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Chapter  1 

INTRODUCTION 

House Resolution No. 246 (Appendix A)  was adopted b y  the  House o f  
Representatives d u r i n g  t h e  1988 Regular Session o f  t h e  Legislature i n  
response t o  t h e  cont roversy  which arose ove r  t h e  in t roduc t ion  and eventual 
passage of Senate B i l l  No. 3175, ent i t led:  "A B i l l  f o r  an Ac t  Relating t o  t h e  
Deposit and Investment o f  State Funds. "  Senate B i l l  No. 3175, was o f fe red  a t  
t h e  request o f  t h e  State Adminis t rat ion as t h e  resu l t  of a 1987 su rvey  
conducted b y  t h e  Department o f  Budget  and Finance which found tha t  among 
t h e  eleven western states par t i c ipa t ing  i n  t h e  su rvey ,  t h e  State of Hawaii 
received t h e  lowest ra te  o f  in terest  on pub l ic  f unds  placed i n  time cert i f icates 
o f  deposit  (CD) w i th  f inancial  ins t i tu t ions  author ized t o  conduct business 
w i th in  tha t  state. According t o  t h e  survey ,  t h e  average annual in terest  
earned b y  t h e  State on  investments placed i n  CDs d u r i n g  1987 was 5.75 
percent  whi le t h e  average in terest  earned b y  o ther  state treasuries on  
comparable investments d u r i n g  t h e  same per iod was approximately 7.27 
percent .  

The  purpose o f  S .B.  No. 3175 was t o  p rov ide  t h e  Director  o f  Finance 
w i t h  "g reater  f l ex ib i l i t y "  i n  t h e  bank ing  o f  pub l ic  funds  and t o  " improve on 
t h e  rate of r e t u r n  thereon consistent w i th  t h e  safety of such deposi ts" . '  I n  
essence, t h e  b i l l  p rov ided  t h e  D i rec tor  o f  Finance w i th  t h e  au tho r i t y  t o  
deposit  state funds  i n  ou t -o f -s ta te  depositories b y  removing the  rest r ic t ion 
tha t  al l  such funds  should be deposited w i t h  f inancial  inst i tu t ions authorized 
t o  conduct business in  t h e  State of Hawaii. The i n ten t  of the  measure was t o  
p rov ide  the  d i rec to r  w i th  t h e  oppor tun i t y  t o  inves t  state funds  i n  depositories 
t h a t  may be o f fe r i ng  h igher  yields and t o  perhaps encourage those in -s ta te  
inst i tu t ions receiv ing deposits of t h e  State t o  o f fe r  rates o f  in terest  more 
comparable t o  those be ing  o f fe red  on t h e  mainland marketplace. 

T h e  members o f  Hawaii's bank ing  and savings and loan associations 
col lect ively opposed t h e  passage o f  t h e  measure c i t i ng  t h e  economic benef i ts 
which, t hey  contended, would be fo r fe i ted  b y  t h e  State i n  i t s  p u r s u i t  of t h e  
ou tward ly  a t t rac t ive  yields be ing  o f fe red  by o ther  banks .2  Cr i t i cs  of t h e  
measure warned t h e  Legislature of t h e  possible d is rup t ion  of t h e  "mul t ip l ier  
ef fect"  which pu rpo r ted l y  internal izes t h e  benef i ts o f  an in-state deposit t o  
t h e  economic network o f  t ha t  pa r t i cu la r  state b y  p rov id ing  local depositories 
w i t h  t h e  capacity t o  increase t h e i r  lending o f  mortgages and consumer loans 
t o  t h e  community which, in t u r n ,  would resul t  i n  t h e  expansion o f  t h e  taxable 
base of tha t  state and i t s  count ies. The  bank ing  i n d u s t r y  cautioned t h a t  t h i s  
pol icy would resul t  i n  t h e  expor tat ion of pub l ic  f unds  along w i th  t h e  economic 
advantages associated w i t h  t h e  investment o f  such funds  locally. 

