in the process of preparing a motion to consider the
repeal of Council Resolution No. 238.%°

In conducting its investment program, the City has maintained the
position that while interest earnings are significant, the safety of public
funds is of paramount consideration and has adhered to the following
principles of investment:??

Safety: Regardless of any other consideration, the preservation of
capital and the protection of principal are the main objectives.

Liquidity: When money is needed, the maturing investments must be
immediately avaijlable for prompt convertability into cash to meet projected
operating requirements.

Yield: {f the first two considerations are met, the rate of return then
becomes a major consideration for investing, but within the limits prescribed
by law.

Section 6-204 of the Revised Charter of Honolufu 71973 (1984 edition)
provides that the Director of Finance, along with a designee of the Council
shail jointly, at least once every three months, verify the amount of money in
the treasury and make a certified report showing the amount of money that
ought to be in the treasury, and the amount and kind of money actually
therein.
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With the adoption of section 38-3(89), Hawaii Revised Statutes, by the
Legislature in 1984, public depositors were authorized to accept any assets on
the books of a depository that was acceptable by the Federal Reserve System
to secure advances made to member banks. in 1888, Bank of Hawaii
submitted & prospectus to the City (identical to the proposal submitted to the
State described in Chapter 4) proposing a pledging program based on the
acceptance of commercial loans as collateral for City deposits.?? In May 1886,
the City and County of Honoluiu authorized the first pledging of commercial
loans as collateral for its deposits with Bank of Hawaii.??® Currently, Bank of
FHawaii and First Hawaiian Bank are the only two institutions participating in
the consumer loan pledging program with the City.

As proposed in the prospectus submitted to the State, 50 percent of the
City's deposits are secured by a pool of consumer loans held by the
institution. The remaining balance of the City's funds is collateralized by
government securities eligible under section 38-3(1) to (8), Hawaii Revised
Statutes.?* The higher earnings of the City have been attributed to their
participation in the consumer loan pledging program and the longer maturity
periods of the City's certificates of deposit.

Currently, the City and County of Honolulu is the only public entity in
Hawaii allowing its deposits to be collateralized under such terms. As the
only participant in the program, the consumer ioans constituting the City's
collateral pools are thought to be the highest quality and best performing
loans within the loan portfolios of the respective depositories. Given the size
and magnitude of the respective loan pools, the City's deposits are, at
present, substantially over-collateralized.?® The State's participation in this
program may place restrictions on the amount of gquality loans that can be
allocated to the collateral pools of both the State and the City.?°¢
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Chapter 6

EVALUATION OF THE STATE'S COLLATERALIZATION ALTERNATIVES

The deposit protection programs of public depositors throughout the
United States wvary widely in terms of structure as well as methodology.
Unfortunately, case studies or examples relating to most of the alternatives
proposed by local depositories for this report were non-existent among the
states surveyed. The risks relating to these alternatives are difficult to
determine until they are actually impiemented and put to the test of deposit
protection. Realistically, however, such an evaluative approach should be
-unacceptable. Any level of risk or uncertainty surrounding any particular
approach shouid be explored before the alternatives are implemented. The
protection of public funds should be the primary objective of any
administrative or legislative decision-maker; deposit security is not an issue
that should be left to charnce. [Decision-makers are obligated to carefully
scrutinize any proposed amendment in statutory or administrative policy to
anticipate the risks associated with the change in policy.

The purpose of this chapter is to evaluate the programs and alternatives
discussed earfier in this report and to assess the suitability of each
alternative in light of the goals and objectives of Hawaii's deposit protection
program. This chapter will alsoc provide an in-depth analysis of the role of
the Federal Reserve Sysiem as it reiates to public deposit collateralization in
Hawaii.

Alternate Deposit Protection Programs

While the programs reviewed in this report vary considerably in terms of
their approach toward deposit protection, it is evident that regardless of the
strategy utilized, deposit safety is an issue that is never intentionally
compromised in the pursuit of other objectives. For exampile, although it may
appear that other states may have ‘less stringent” collateralization
requirements than the State of Hawaii, deposit security is attained through
other safeguards which often resuilt in unwanted, yet unavoidabie trade-offs.

In the case of Utah, where the state reguires no deposit
collateratfization, & stringent system of bank credit evalyation is utilized.
Although depositories are not subject to the requirement of pledging
collateral, less qualified institutions receive less of a share of the state's
public funds. Given the risks involved in requiring no coilateral coverage on
deposit balances exceeding the federal insurance limits, the State of Utah
places a high priority on earning the highest vield possible.! Due to this
and other factors such as the asset size and the credit ratings of banks and
other institutions in the state, the grest majority of Utah's deposits are
placed with highly rated institutions ocutside of the state.

While it is not the intent of this iliustration to question the worthiness of
any institution currently receiving deposits of public funds in Hawaii, a
program based on the asset size and credit ratings of a depository would
obviously favor Hawaii's larger banks. The current distribution of public
deposits--based on the ability of the institution to adeguatsly collateralize
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public deposits--would, perhaps, be further concentrated, contingent upon
the ratings smaller institutions may receive in relation to Hawaii's larger and
outwardly more secure banks. A second possibility may be the flow of public
funds out-of-state to mainland banks possessing higher credit ratings. In
either case, such a program would surely result in the development of
negative effects, at least for certain segments of the banking industry in
Hawaii.

The collateral pool system of the states of Connecticut, Florida, and
Washington is an approach of proven effectiveness. This system, however,
may also suffer several drawbacks when applied to the public funds market in
Hawaii. The collateral pool system implies a program of "shared risk” among
institutions participating in the public funds market. [(nherently, therefore,
stich a system reguires, or would perhaps be most suited for, a state or a
region supporting banks and thrifts of relatively equal size and credit
positions.* The pooled system allows for wide participation in the public
funds market. Smaller institutions formerly incapable of meeting the deposit
coverage requirements of a full deposit collateralization program may be
capable of posting the reduced percentage of collateral required in a pooled
program. While this may seem equitable, larger institutions may be concerned
that this redistribution may resuit in a smaller share of the public funds
market for their institutions. Conceivably in a state such as Hawaii, where
as much as 86 percent of the State's deposits are held by the two largest
banking institutions, a system facilitating a more equal distribution of public
funds may generate considerable controversy. Moreover, the "shared risk”
approach may be perceived as unfair by larger or more stable instifutions in
that all institutions participating in the pool must support the credit and
cover the defaults of the weaker or less secure institutions.?®

Aside from the foregoing considerations, the systems utilized in Utah and
Washington would, in all probability, require the establishment of an

upgraded system of bank monitoring. in a full deposit collateralization
program, deposits are theoretically protected despite the financial status of
the depository. In a scenario where no ccollateralization is required, however,

deposit security is directiy contingent upon the condition and stability of the
bank. To ascertain this, the depositor must develop and maintain an up-to-
date and highly sophisticated system of bank credit examination and
monitoring. While this may be a prudent objective for the State's cash
management program to aspire toward in any case, a partial deposit
collateralization program may necessitate more vigorous depository evaiuation
and the expansion of the Department of Budget and Finance's capacity to
monitor the condition of local depositories.

The Discount Function of the Federal Reserve System as it
Relates to Public Deposit Collateralization in Hawali

As indicated earlier in this report, the Department of Budget and
Finance has maintained a preference toward working with those securities
enumerated under paragraphs (1) through {8} of section 38-3, Hawaii Revised
Statutes. With the addition of paragraph {9} by the Legisiature in 1984,
however, a much broader range of securities became eligible for consideration
under the scope of the section. Thus far, however, the Department's
acceptancé of securities under this paragraph has been strictly limited.
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Paragraph (9) permits the acceptance of "other assets on the books of
the depository which are eligible to secure advances from the Federal Reserve
Banks under the regulations of the Federal Reserve Board”. The intent of
the provision was obviously to adapt the collateralization standards utilized by
the Federal Reserve System (Fed) to those of the State. Hawaii bankers
testified in 1984 that:*®

By allowing for the pledging of the types of collateral which
are acceptable for securing borrowings from the Federal Reserve
Bank, it will not be necessary for the Governor and the Director to
under go (sic} exhaustive investigations of each new financial
instrument as it is created. That investigation will have been done
by the Federal Reserve Bank.