I n  addit ion t o  t h e  preceding argument, representat ives o f  t h e  local 
bank ing  i n d u s t r y  also expressed t h e i r  concern over  t h e  State's deposit  
collateralization policies--claiming tha t  t h e  " s t r i ngen t  practices" of t h e  State 
const i tu ted a p r imary  fac tor  i n  t h e  bank ing  i ndus t r y ' s  inab i l i t y  t o  o f fe r  be t te r  
rates o f  in terest  on state deposits. Qank association representat ives claimed 
t h a t  t h e  State's pract ice o f  accept ing only  those securi t ies exh ib i t ing  t h e  
h ighest  degrees o f  secur i ty  and l i qu id i t y  (usual ly  d i rec t  o r  i nd i rec t  
obl igat ions o f  t h e  federal,  state, and local governments j  as  collateral against 
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t h e  Sta te 's  depos i t ,  p l a y e d  a  ma jo r  r o l e  i n  t h e  local  i n d u s t r y ' s  g r o w i n g  
d i f f i c u l t y  a n d  u n w i l l i n g n e s s  t o  r e a d i l y  accep t  s u c h  depos i t s .  T h e  b a n k  
assoc ia t ion  t e s t i f i e d  t h a t  t h e  S t a t e  ma in ta ins  "a v e r y  r e s t r i c t i v e  
co l l a te ra l i za t ion  r e q u i r e m e n t "  a n d  t h a t  d e p o s i t  s e c u r i t y  is  ach ieved  o n l y  a t  a  
" c o s t  in t h e  e a r n i n g  p o w e r "  of t h e  p u b l i c  depos i t . '  

B a n k  r e p r e s e n t a t i v e s  t e s t i f i e d  t h a t  " o t h e r  s ta tes  d o  n o t  h a v e  s u c h  
s t r i n g e n t  co l l a te ra l i za t ion  po l ic ies"  a n d  t h e r e f o r e  " e a r n  m o r e  b u t  a t  a  cos t  o f  
g r e a t e r  r i s k "  t o  t h e  p u b l i c  d e p ~ s i t . ~  A s u g g e s t i o n  was s u b m i t t e d  t o  t h e  
House  Commit tee o n  F inance  t o  s t u d y  t h e  co l l a te ra l i za t ion  po l ic ies  o f  t h e  S ta te  
t o  enhance  i t s  i n v e s t m e n t  e a r n i n g s .  

D e s p i t e  t h e  c o n t r o v e r s y  w h i c h  fo l l owed  t h e  measure  t h r o u g h o u t  i t s  
l e g i s l a t i v e  rev iew,  S . B .  No .  3175, S . D . l ,  H . D . l ,  was a p p r o v e d  by t h e  
L e g i s l a t u r e  a n d  was s i g n e d  i n t o  law b y  t h e  G o v e r n o r  as A c t  78, Session Laws 
o f  Hawaii ,  R e g u l a r  Session o f  1988. 

House Reso lu t i on  N o .  246 was a d o p t e d  t o  a d d r e s s  t h e  issues a n d  
c o n c e r n s  b r o u g h t  t o  l i g h t  d u r i n g  t h e  1988 session o f  t h e  L e g i s l a t u r e  
r e g a r d i n g  p u b l i c  d e p o s i t  co l l a te ra l i za t ion  i n  Hawai i .  House  Reso lu t ion No. 246 
r e q u e s t s  t h e  L e g i s l a t i v e  Re fe rence  B u r e a u  t o :  

(1) S t u d y  a n d  r e v i e w  t h e  Sta te 's  co l l a te ra l i za t ion  r e q u i r e m e n t s  f o r  t h e  
d e p o s i t  o f  p u b l i c  f u n d s ;  

( 2 j  De te rm ine  w h e t h e r  h i g h e r  i n v e s t m e n t  y i e l d s  c o u l d  b e  o b t a i n e d  o n  
p u b l i c  depos i t s  t h r o u g h  t h e  a d o p t i o n  o f  less s t r i n g e n t  co l l a te ra l  
s t a n d a r d s  w i t h o u t  compromis ing  f i sca l  p r u d e n c e ;  

(3 )  Examine w h e t h e r  g r e a t e r  f l e x i b i l i t y  in t h e  acceptance o f  v a r i o u s  
o t h e r  t y p e s  o f  s e c u r i t i e s  e n u m e r a t e d  i n  sect ion 38-3,  Hawai i  Rev ised  
S ta tu tes ,  w o u l d  al low f i n a n c i a l  i n s t i t u t i o n s  w h i c h  a r e  n o t  c u r r e n t l y  
depos i to r ies  o f  s t a t e  f u n d s  t o  r e c e i v e  s u c h  depos i t s ;  a n d  

(4) Examine t h e  ac tua l  p r o g r a m s  a n d  co l l a te ra l  r e q u i r e m e n t s  o f  o t h e r  
s ta tes .  

T h i s  r e p o r t  has been  d i v i d e d  i n t o  seven  c h a p t e r s .  C h a p t e r  1  is  t h e  
i n t r o d u c t i o n .  C h a p t e r  2 rev iews  t h e  b a s i c  t h e o r i e s  and ra t iona le  b e h i n d  
p u b l i c  d e p o s i t  p r o t e c t i o n  p r o g r a m s  a n d  b r i e f l y  ana lyzes t h e  p rob lems  g e n e r a l l y  
e n c o u n t e r e d  by depos i to r ies  i n  c o l l a t e r a l i z i n g  public depos i t s .  C h a p t e r  3  
p r e s e n t s  a n  h i s t o r i c a l  o v e r v i e w  o f  t h e  S ta te ' s  s t a t u t o r y  r e q u i r e m e n t s  r e l a t i n g  
t o  d e p o s i t  co l l a te ra l i za t ion  a n d  examines t h e  cash  management p r o g r a m  of t h e  
s t a t e  D e p a r t m e n t  o f  B u d g e t  a n d  F inance.  C h a p t e r  4 examines t h e  p rob lems  
a n d  d i f f i c u l t i e s  o f  local  depos i to r ies  in c o l l a t e r a l i z i n g  t h e  Sta te 's  depos i t s  a n d  
o u t l i n e s  t h e  p roposa ls  a n d  a l t e r n a t i v e s  s u b m i t t e d  by severa l  p u b l i c  
depos i to r ies  f o r  c o n s i d e r a t i o n  i n  t h i s  r e p o r t .  C h a p t e r  5 rev iews  severa l  
d e p o s i t  p r o t e c t i o n  p r o g r a m s  c u r r e n t l y  ma in ta ined  in o t h e r  j u r i s d i c t i o n s .  
C h a p t e r  6  examines t h e  b a c k g r o u n d  o f  sect ion 38 -3 (9 ) ,  Hawai i  Rev ised  
S ta tu tes ,  a n d  d i scusses  t h e  f u n c t i o n  a n d  p u r p o s e s  o f  t h e  Federa l  R e s e r v e  
Sys tem on w h i c h  t h e  p r o v i s i o n  has been  based .  C h a p t e r  6 also eva luates  t h e  
a l t e r n a t i v e s  s u b m i t t e d  by local  depos i to r ies  ( w h i c h  w e r e  o u t l i n e d  i n  C h a p t e r  
4 ) .  C h a p t e r  7 summarizes t h i s  r e p o r t  a n d  p r e s e n t s  i t s  recommendat ions.  



Chapter  2 

INVESTMENT OF PUBLIC FUNDS 

While t h e  focus o f  pub l ic  f inance has typ ica l l y  centered on issues such 
as taxat ion, debt  management, and budget ing,  t h e  investment func t ion  o f  t h e  
pub l ic  sector p lays a c r i t i ca l  role i n  t h e  f iscal performance o f  government, 
cons t i tu t ing  an important  source of non- tax earn ings t o  state and local 
governments. With t h e  steady g rowth  o f  pub l ic  sector revenues th roughout  
t h e  middle decades o f  t h i s  century ,  t h e  t r e n d  among most state and local 
governments has been t o  broaden t h e i r  rel iance on t h e  investment, 
management, and custodial services o f  t h e  bank ing  i n d u s t r y .  State and local 
governmental investments c u r r e n t l y  held in time and demand deposits and 
o ther  investment securit ies nationwide have been estimated t o  exceed $1 
t r i l l i on .  ' 

Banks, savings and loan associations ( S t L s ) ,  and  o the r  t h r i f t  
ins t i tu t ionsZ make u p  t h e  va r ie t y  o f  f inancial  ins t i tu t ions  typ ica l l y  en t rus ted  
b y  governments t o  manage and safeguard t h e i r  balances o f  " id le funds3--cash 
reserves which may be  in  excess o f  t h e  governmental en t i t y ' s  immediate 
budgetary  needs and can e i ther  be  p u t  t o  work  earn ing t h e  h ighest  in terest  
possible o r  be  allowed t o  remain id le and unproduct ive . '  In te res t  earn ings on 
state and local t r e a s u r y  investments nationwide i n  1985 were estimated t o  have 
exceeded $33.2 b i l l ion . "  Moreover, whi le t h e  advantages t o  pub l ic  ent i t ies are 
c lear ly  evident,  such investments are  also viewed as beneficial t o  t h e  economy 
as a whole. Public, as well as p r i va te  sector benef i ts which are theoret ica l ly  
re- injected and "mult ipl ied" t h roughou t  t h e  network of a local economy are  
believed t o  occur  w i th  t h e  investment o f  pub l ic  f unds  i n  local area 
ins t i tu t ions .  Financial inst i tu t ions have become an essential component o f  t h e  
f iscal administrat ion o f  government as well as t h e  economy. 