As noted previously, most of the alternatives submitted for review and
consideration in this study would more than likely fall within the scope of
section 38-3(8). In this regard, section 38-3(9) deserves special analysis,
This section of this chapter reviews the intent of the Federal Reserve
System's policy on discounts and advances to member banks and examines this
policy in light of the intent and purpose of section 38-3, Hawaii Revised
Statutes.

To understand the underiving rationale of the Federal Reserve Act's
broad and open-ended policy on the collateralization of federal reserve credit,
the basic role of the Fed must be examined. One of the principal reasons for
the establishment of the Fed in 1913 was to provide member banks of the Fed
system with a new source of funds to augment their reserves.® While the Act
originally restricted federal reserve credit to member banks of the system,
the Monetary Control Act of 1980 directed the Fed to open the discount
window to nonmember institutions requiring assistance, subject to certain
provisions.® Essentially, therefore, nonmembership in the system no longer
precludes the borrowing of credit through the discount window.

When a Federal Reserve Bank (reserve bank) grants a ioan to a
commercial bank, the transaction may either be a "discount” or an "advance”,
A discount is a loan made to a commercial bank on promissory notes, drafts
and other instruments on which the bank itself has granted loans to its
customers, provided that these instruments satisfy the eligibility standards
enumerated in the Federal Reserve Act.? In effect, the bank borrows on
other peoples’ obligations to pay. On the other hand, an advance of a
reserve bank to a commercial bank is a loan whose repayment is solely the
obligation of the bank. On advances, the member bank must pledge
securities that are eligible collateral--United States Treasury obligations,
securities of federal agencies, or any other assets the reserve bank is willing
to accept.®

Most commercial bank borrowing is in the form of advances--against
notes with government securities as collateral. According to the Legal
Division of the Board of Governors of the Federal Reserve System, almost all
of the collateral currently held by the Fed on discount window loans is in the
form of U.S. Treasury and federal agency obligations.® This form of
borrowing is more convenient and saves time for the bank because the
colfateral is theoretically free of credit risk, is readily appraisable as to its
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value, and can be readily supplied in large amounts conforming to the
borrowing needs of individual banks. Member banks of the Fed system often
jeave government securities with their regional federal reserve banks for
safekeeping. This arrangement also makes it easier to pledge such securities
as collateral when the need fo borrow arises.

Federal Reserve credit is generally extended on a short-term basis to a
commercial bank to enable it to adjust its asset position when necessary due
to developments such as a sudden withdrawal of deposits or seasonal
requirements for credit beyond those which can reasonably be met by use of
the bank's own resources. Federal reserve credit is also availabie for longer
periods when necessary to assist banks in coping with unusuai situations,
such as national, regional, or local economic difficulties or exceptional
circumstances involving particular banks.!® Under ordinary conditions, the
continuous use of federal reserve credit by a bank over a considerable period
of time is regarded as inappropriate. The discount window has the absolute
right to refuse credit to banks based on its overall assessment of the economy
and the legitimacy of the bank's request for credit accommodation.'? Federal
reserve banks will authorize credit advances only on the assurance that the
bank has exhausted ail other avenues of borrowing. Banks usually consider
borrowing at the discount window as the "iast resort”.'? [n considering a
request for credit accommodation, each reserve bank gives due regard to the
purpose of the credit and to its probable effect upon the maintenance of
sound credit conditions, both as to the individual institution and the economy
in general.

Although the majority of the loans granted by the Fed to any bank are
in the form of advances secured through pledges of U.S. Treasury or federal
agency securities, the broadest lending authority that any federal reserve
bank appears to have is enumerated in 12 U.S$.C., section 347b, entitled:
"Advances of individual member banks on time or demand notes.” While
Congress clearly intended to support the use of federally issued debt
obligations during the lending of credit by the Fed, the Federal Reserve Act
also provides for the acceptance of a broader array of assets identified only
in terms of an extremely nebulous standard. The section permits advances to
member banks "on its time or demand notes” provided that the advance is
"secured to the satisfaction of the Federal Reserve Bank”. In the past, this
provision has been interpreted to include items such as property and
equipment.!® There is a restriction, however, which specifies that federal
reserve banks may charge interest at a rate at least one-half of one
percentage point above the highest discount rate in effect at the reserve
bank on advances authorized under section 347b.'*

The "penalty rate” was originally intended to hold section 347b advances
in reserve for financial crises and emergencies. When section 347b along with
the so-called penalty rate was added to the Federal Reserve Act in 1835,
Congress appears clearly to have been thinking about financial emergencies.
The idea was that, as long as member banks had U.S. Treasury obligations
and other eligible securities on which to borrow, it would be highly unlikely
that banks would appiy for section 347b advances on which a higher rate of
interest would be assessed.®® However, in times of c¢rises when holdings of
federal agency and U.S. Treasury obligations may be insufficient, member
banks surely would not refuse to pay a slightly higher rate in order to
orotect solvency, and the Fed as the “lender of last resort’ would not deny
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the approval of loans on securities such as municipal obligations, consumer
loans, real-estate mortgage notes, and other kinds of assets not otherwise
“eligible”, 18t

The issue in question is the primary role of the Fed in the national
banking system. As the nation’s central bank, one of the major functions of
the Fed is {0 assist commercial banks to cope with the problems and
difficulties they may encounter. These situations may include problems
involving simple liquidity adjustment as well as crisis situations wherein the
Fed's assistance is essential in order to avert an institution's collapse. Under
normal circumstances, advances are allowed on the basis of securities issued
by the federal government pledged as collateral. Under justifiable
circumstances, however, a federal reserve bank is empowered to accommodate
a broader class of paper--including consumer and commercial ioans, as
colfateral. Having exhausted all other avenues of borrowing, most institutions
approach the discount window as a "last resort." It would, therefore, be
contrary to the basic purpose of the Fed to refuse credit assistance to an
institution on the basis of the type of coliateral it is capable or not capable of
pledging. Banks approaching the discount window in a weakened position
may often have limited reserves of securities or asseis on which to offer as
collateral. Assets and securities accepted by the Fed as collateral are often
accepted out of necessity. The Fed may have no alternative but to accept
the types of securities or assets a failing institution may be holding in

reserve. As a practice, however, the acceptance of assets such as
commercial, mortgage, and consumer loans by the discount window is viewed
as a "last resort.” Given the risks of extending credit to failing institutions,

the Fed has been known to require loan coverage as high as 200 percent,
even in cases where U.S5. Treasury securities--marked-to-market twice daily--
are pledged as collateral.”

The Fed's acceptance of any security or asset on the books of a bank at
the discount window by no means ensures the quality of these instruments as
collateral. It is questionable as to whether or not the deposit protection
program of the State should subscribe to a standard that was developed by
the Fed as a standby option to assist banks in cash deficient situations.
Indeed, the financial condition of banks receiving deposits of the State
should, hopefully, be just the opposite. Clearly, the mere acceptance of any
given security or bank agset by the Fed at the discount window does not
preciude the need to perform the so-called “exhaustive investigations”
normally required of the Department of Budget and Finance when considering
the acceptance of any asset or newly developed instrument eligible under
section 38-3(9), Hawaii Revised Statutes.

According to Harry Jorgenson, senior attorney with the Board of
Governors of the Federal Reserve System, while the discretion provided under
section 38-3(81 may be "useful to have” if managed properly, "I'm not sure
you're going to be too safe in accepting everything allowable under that
language. " !'®

Consumer Loans as Coliateral for State Deposits

As Exhibit 5-3 indicates, the acceptance of consumer ipans as collateral
for state deposits would be unprecedented among the eleven state treasuries
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surveyed in this study. Most state treasuries are required to utilize
registered securities when collateralizing public deposits. in  Hawaii,
however, section 38-3{9), Hawaii Revised Statutes, permits the acceptance of
consumer and commercial loans as collateral. During the course of this
study, the only program found to be authorizing consumer and commercial
joans as collateral for public deposits was that of the City and County of
Honolulu.1?®

As noted in Chapter 5, the proposal offered by the Bank of Hawaili
(BOH) was rejected by the Department of Budget and Finance during its first
submittal in 1985.2° In light of its administrative policy regarding deposit
security and liquidity, the Department found that the acceptance of consumer
loans as collateral against its deposits would be inconsistent with its obligation
to protect public funds. Despite the higher rate of interest promised in the
prospectus, the Department feit that a possibility existed for deposit security
to be compromised.?®?

The BOH prospectus contends that the benefits to the State in accepting
the bank's proposal would "include greater vield on deposits, reduced total
risk and improved liquidity”.??* According to the prospectus, the rate paid
to the State on public certificates of deposit would be at least equivalent to
103 percent of the prevailing coupon equivalent vyield on U.S. Treasury bills
of like maturity.??® In essence, a minimum floor based on the market rates of
Treasury bills on the secondary market would be established for state CDs of
comparable maturities. To estimate the approximate vyield the State would
have earned given the guarantee of a minimum floor, the proposed 103
percent adjustment rate for state CDs was caiculated for fiscal years 1983
through 1888.

Exhibit 6-1 displays: {1) the actual rates of interest received on state
deposits during fiscal years 1883 through 1988; (2) the average secondary
market rate for three month Treasury bills calculated to correspond with the
State's fiscal cycle (July 1 to June 30); (3) the minimum fioor based on the
90-day CD/Treasury bill adjustment formula; and (4) the positive or negative
differential between the minimum rate guaranteed by BOH and the actual rate
of interest (overall average) earned by the State during the same fiscal
period.

As the data indicate, the minimum floor guaranteed by BOH exceeded the
actual rate of interest received by the State during four out of the six fiscal
vears reviewed in the exhibit. During 1983 and 1986, however, the minimum
guaranteed rate fell below the overall average rate actually earned by the
State during those fiscal years. While a higher rate of interest could have
been offered by BOH during those fiscali years, this is not guaranteed, as
the minimum floor only guarantees that the rate will not fall below the
CD/Treasury bill adjustment rate.

By definition, the 103 percent adjustment rate is tied to the prevailing
market rate of Treasury bills on the secondary market. During fiscal year
1984, when the rates for Treasury bills were relatively high, the interest
spread between the minimum floor and the actual rate of interest received by
the State was substantial. However, during periods such as fiscal years 1983
and 1986 when the average CD rates exceeded that of Treasury bills by a
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Exhibit 6-1

COMPARISON BETWEEN BANK OF HAWAII'S PROPOSED
INTEREST ADJUSTMENT RATE AND INTEREST ACTUALLY
EARNED BY THE STATE 1983-1988

Fiscal Fiscal Fiscal Fiscal Fiscal Fiscal
Year Year Year Year Year Year
1983 1984 1985 1986 1987 1388

Return on investment® 9.04% §.71% 9.09% 7.27% 5.53% 5.70%

Average treasury bill
rate (July to June)? 8.43% 9.23% 8.69% 6.83% 5.54% 6.01%

Bank of Hawaii 103% CD
equivalent adjustment
rate estimate? 8.90% 9.73% 9.15% 7.16% 5.79% 6.28%

Differential between

actual earnings and
proposed rate - .14 +1.02 + .06 - .11 + .26 + .58

1. Annual Report of Deposits and Investments of the State of Hawaii, 1983 to
1988.

2. Federal Reserve Statistical Release-~Selected Interest Rates, Federal
Reserve System 1983 to 1988,

3. BOH CD eguivalent adjustment formula:

360 days x T. Bill rate = 1037
360 days ~ (T. Bill rate x 90 days)
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relatively large margin, the minimum floor fell short of being outwardiy
beneficial.

Although the promise of higher vields is an cobvious incentive, it is
difficult to determine the extent toc which additional risks should be assumed
in corder to earn additional profits. Obviously, the better the offer, the
greater the temptation. However, in light of the fact that the interest rate
advantage of the proposed program during the four fiscal periods in which
there was any measurable advantage at all, was approximately 48 basis
points--about one-half of one percent--the benefit of taking on the additional
risks of consumer or commercial foans as coflateral is questionable. Indeed,
the estimated BOH minimum floor that would have been offered to the State in
fiscal year 1887 (at 5.79 percent} would have failen far short of the average
71.27 percent earned by the eleven western state treasuries, utilizing
relatively conventional instruments as coliateral [Exhibit 3-1).

A second major concern of the Department in evaluating any potential
asset or security as collateral is the liquidity of the instrument. As noted
earlier, the marketability of a security on the secondary market is of prime
concern to any public depositor. High liquidity ensures that security can be
sold immediately without substantial iosses in value and that the security can
be readily converted into cash.

Unsecuritized consumer or commercial loans are not registered securities.
Securities are liquid and tradeable while most loans are not. The BOH
prospectus itself concedes that: “There is no active secondary market for
commercial loans."** The prospectus continues: "The ability of public
depositors to liquidate this collateral is based on the character of those lcans
{short maturity, high quality, floating rate}.”?® Regardiess of the quality of
the loans, the presence of an established market consisting of willing buyers
is essential to the sale of these assets. Without a market for assets of this
nature, the State may become the owner of the loans, having to collect
payments on their outstanding balances until they mature--a situation the
Department would wish to avoid.

Given the fact that as much as 50 percent of the State's deposits with
BOH would be subject to coflaterafization by assets of this nature, the State's
portfolio may consist of loans in amounts exceeding $300 million.?% In the
event of a default, the chances of the Department immediately locating a
buyer that would conveniently purchase assets of this size off the books of
the State is questionable.

The third major concern of the Department is the use of Hawaiian Trust
Company as the custodian of collateral pledged to the State. A cardinal rule
among all public depositors requiring deposit collateralization is that securities
pledged as collaterai should be segregated and physicaily placed in the
custedy of an independent third party for safekeeping. The rationale behind
this practice is to ensure that the collateral is independently controlled, and
that if the need to liquidate the securities arises, problems relating to title or
ownership would be avoided. Currently, collateral securities pledged to the
State by local depositories are placed in the custody of banks or trustees
located on the mainland.?” The problem perceived by the Department under
the BOM arrangement is that Hawailan Trust Company is & subsidiary of the
Bank of Hawaii. Although Hawaiian Trust Company would be obligated to
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function in a capacity as an independent trustee in any default proceeding of
the BOH, the Department feels that this close relationship may present an
unnecessary conflict.??

Other concerns may include the additional work hours that would be
required on the part of the Department to evaluate and monitor the pool of
pledged loans. Unlike conventional bonds or bills of the government which
appreciate in value as they mature, consumer loans are constantly being paid
off. while it would be the bank’s responsibility to maintain the proper
collateral balance and eliminate loans as they default or mature, the
diminishing value of these assets (including securitized assets such as CARS,
CARDS, and CMOs) complicates the public depositor's ability to independently
verify the actual value of the pool of assets pledged as collateral. Without a
direct access computerized system of collateral monitoring, it may be difficult
for the Department to determine the actual status of the collateral pool {and
therefore the actual value of the collateral itself) at any given point in
time.??