State and local governments can no longer a f fo rd  t o  func t ion  w i thout  t h e  
involvement and assistance of t h e  bank ing  and t h r i f t  sectors. However, t h e  
collapse o f  a f inancial  ins t i tu t ion  should under  no circumstances be  allowed t o  
jeopardize t h e  safety and l i qu id i t y  o f  f unds  held i n  t r u s t  f o r  t h e  benef i t  o f  
t h e  publ ic .  T h e  recent fa i lures o f  banks and SGLs i n  cer ta in  areas o f  t h e  
coun t r y  have b r o u g h t  about a new awareness o f  t h e  importance o f  p roper  
cash management and deposit protect ion among government f inance off ic ials 
and decision-makers. Banks and S&Ls have fai led i n  numbers unparal leled 
since t h e  Great Depression; t h e  Federal Savings a n d  Loan lnsurance 
Corporat ion (FSLIC) faces serious f inancial  problems; and t roub led  banks and 
S&Ls cont inue t o  operate despite t h e  th rea t  t hey  may pose t o  t h e  s tab i l i t y  of 
solvent competitors, t h e  federal deposit  insurance funds,  and t h e  bank ing  and 
t h r i f t  i ndus t r y  as a whole.' T h e  Federal Deposit Insurance Corporat ion 
(FDIC) repor ts  t h a t  in 1986, 138 banks faiied, and i n  1983, 184 banks 
fai led. C u r r e n t l y  t he re  are approximately 1,600 insolvent o r  near ly  insolvent 
banks on t h e  FDIC's problem bank l ist--200 banks were expected t o  close 
t h e i r  doors t o  business b y  t h e  end of 1988.' Moreover, t h e  Federal Reserve 
System repor ts  t h a t  since many ins t i tu t ions '  book values exceed t h e i r  market 
values, c u r r e n t  book value accounting pract ices wi l l  probably understate t h e  
number of inst i tu t ions tha t  are insolvent  on  a market value basis . '  
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T h e  nat ion's f inancial  c r is is  extends even f u r t h e r  w i th in  t h e  SEL 
i n d u s t r y .  T h e  Federal Home Loan Bank Board (FHLBB) estimates t h a t  about 
one i n  s ix  o f  the  coun t r y ' s  more than 3,100 SELs is technical ly b a n k r u p t  and 
t h a t  near ly  one - th i rd  o f  t h e  i n d u s t r y  is losing money.' A t  t h e  end of 1986, 
t h e  SEL i n d u s t r y  had a net  wor th  of $17.4 bi l l ion; b y  June 30, 1988, it was 
down t o  $5 b i l l i ~ n . ' ~  Estimates o f  t h e  cost of t h e  bank ing  i ndus t r y ' s  
"bai lout" b y  t h e  FDIC i n  1988 range f rom $3 b i l l ion t o  $9 b i l l ion whi le FHLBB 
estimates placed t h e  p r i ce  o f  el iminating 217 insolvent S&Ls i n  1988 a t  $38 
b i l l ion.  " 

Collateral izat ion of Publ ic Deposits 

Public deposit  secur i ty ,  which in the  past  has of ten been taken f o r  
granted,  has present ly  become an issue of considerable concern f o r  t reasu ry  
managers a t  al l  levels of government.  T o  ensure t h e  safety and l i qu id i t y  
s tatus o f  pub l ic  deposits, 43 states have enacted pub l ic  deposit 
collateralization statutes t h a t  requ i re  depositories t o  pledge marketable 
securi t ies against t h e  deposits of t h e  pub l ic  inves tor .  l 2  These actions appear 
consistent w i t h  section 5153 o f  t h e  National Banking Ac t  which requi res banks 
t o  "g ive  secur i ty  f o r  t h e  safe-keeping and prompt payment o f  money so 
deposited o f  the  same k i n d  as is author ized b y  law o f  t h e  state i n  which such 
association is l o ~ a t e d . " ' ~  A l i tera l  t ranslat ion of t h i s  prov is ion places t h e  
responsib i l i ty  of deposit  collateralization solely on t h e  d iscret ion of t h e  state. 