CARS and CARDS as Collatera! for State Deposits

Asset-backed securitization is an emerging iodustry. it is not
surprising, therefore, that state treasurers currently remain skeptical or
undecided as to the appropriateness of accepting these instruments as
collateral. A second concern may be that such securities may not be iegally
acceptabie as collateral unless authorized by the legisiature of the state.
Among the states surveyed in this study, only one state--New Mexico--noted
that these instruments were being seriously considered as collateral for state
deposits. As indicated in the survey, however, the New Mexico State
Legisiature has thus far rejected each bid to authorize these securities as
collateral.¥? The use of CARS and CARDS as collateral for State deposits in
Hawaii would be unprecedented among the states contacted in this study.
while the market outlook for receivable-related securities may seem promising,
the industry is still in its infancy, and without a record to evaluate the
performance of these securities as instruments of collateral for public
deposits, it is difficult to develop a determination as to the reliability of these
instruments. Without a record of performance as legitimate instruments of
collateral in the public sector, the only alternative is fo evaluate these
securities in terms of the risks they pose to investors. National securities
rating services such as Moody's Investment Services, Inc. and Standard and
Poor's Corporation (S&P) play an important role in developing the market's
perception regarding any particular investment vehicle. The structure of
asset-backed securities, which are backed by pools of loans with little or no
reliance on the issuer’'s own credit, is so complex that investors rely heavily
on the rating firms' scrutiny.

As noted earlier, the yield spread of receivable-related securities for
investors is often a principal factor behind their decision {o select these
investment vehicles over conventional government securities. Without the
"full faith and credit” assurance of the government, however, securities such
as corporate bonds and receivable-related securities rely heavily on good
ratings issued by Moody's and S&P to define the market outioock for these
securities. A high rating is often essential to the success of the issue, while
a low rating by either S&P or Moody's may spell frouble for the security in
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the market.?? While rating firms have not always been invited to rate and
examine certain issues of asset-backed securities, firms such as Moody's have
chosen to rate these securities without the issuer's cooperation. Moody's
contends that several points of view may be necessary to judge accurately the
quality of a firm's offerings.?®?

Although there are very few "AAA" rated banks in the United States,
asset-backed securities often achieve "AAA" ratings by tacking on a whole
web of third-party credit enhancements®®--often through foreign banks and
insurance companies--such as the Union Bank of Switzerland's $60 million
letter of credit guarantee tc enhance Bank of America’s 1986 credit card-
backed offering.?* Asset-backed securities need third-party support because
most investors find it difficult to determine the reliability of the pool of credit
card billings or auto loans held by individuals supporting the security.?% As
noted earlier, these credit guarantees can come in the form of insurance
policies, over collateralization, or, most commonly, "letters of credit” (LOC)
which generally cost half the price of an insurance policy.?®

While credit enhancement of securities through LOCs and insurance
policies are legitimate means of protecting the investor's interests, caution has
been advised on relying entirely upon the ratings awarded to these securities
and the guarantors themselves. Both the Wall Street Journal®’ and Owen
Carney, director of the Comptroller of Currency's Investment Securities
Division in the United States Treasury®® warned that an LOC guarantee is
onfy as stable as the party issuing the guarantee. I[n many cases, according
to Moody's, the security's rating is "strongly” dependent on the rating of the
guarantor.®® According to Mr. Carney, "if the guarantor fails, so does the
guarantee”, Indeed, a firm in jeopardy will often find it difficult to live up
to its promise to fully support the security.*?

Such was the case in August of 1988, when Moody's placed almost $14
bitfion of asset- and mortgage-backed securities on watch because the
guarantor's condition was in jeopardy.** When the rating of the third party
guarantor is in jeopardy, the securities’ ratings are also in danger. Moody's
decision to reconsider the ratings of securities guaranteed by certain banks
was brought on by their growing concern over the heavy "third-world" debt
loads threatening the stability of the particular institutions.*?

Clearly, although asset-backed securities are generally rated highly,
caution should be exercised in judging the full quality of any particular
issue. Unlike government securities, the structures of these instruments are
extremely complex, and any failure within the network of the structure can
cause its collapse. According to Moody's, the complexity of asset-backed
technology has resulted in a situation wherein “investors are exposed fo risk
from areas they may not expect”.*?® The wall Street Journal further warns
that "investors who fail to understand the subtle risks of the new securities
could suffer unexpected losses, as happened with mortgage-backed notes
when rates fell and homeowners repaid much faster than expected.”

A concern that is often expressed with regard to most asset-backed
security issues is the uniqueness of each issue and the limited geographic or
economic base of the individual issue's credit card or auto loan pool. A
disadvantage of investing in asset-backed securities as well as whole
mortgages is that they are not homogenous commodities, and are, therefore,
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less marketable than conventional government securities. Due to the
unigqueness of the terms of each pool of assets and the compiexity of the
assets securing it, asset-backed issues are often not uniform. These

securities are regulated essentially by state and iocal laws that wvary
considerably and are parochial--an isolated downturn in a local area's economy
may affect them sharply.*® The natural tendency of a bank securitizing a
pool of receivables is to use its own receivables as the assets of the pool.
According to Mr. Carney of the Office of the United States Comptroller of
Currency, a major default experience in the orginating state of an issue may
seriously affect the quality of the issue. [If an economic catastrophe in a
local area leads to loan payment defaults in excess of the "worst-case defauit
scenario’ guaranteed under the LOC, the investor's interests may be
threatened.*® Mr. Carney contended that perhaps the only CARS issues
having a national base of auto loans within its pools are the securities offered
by GMAC. "7 Regulators contend that this exposure is necessary to
compensate for regional or local disasters in the economy.

In terms of the overall investment picture for asset-backed securities,
the future remains promising. As reviewed in the previous chapter,
substantial benefits may be realized by certain sectors of the economy.
However, due to the likelihood of possible repercussions to the economy in
bringing about such a tremendous restructuring of the current system of
bank lending and credit securitization, government, as well as investors and
rating agencies, have been keeping a close watch on the emerging industry.
The Internal Revenue Service, the Federal Reserve System, and the
Securities and Exchange Commission have expressed the need to address
certain aspects of the industry.

Additionally, while rating agencies such as Standard and Poor's have
issued high ratings on certain issues of CARS and CARDS, they also have
expressed their concerns. S&P noted in March of 1988, that although the
auto-backed securities industry's net Josses in relation to "average
outstandings” (i.e., the average amount of that type of security which is on
the market at any given time) have been under 0.5 percent for the last five
years, several factors could cause losses to be significantly greater in a
securitized pool of auto assets. S&P warned that:*®

. Actual losses may be understated since many portfolios have grown
rapidly in the last few years. The average outstandings woulid
therefore be higher than appropriate.

° Recent economic performance has been relatively good, but B5&P
expects significantly greater frequency of default if a recession
occurs within the next few years.

. Incentive financing programs by captive finance companies and
manufacturers’ rebates to sell cars have caused used car prices to
decline. This trend may continue and will affect the resale value
of vehicles whose owners default on their lcans or leases.

. Rapid growth may test the resources and controls of many servicers,
resulting in less effective colliection efforts and increased losses.
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. The industry has become very competitive so underwriters of autoc
loans and leases may be pressured to accept marginagl credit in order
te maintain or increase market share.

A final concern regarding the asset-backed securities industry is the
fact that these instruments are very new. In an interview with The Bankers
Magazine, in March 1888, Lowell Bryan of McKinsey & Company, a major
proponent of the asset-backed securities industry and the publisher of
several articles on the issue stated that: "The (asset-backed) technology is
very new, and we're missing a lot of what we need. It might take a decade
to establish the standards and infrastructure that will be necessary to operate
under this new technology."*® Mr. Bryan continued:®°

Given the newness of the instruments, neither regulators nor
rating agencies nor potential guarantors are exactly sure which
rules should be followed. There are also legal and regulatory
constraints. Congress and regulators have to take some proactive
steps to create an environment that will shape the development of
securitized credit into a sounder system. TFor instance, the kind of
regulation that is needed to make the securitized credit system work
is regulation to ensure that participants make, and are provided
with, full disclosure of information; that only competent plavers
participate; that contracts are effective; that reserves and capital
are adequate for the risk taken; that there is no fraud; and that
the information disclosed is accurate.

While the market for asset-backed securities has expanded dramatically in
recent vears, the need to address, regulate, and standardize the industry is
evident. Senate Bill 2017 (S. 2017) entitled: "The Receivable-Related
Securities Market Improvement Act” was introduced in the United GStates
Senate in 1988 by Senator Richard Shelby to address this concern. Although
the measure failed to receive a hearing in the 1988 session of Congress, the
effort toward the federal regulation of the industry has been initiated. In
the opinion of some observers, without several modifications, the chances of
S. 2017 passing are remote.®' According to the office of Senator Shelby, the
measure will be reintroduced during the 1889 session of Congress for further
consideration.®?

In brief, S. 2017, as introduced, would:

(1) Waive certain registration reguirements under the Securities Act of
1933 for sales of securities backed by receivables, loans, or other
assets to sophisticated institutional investors;

{2} Exempt asset-backed securities from Federal Reserve Board margin
requirements that restrict the ability of broker-dealers to extend
credit to customers to purchase such securities;

(3} Exempt asset-backed securities from state blue sky securities

registration laws when an issuer has already listed securities of a
comparable nature on a major securities exchange;
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{(4) Atlow asset-backed pass-through securities to qualify, as mortgage-
backed pass-through securities now qualify, for shelf registration
under the Securities and Exchange Commission's Rule 415 whereby
issuers can minimize the red tape when they want to sell a series of
securities offerings or sell them quickly when market conditions are
favorable without having to undergo the lengthy registration
process again and again;

{5} Allow commercial banks greater certainty as to when they can sell
off loans with recourse back to the bank to cover potential losses
on loans in such securities to institutional investors or securities
firms for resale without having to incur excessive reserve
requirements against such potential liabitities; and

{6) Preempt state legal investment statutes to allow asset-backed
securities to qualify as legal investments for state-chartered savings
institutions, commercial banks, pension funds, and insurance
companies.

Of particular importance is the concern stated in item (6). Due in part
to the fact that the receivables-related industry has just recently emerged,
state jnvestment statutes presently fail to address the issue of the asset-
backed securities market. The Congressional Record of the United States
Senate dated February 1, 1988, outlines this issue as follows:%?®

Receivable-related securities receive less favorable treatment
than corporate bonds and mortgage-backed securities under so-called
state legal investment statutes which restrict the types of
investments which state regulated or state chartered entities such
as banks, savings and loan associations, trust funds, employee
pension systems and insurance companies may make. As a result the
market for receivable-related securities is limited.

State legal investment statutes usually authorize state
regulated or chartered entities to invest in interest bearing
obligations of corporations such as corporate bonds, provided
certain conditiong are met. While these conditions differ from
state to state they typically require the obligor on the bonds to be
a corporation chartered under the laws of the United States or one
of the states and that either: (a) the ebligor on the bonds meet
certain financial standards such as an earnings test; or (b) the
bonds be rated in one of the four highest investment grades by a
nationally recognized vrating organization such as Standard and
Poors.

Such legal investment statutes with few exceptions de not
specifically authorize investment in receivable-related securities.
Receivable-related securities often do not gualify as corporate debt
obligations because the obligors on the receivables are individuals
{such as would be the case with automobile lgan receivables) rather
than corporations {such as with trade receivables} and because the
real issuer of the securities is & frust which is neither an obligor
nor a corporation and the nominal issuer of the securities is not an
obligor thereon. In other cases special purpose f{inancing
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corporations set up to issue the securities have no earnings history
and, thus, do not meet the earnings test.

Authority to invest in receivable-related securities must be
found if at all in provisions authorizing investments in receivables
themselves.

As a vresult of this disparate treatment there are many
instances where a state regulated or state chartered entity such as
an insurance company may invest 1in corporate bonds or receivables
themselves but may not invest in receivable-related securities
having an equal or significantly better investment grade rating.

The bill would preempt state legal investment laws so that
certain receivable-related securities rated investment grade could
be purchased by state regulated entities to the same extent as if
they were federal government securities, Any state could enact a
statute within seven years after enactment prohibiting or limiting
this authority. This legislation would allow a state regulated or
chartered entity to invest through a receivable related security in
a receivable not permitted under state law for the entity tc invest
in.

While the applicability of the aforementioned problem to any particular
state is obviously contingent upon the regulatory and discretionary capacities
of the state-chartered entity regulators of the jurisdiction, concern
apparently exists in Congress with regard to the national outlook of the
receivables-related industry. As stated eariier, most state investment
statutes currently are silent on the issue of whether or not asset-backed
securities fall within the scope of eligible investments currently permissible
for state-chartered institutions. Although investment in asset-backed
securities may not be specifically prohibited, provisions specifically permitting
such investments are also generally absent. National legislation clarifying
this matter may eliminate the ambiguity that presently exists among the
states.

While receivable-related securities are not presently addressed in the
State's statutes outlining the legal investment options of state-chartered
institutions in Hawaii, section 403-47.1, Hawaii Revised Statutes, of the
Hawaii Bank Act of 1931, provides “wild card” authority to any state-
chartered bank to function as a national bank. The section provides that:

With the consent of the commissioner (of financial
institutions}, every bank organized under the laws of the State
shall have the power to and may engage in any activity or business
and acguire, hold and dispose of any property or interest as and to
the same extent it would, at the time, be so authorized by federal
legislation or regulation if it were a national bank,
(Parenthetical material added.}

Based on the fact that receivable-reiated securities such as CARS and
CARDS are included in the portfolios of national banks, Hawaii's state-
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chartered banks contend that these instruments fall within the scope of
Hawaii's law. Although the State's so-called "wild card” provision may indeed
provide Hawaii's state-chartered banks with the authority and flexibility to
invest in this class of securities, a problem may exist in other states where
such authority may not exist. While this is arguably a simple technicality in
the language of the laws of each state, the issue, as stated in the
Congressional Record, is that "the market for receivable-related securities is
imited".** Given the fact that a major consideration of the State in
determining the quality of any particular instrument as collateral is the
marketability of the security, and that banks and other state-chartered
institutions in other states may be an important outlet for the liquidation of
such securities, the presence of this ambiguity in other states should be a
cause for concern. While the market for CARS and CARDS is admittedly
large and expanding, the question as to whether or not state-chartered
institutions in other areas of the country are legally permitted, under their
statutes, 1o invest in these instruments should be addressed prior to the
acceptance of these securities as collateral. In estimating or judging the
liquidity of any particular instrument as collateral, the broadest possible
market should be an obvious precondition. The elimination of this ambiguity
{i;e., passage of a national exemption) may elevate the status and liquidity of
CARS and CARDS securities to a point bevond its current position in the
marketplace.

CMOs and REMICs as Collateral for State Deposits

As noted in the follow~-up survey of the eleven western state treasuries,
two states currently permit depository institutions to pledge CMOs as
collateral for public deposits. REMICs, a hybrid of CMOs, currently are not
accepted in the states surveyed.

Although CMOs have been on the market since 1883, examples of their
acceptance as collateral for public deposits are stilt limited. A general lack of
familiarity with the complex structure of the instrument by treasury managers
and their overwheiming preference for the use of government securities as
collateral has restricted its use in this area. Further, national organizations
such as the Government Finance Officer’s Association (GFCA) remain skeptical
as to the suitability of these instruments as collateral.