Most pub l ic  deposit  collateralization requirements were enacted d u r i n g  t h e  
1930s when t h e  fa i lu re  of t h e  economy led t o  t h e  nat ion's greatest  bank ing  
d isaster .  D u r i n g  t h e  fou r -yea r  per iod  f rom 1930 t h r o u g h  1933, t he re  were 
near ly  9,100 fa i lures o f  f inancial  inst i tu t ions i n  t h e  Uni ted States. '"  The  
si tuat ion led t o  t h e  greatest reform ever  t o  occur  i n  t h e  bank ing  i n d u s t r y .  
I n  1933 t h e  Glass-Steagall Ac t  was enacted by Congress p roh ib i t i ng  in terest  
payments on  demand deposits, el iminating investment bank ing  act iv i t ies and 
establ ishing t h e  Federal Deposit Insurance Corporat ion.  The  rationale of 
government i n  developing regu la tory  safeguards such as these was based on 
t h e  convict ion tha t  t h e  deposits o f  government as  well as t h e  pub l ic  deserve 
protect ion.  Moreover, t h e  lessons learned over  t h e  course o f  t h e  bank ing  
crash o f  1929 led Congress and t h e  states t o  recognize t h e  importance o f  
governmental s tab i l i t y  d u r i n g  severe economic si tuat ions such as a bank ing  
panic t o  ensure  t h e  maintenance o f  pubt ic  o rder .  Proper ly  secured deposits 
may p rov ide  governmental ent i t ies and t h e  pub l ic  w i th  the  assurance tha t  
t h e i r  investments are  not  jeopardized. Rather than con t r i bu t i ng  t o  collapse o f  
a near ly  insolvent ins t i tu t ion  b y  w i thdrawing i t s  unprotected accounts, 
government investors may ut i l ize p rope r l y  secured deposits t o  work  toward  
t h e  ins t i tu t ion 's  as  well as t h e i r  own advantage i n  p r o v i d i n g  inst i tu t ional  
s tab i l i t y  and deposit  secur i ty .  

A second concern pervasive among depositors maintaining large accounts 
o f  pub l ic  f unds  is t h e  l imited ex ten t  t o  which t h e i r  deposits a re  protected 
under  ex i s t i ng  federal deposit protect ion insurance programs. V i r t u a l l y  all 
governmental uni ts  take advantage o f  the  deposit  insurance protect ions 
prov ided by t h e  federal government.  However, whi le t h e  federal insurance 
guarantee o f  $100,000 p e r  deposit  may seem more than adequate t o  serve t h e  
needs of most p r i va te  account holders, t h i s  guarantee protects b u t  a miniscule 
percentage o f  t h e  deposits of most pub l ic  ent i t ies whose accounts of ten range 
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i n  t h e  bi l l ions o f  dol lars.  With few exceptions, FDlC and FSLIC insurance 
coverage extends t o  on l y  a single $100,000 d e p o s ~ t  a t  any g iven deposi tory.  
For  example, assume tha t  a t r e a s u r y  invests $110,000 i n  a cer t i f icate o f  
deposit  w i th  a deposi tory where it maintains $90,000 i n  a demand account. 
Under  present  FDlC coverage, t h e  demand account o f  $90,000 would be 
protected b u t  on l y  $10,000 of  t h e  cer t i f icate o f  deposit  would be  insured.  
Should t h e  deposi tory fai l ,  t h e  unprotected $100,000 may p r o v e  t o  be a 
monetary loss. Obviously,  f o r  investors w i th  la rger  amounts deposited, t h e  
losses would b e  more substant ial .  Collateralization prov is ions p rov ide  deposit 
balances i n  excess o f  t h e  FDlC and FSLIC l imits w i th  t h e  requ is i te  level of 
deposit  secur i ty  and l i qu id i t y .  