Exhibit 6-2 shows the GFOA's suggested collateralization ratios for
securities accepted as collateral. As noted in the table, CMOs and REMICs
are currently considered "experimental” in terms of its use as collateral for
public deposits. The valuation ratic suggested for each instrument is relative
to the degree of risk estimated by the GFOA. According to Girard Miller,
former director of the Technical Services Division of the GFOA and the
principal author of the articie from which these data were obtained, the
valuation ratios of securities considered "experimental” (including CARS and
CARDS) should begin at 200 percent.®® Clearly, while CMOs may be gaining
some measure of acceptance among state treasuries, experts agree that caution
should be exercised in dealing with these instruments.

By virtue of the underlying guarantees of the federal government (i.e.,

ENMA, GNMA, FHLMC), CMOs are not viewed as particuiarly risky. Federal
agency issued CMOs are collateralized by mortgages with the agency's
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Exhibit 6-2

Suggested Collateralization Ratios
To Be Used in a Monthly
Mark-to-Market Program

The foliowing percentages constitite the
minimum market value for coliateral instruments
that are pledged for pubiic deposits {and ac-
cumuiated interest thereon), under a program in
which coilateral is revaiued and adjusted monthly.

Collateral Ratio
{market value divided
by depositplus

Form of Collateral Pledged accryued interest)

Lower ratios would be appropriate for collateral
systems that mark-to-market more frequently, anc
higher ratios are necessary  collateral is adjusted
less frequently.

Collaterai Ratio
(marketvalue divided
by deposii plus

Form of Coilaterai Pledged actrued interast)

1. U.8. Treasury Bills and Treasury
Notes/Bonds

a. maturing within one year 102%
. maturing i 1-5 years 1C5%
¢. maturing in morg than 5 years 110%
d. zero-coupcn Treasury securties
(STRIPS, eic.) with maturities
exceeding 10 years 120%
2. Actively tracded U5, Government Agency
securities
a. maturing inless than 1 year 103%
o, maturing in 1-5 years 107%
¢. maturing in more than S years 1158%
3. 1.8, Agency vaniable-rate securities 103%
4. GNMA morgage pass-through securities
a. current issues 115%
b. oiderissues 120%
¢. issues for which prices are not quotes 125%

5, Other federal agency of morigage pass-
through securities 125%

6. Locai mortgage poois {1} 150%

. Coliateralized Mortgage Obtligations
(CMOs) and Real Estate Mortgage
Investment Conduit Secunities
(REMICS]

8. Municipai bonds
a. Generai cbligation bonds issued n
same state (3)
{1} maturing inlessthan 1 year 102%
() maturing in 1-5 years 107 %

=4

Experimental (2]

(3) maturing in more than & years 110%
b. Revenue Bonds (4}

(1) maturing inless than 1 year 105-110%

(2) maturingin 1-byears 115-120%

(3) maturing in more than 5 years 126-130%

NOTES:

{1} Locai mongages or morigage pools couid prove to be com-
plately Hliquid and shouid be used sparingly as collaterat for
public deposits needed 10 fund basic operating expenditures.
Market vaiues may be ditticuft, if not impossible, to establish.
Book vatue, not face value, should be studied as weil as market
valug of comparable morgages or morigage pools.

2) Mongage securties such as CMOs and REMICS may not
possess e mgh credd quaiity desired by public depositors. If
these relatively untested instruments are used lor deposd
pledging, high collateral ratos are recommended, depending
on factors such as marketabdity and the extent of federal
government and agency guaraniess

(31 General obligation bonds issued in other states might be
coliaterakized at highet levels unless thew credit raungs are the
highest grades (AAA or AAj.

(4} Lower ratad revenue bonds {A or BBB} shouki be coi-
tateralized at the higher ratios. Industnal development revenue
bonds. uniess guarantesd by a thurd party, may not be acten-
fabie due 0 cradit guality. High credt ratings shoud be
demanded if such |DBs are plecyed for coilateral

Source:
ceits, May 1987, p.
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guarantee. Most privately issued CMOs are collateralized by pass-through
securities rather than conventional mortgages.®® In those situations where
CMOs are collateralized by conventional mortgages rather than federal agency
guaranteed mortgage-backed securities, the conventional mortgages are
supported by private insurance policies that guarantee timely payments of
principal and interest in the pool and provide for a limited guarantee on
individual mortgages with loan to value ratios above a specified [limit, 37
Regardless of the type of collateral, virtuaily all CMOs are overcollateralized.

Most CMOs that trade actively are rated "AAA”. The rating is usually
predicated on the quality of the coliateral, the structure of the security, the
originator's credit underwriting standards, and the servicer's ability to
service the assets.

One of the credit risk factors CMO investors should be aware of is the
performance of the trustee. The competence of the trustee is of major
importance to investors. The ftrustee must allocate payments to the right
investors; when a major error occurs in the structure it will be important to
have a trustee with "deep pockets”. %%

Liquidity risk is also a major consideration of CMO investors. Generally,
CMOs issued by federal agencies enjoy the widest secondary markets--GNMA

guaranteed CMOs are the most liquid. "AAA" rated private issues have a
wide market, however, private issues are often proprietary products issued
by trusts set up by securities firms., [t is unlikely that Salomon Brothers,

for example, will bid very enthusiastically on a CMO originated by a rival
firm such as First Boston Corp.°®?®

As noted earlier, a major concern of investors in CMOs is the
prepayment risk associated with the underlying mortgages. Although the
structure of CMGOs may cushion prepayment risk, it does not eliminate risk
entirely.®® During periods of rapidly falling rates, the collateral underiying
the CMO will prepay more rapidly. During periods of high interest rates,
principal payments will slow.®! Projections concerning average life are, at
best, educated guesses. Like mortgage-backed pass-through securities,
CMOs will prepay when an investor does not want prepayments and they will
not prepay at the time most investors want the prepayment.®?

Similar to the concern stated in the previous section relating to CARS
and CARDS, investors may accumulate risks by purchasing unusually large
holdings of CMOs originating in the same geographic area.®® Localized
economic conditions can adversely affect the quality of the CMC and the local
rates of prepayment. In addition tc concentrations associated with an issuer’s
name, the risks associated with CMOs serviced or guaranteed by a bank or
other entity that is known to be having probiems should be recognized. If
the trustee of a number of CMO issues is known to be failing, institutional
investors will certainly be leary of purchasing CMOs guaranteed by that
particular trustee.®*®

Unlike the asset-backed securities industry, the mortgage-backed
securities industry is recognized by Congress. In 1984, Congress enacted
the Secondary Mortgage Market Enhancement Act.®® The Act authorized
banks to purchase mortgage-related securities in unlimited amounts provided
that the security meeis the Acts eligibility regquirements. However, while
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hanks are authorized to purchase unlimited amounts of CMOs, the Office of
the United States Comptroller of Currency advises particular caution in this
practice with CMOs. Like CARS and CARDS, investments in CMOs should be
diversified to compensate for local or regional risks.

In conclusion, due to the complexity of CARS, CARDS, CMOs, and
REMICs, investors as well as government treasurers remain hesitant to rely
on these instruments as reliable instruments of collateral. The more complex
these securities become, the more things need to go right to ensure that an
investor is protected. The more things that need to go right at the same
time, the greater the likelihood that something unforeseen will go wrong.

Given the fact that consumer or commercial loans may prove to be
impossible to value and that they may be completely illiquid on the secondary
market, the acceptance of these assets as 'security” for public deposits would
seem contrary to the intent and purpose of requiring collateral securities.
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CONCLUSION

"I'm not as concerned with the return on my principal
as 1 am with the return of my principal.”
{Will Rogers)?

House Resolution No. 246 requested the legislative Reference Bureau to
study and review the State's deposit collateralization requirements and to
determine whether higher interest rates could be obtained on public deposits
through the adoption of less stringent collateral standards without
compromising deposit security. H.R. No. 246 was adopted by the House of
Representatives in response to the controversy which arose over a 1987
survey conducted by the Department of Budget and Finance which found that
among the eleven states participating in the study, the State of Hawaii
received the lowest rate of interest on public deposits placed in time
certificates of deposit within in-state financial institutions. The Department
contended that the lack of competition in the public funds market in Hawaii
was the major factor responsible for the low yields. The banking industry
contended that the State's "stringent” collateralization requirements were to
blame.

The current crisis of the nation's banks and savings and loans in certain
areas of the country has brought about a new awareness of the importance of
proper deposit protection in the public sector. Banks and S&ls have failed
in numbers unparalleled since the Great Depression. Deposit security, which
has often been taken for granted in the past, has become an issue of the
utmost concern for cash managers at all ilevels of government.

Deposit  collateralization programs ensure that public deposits are
properly protected in the event of the collapse or default of a depository
institution. Collateralization requirements generally require institutions
accepting deposits of public funds to pledge marketable securities to the
public depositor to ensure the fuil return of the funds deposited. |In the
event of a bank failure or default, the depositor can liquidate the collateral in
the marketplace--hopefully in a timely manner and on a dollar-for-dollar
basis. Public depositors generally prefer to work with performance-tested,
highly liquid investment securities with proven records of reliability and
stability in the marketplace. According to cash managers in the public sector
and most investors in general, debt obligations issued by the U.S. Treasury
and the various agencies of the federal government are considered to be the
safest, the most marketable, and the most risk-free investments in the
investment marketplace. A widely held belief among investors is that higher
yieiding securities usually pose greater risks. Conversely, higher levels of
security usually mean lower earnings. While federal securities as collateral
provide higher levels of security for the depositor, these securities often
resuit in lower vyields for the depository institution. Although higher vyields
could be realized on the acceptance of other types of investment securities as
collateral, most cash managers prefer to work with conventional government
securities.
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From the perspective of the banking industry, therefore, coilateralization

requirements are often problematic. Government securities required as
coliateral often earn less than the depository receives on its loans and other
investments. Additionally, the reserve position and liquidity of the

institution may be affected and its capacity to loan may be diminished.

Conflicts over the issue of deposit coliateralization occur throughout the
nation. However, in light of government's obligation to safeguard the funds
of the public, deposit collateralization programs have become the standard
methodology for deposit protection on all levels of government. On
February 23, 1987, the Government Finance Officer's Association {(GFOA}
Committee on Cash Management adopted a policy statement regarding
coliateralization requirements for public deposits. The statement was
subsequently approved by the association’'s Executive Board. Section 1 of the
policy statement reads as follows:?

Safety of public funds should be the foremost objective in
managing public funds. Cellateralization of public deposits through
pledging of appropriate securities 1is the only way to fully
guarantee the safety of such deposits.

Additionally, public entities should dimplement programs of

prudent risk control. Such programs could include a formal
depository risk policy, credit analysis and use of fully secured
investments.

Statewide collateralization programs have generally vproven to
be cost effective and beneficial for both the public sector and its
depositories. In the absence of an effective statewide collateral
program, local officials should establish and implement
collateralization procedures.

The GFOA notes that general statewide programs requiring 100 percent
deposit collateralization for public deposits are by far the most pervasive
coliateralization strategy among the states. There seems to be no recent
evidence that "many mainland jurisdictions have decided to relax their
collateral requirements” or that "some jurisdictions have removed the collateral
requirement entirely”.? Instead, in light of the alarming increases in bank
and thrift failures in certain areas of the nation, Girard Miller, formally of
the GFOA, noted that cash managers throughout the country are evolving
toward "a more conservative approach’ in the areas of deposit investment and
protection. Typically, this involves the development of more stringent
depository credit evaluation standards, the mechanization of collateral
information and monitoring systems, and the adoption of strict investment and
collateral securities selection criteria.

While it may seem that other states have “less stringent” collateralization
requirements than the State of Hawaii, partial collateral pledging ratios (i.e.,
10 percent, 50 percent, etc.) often result in unwanted, vyet unavoidable
tradeoffs. For example, in Utah, where the state requires no deposit
coliateralization, a strict system of bank credit evaluation is utilized. As a
result, many institutions may not be qualified to receive deposits over and
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above the FSLIC and FDIC limits. Consequently, most of Utah's deposits are
invested out-of-state.

In Washington, where the state maintains a pooled collateralization
program, the collateral pledging ratio has been reduced to 10 percent of the
deposit with the largest depository institution. This “shared risk” approach
ensures that in the event of a failure, each depository participating in the
pocl would contribute its share of collateral to cover the losses experienced
by the depositor as a result of the default. The pooled system allows greater
participation in the public funds market--smaller, less secure institutions
formerly incapable of meeting full coliateral pledging requirements may be able
to meet the lesser ratios required under a pooled system. In states such as
Hawaii, however, where as much as 86 percent of the State's deposits are
concentrated within the two largest banking institutions, a pooled program
may meet with opposition from institutions seeking to protect their present
market share. Moreover, the "shared risk" approach may be perceived as
unfair by larger, more secure institutions in that all institutions participating
in the pool must support the credit and cover for the defaults of the weaker,
less secure institutions.

During the course of this study, numerous comments  and
recommendations were received from local depositories regarding their views
on the State's deposit program. The major concern with most depositories
was the issue of flexibility in the institution's options in pledging deposit

collateral. Although attempts have been made in the past to reduce the
State's statutory requirements for collateralization, the recommendations
submitted for this study propose no actions of that nature. Instead, the

proposals submitted would more than likely qualify under a provision already
established by the Legislature in 1984. Paragraph (9) of section 38-3, Hawaii
Revised Statutes, authorizes the Department of Budget and Finance to
consider a broad range of investment securities as eligible collateral.
According to Jocal depositories, the classes of assets and securities
recommended would increase their earning power, reduce their risks, and
provide them with greater flexibility in meeting the State's requirements for
deposit collateralization. in turn, this flexibility would aliow depositories to
pay a higher rate to the State on its deposits. Among the alternatives
suggested by depositories for consideration were:

(1} Asset-backed securities including: Credit Card Asset-backed
' Securities (CARDS) and Certificates for Automobile Receivables
(CARS);

(2) Mortgage-backed securities including: Real Estate Mortgage
investment Conduit Securities {REMICs) and Floating Rate
Collateralized Mortgage Obligations {CMOs); and,

(3) A proposed collateralization program based on the pledging of an
institution's consumer loans as security for public deposits.

while the Bureau is fully cognizant of the fact that the capifal market is
perpetually evolving, and that new securities and investment opportunities for
banks, thrifts, and other investors are continually being created, it should
be noted that the principal obligation of cash managers in the public sector--
the protection of public deposits--remains the same. Newly created
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instruments or securities in the marketplace, while attractive to investors
because of their higher yialds, may not meet the levels of security required
to safeguard the funds of the public. To ascertain the extent to which these
securities are currently being utilized as collateral in other state programs,
the Bureau conducted a survey of eleven state treasuries in the western
region of the United States. Aside from the acceptance of CMOs in two
states, the survey found that most states have not yet considered these
securities as vehicles of coliateral. Most states expressed reservations
regarding the liquidity of these securities on the secondary market. Because
of the limited market for these securities--in contrast to the enormous market
for United States Treasury bills and notes--cash managers were often
concerned with the marketability of mortgage- and asset-backed securities.

Acceptance of the class of securities {CARS, CARDS, consumer loans,
and REMICs) proposed by several local depositories in Hawaii would be
unprecedented among the states surveyed in this study. Factors such as the
complexity of the asset- and mortgage-backed securitization technologies, the
ambiguity that currently exists in the regulatory framework of the asset-
backed industry, and the risks associated with investing in asset-backed
securities, have contributed to the development of an atmosphere of caution
among state treasurers responsible for assessing the potential of these newly
established investment instruments as eligible collateral. Given the choice
between working with securities backed by the "full faith and credit" of the
federal government and securities backed by credit cards, auto loans, and
mortgage pools, state treasurers overwhelmingly preferred the conventional
alternative. When asked to contrast the levels of risk associated with
securities issued by the federal government and securities such as CARS,
CARDS and CMOs, Harry Jorgenson of the Board of Governors of the Federal
Reserve System, stated that there is "absolutely no comparison” between the
fevels of security provided by the two investment classes.® Debt obligations
of the U.8. Treasury are widely considered to be the safest, most risk-free
securities in the capital markets.

Pools of consumer loans are not registered securities. The risks
associated with the acceptance of consumer loans as collateral are extensive.
A major concern in this proposal is the marketability of the loans. Without a
market for these loans, the State may become the owner of the loan pool--
collecting payments until the loans mature--a situation the State wishes to
avoid.

Findings and Recommendations

Rased on the foregoing analysis the Legislative Reference Bureau finds
that Hawaii's system of deposit collateralization is not unduly unfair.
Although the issue of "fairness” to in-state depositories is a legitimate
concern, the Bureau finds that the definition of fairness differs markedly
among institutions. One institution’'s idea of fairness may be perceived by
another as an attempt to capture a greater share of the public funds market.
Accepting certain classes of securities as collateral from one institution
holding a large portfolio of such securities (i.e., CARS, CARDS, etc.) may
be viewed as unfair by others not maintaining large amounts in their
reserves. Similarly, allowing only certain institutions to pledge their
consumer loans as coliateral may be perceived as unfair by smaller institutions
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not able to meet the credit standards of the larger depositories. As noted
earlier, deposit protection programs based on the asset size and
creditworthiness of each depository will often be viewed as unfair by the

smaller, less stable institutions. Clearly, a simple solution which would
satisfy the needs and desires of every depository accepting deposits of the
State is difficult to develop. In this regard, full deposit collateralization

programs allowing voluntary participation in the public funds market have
become the most widespread practice of state and local deposit protection
programs.

Although the Bureau is aware that deposit collateralization requirements
reduce the productivity of public funds for depository institutions, it should
be noted that the conditions which led to profit losses in the early 1880s are

noe longer present in the economy. During the course of this study, no
reports of bank losses of bank earnings as a result of the State's
requirements were received. While depositories contend that certain risks

continue to exist, the interest volatility of the early 1980s that led to bank
losses of profit have long since stabilized.

Although the promise of higher returns to the public depositor may be
attractive, reductions in deposit security should not be an acceptable method
of generating new income for the State, unless a conscious decision is made
by the Legislature that as a matter of policy, the reduction of security is a
price worth paying. Based on the opinions of state treasurers, federal
government regulators and organizations such as the GFOA, the acceptance of
securities such as CARS, CARDS, CMOs, and REMICs by the State would
presently seem contrary to the Department of Budget and Finance's objective
of ensuring security and liquidity for public deposits. Similarly, the
acceptance of consumer loans as collateral may jeopardize the State's security
and liquidity in the event of a banking default.

While local bankers have argued that "the community derives no direct
benefits through the local deposit of public funds” as a result of the State's
collateralization requirements, the Bureau is of the opinion that the greatest
benefit the State can deliver to the taxpayers is through the responsible
protection of their tax dollars.

Recommendation 1

The Legisiative Reference Bureau recommends that the Department of
Budget and Finance maintain its current standards of deposit collateralization.
While the Bureau dces not recommend the acceptance of any of the proposals
reviewed in this report at the present time, the Department should continue
to monitor their acceptance and performance as collateral in other states.
Until the reliability of these instruments can be verified empirically through
market performance and until a reliable "track record” has been established,
these securities should remain unacceptable as collateral for public funds.
The Bureau finds that it would be inadvisable for the State to be among the
pioneers in testing the reliability of CARs, CARDS, CMOs, REMICs, and
consumer loans as collateral for deposits of public funds.
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Recommendation 2

While cash management alternatives such as extending the average
maturities of the State's time certificates of deposit are beyond the scope of
this report, the Bureau recommends that the Department of Budget and
Finance consider extending the life of its investments in local depositories.
Contingent on the current cash flow needs of the 5State, a certain share of
the treasury's idle deposits can be placed in longer-term CDs. As advised
by Arthur Young and Company in its 1877 audit of the State's cash
management program, lengthening deposit maturities may result in higher
earnings to the State and reduced risks to institutions collateralizing such
invesiments,
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Appendix A

!
HOUSE OF REPRESENTATIVES !
FOURTEENTH LEGISLATURE, 1988 - (

STATE OF HAWALL
WJEH T
UUo i

REQUESTING A STUDY ON COLLATERALIZATION REQUIREMENTS PCR DEPOSITS
OF PUBLIC FUNDS.

WHEEREAS, the safe investment of state monies in federally
insured banks and savings and loan assoclations is of paramount

concern; and

WHEREAS, it is important that the State adopt a safe and
prudent investment strategy that yields a high rate of interest
without sacrificing safety and liguidity objectives; and

WHEREAS, the State has adopted stringent collateralization
requirements which require banks to purchase acceptable
collateral, usually United States government bonds, notes, or
debentures, to back public deposits in order to ensure the safety

of public funds; and

WEEREAS, approximately eighty-six per cent of all state
funds are deposited in the major banks located in Hawali, based
primarily upon the bank's ability to collateralize the deposits;

and

WHEREAS, for the fiscal year ended June 30, 1987, interest
income from investments credited to the state general fund
amounted to $40.8 million or a yield on investment of 5:53 per

cent:; and

WHEREAS, a recent survey conducted by the Department of
Budget and Finance showed that the yield earned on comparable
investments by other states was approximately 7 per cent on the

average; and

WHEREAS, the Hawail Bankers Assoclation claims there is a
direct and unquestioned link between the collateral requirements
and interest earned; and

WHEREAS, the Hawall Bankers Association also claims that
other states have been able to enhance their yield strategy and
investment flexibility due to less restrictive c¢ollateralization
requirements; and

81
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WHEREAS, it 1s in the best interest of the State for public
officials and financial institutions to develop an approach which
will keep public funds in local financial institutions while
still paying a competitive rate of interest; and

WHEREAS, this rate of interest may be seriously affected by
collateralization requirements and administrative rules and
objectives; now, therefore,

BE IT RESOLVED by the House of Representatives of the
Fourteenth Legislature of the State of Hawali, Regular Session of
1988, that the Legislative Reference Bureau is requested to
conduct a study on collateralization requirements and other
restrictions applicable to deposits of public funds; and

BE IT FURTHER RESOLVED that the Legislative Reference Bureau
review existing state collateralization reqguirements and
restrictions on out-of-state deposits, and actual practices of
other states, to determine whether higher yields can be obtained
on state fund deposits, without sacrifice of fiscal prudence,
through the adoption of less stringent requirements; and

BE IT FURTEER RESOLVED that the Legislative Reference Bureau
examine whether greater flexibility in the acceptance by the
Director of Finance of the various types of collateral or
security enumerated in section 38-3, Hawall Revised Statutes,
could allow financial institutions which are not currently
depositories of state funds to receive deposits of state funds;:
and

BE IT FURTHER RESOLVED that the Legislative Reference Bureau
submit findings and recommendations to the Legislature prior to
the convening of the Regular Session of 1989; and

BE IT FURTHER RESOLVED that a certified copy of this

Resolution be transmitted tc the Director of the Legisiative
Reference Bureau.
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