A p a r t  f rom t h e  considerations o f  deposit  secur i ty  and l iqu id i ty ,  local 
governments, i n  t h e  past, o f ten viewed collateralization requirements as an 
ind i rec t  incent ive toward  t h e  bank and t h r i f t  industr ies t o  pledge municipal 
deb t  as t h e i r  inst ruments o f  col lateral .  Several proposals t o  p r o v i d e  100 
percent  federal deposit  insurance coverage f o r  pub l ic  deposits have been 
considered by Congress.' '  However, i n  1974, when Congress was 
considering such a proposal, state and  local off ic ials asserted t h a t  t h e i r  
bor rowing costs would be  increased because t h e  banks i n  many states would 
no longer be  requ i red  o r  inc l ined t o  purchase municipal securi t ies f o r  pub l ic  
deposits." Congress held o f f  on t h e  enactment of f u l l  deposit  insurance f o r  
pub l ic  deposits a t  least pa r t i a l l y  because o f  t h e  lack o f  substant ive 
information i t  had regard ing  t h e  ef fect  such actions would have on t h e  home 
mortgage i n d u s t r y  and t h e  issuance o f  state and municipal obl igat ions. Is 

Although research suggests municipal bor rowing costs have indeed been 
reduced as  a resu l t  of collateralization requirements, recent federal  tax  law 
amendments have eliminated many o f  t h e  advantages fo rmer ly  associated w i th  
t h e  municipal bond market .  Pr io r  t o  t h e  amendments, income f rom municipal 
bonds had been exempt f rom federal income taxes, so investors i n  high-income 
brackets found t h i s  t y p e  o f  bond t o  be  an a t t rac t ive  investment.  Among tax 
reform's negat ive effects f o r  municipal issuers is t h e  th inn ing -ou t  o f  some 
groups o f  buyers  such as banks and corporat ions. Banks, f o r  instance, lost 
almost ail t h e  tax  advantages t h e y  had f o r  inves t ing  i n  tax-exempt bonds and 
have gone f rom be ing  holders o f  35.1 percent  o f  a l l  outstanding tax-exempt 
bonds i n  1985 t o  holders o f  25 percent  i n  mid-1987. l 9  

Cash managers operat ing i n  t h e  pub l ic  sector deposit  f unds  f o r  shor t -  
term purposes; t h e i r  p r imary  object ives are secur i ty  and l i qu id i t y .  Yield 
considerations, a l though of ten discussed, have been subordinated b y  t h e  
p r i o r i t y  t o  p ro tec t  capital .  Typical ly ,  " r i sk - f ree "  government securi t ies such 
as Uni ted States Treasury  obligations, federal agency issues, and state and 
municipal obligations which have an act ive "secondary market"  a re  requ i red  t o  
be  placed in  escrow w i th  t h e  t reasu ry  o r  an independent t rus tee  such as a 
federal reserve bank .  

Cont ingent  on factors such as c red i t  qual i ty ,  marketabi l i ty ,  matur i ty ,  
and the  ex ten t  t o  which t h e  secur i ty  may be d i rec t l y  o r  i nd i rec t l y  guaranteed 
b y  government o r  any  o ther  en t i t y ,  collateral valuation rat ios based on t h e  
market value o f  t h e  pledged secur i ty  i n  consideration w i th  t h e  dol lar  amount 
deposited may range f rom 100 t o  i n  excess of 200 percent .  Th is  s l id ing  scale 
concept ensures compensation toward  t h e  depositor f o r  t h e  time, expense and 
r i s k  inbcived i n  l iqu ida t ing  i n fe r i o r  o r  less marketable securi t ies. The  
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v a l u a t i o n  f o r m u l a  es tab l ishes t h e  amoun t  o f  assets  i n  t h e  f o r m  o f  co l l a te ra l  
s e c u r i t i e s  r e q u i t e d  t o  b e  p l e d g e d  by t h e  d e p o s i t o r y  i n  p r o p o r t i o n  t o  t h e  
ba lance o f  depos i t s  h e l d  i n  t h e  p u b l i c  accoun t .  T h i s  r e l a t i o n s h i p  is  c o n v e r t e d  
i n t o  a p l e d g i n g  r a t i o  w h i c h  is  s imp ly  t h e  d o l l a r  amoun t  o f  t h e  s e c u r i t y  needed 
t o  f u l l y  co l l a te ra l i ze  o n e  d o l l a r  o f  t h e  p u b l i c  d e p o s i t .  T h e  p l e d g i n g  r a t i o s  f o r  
g o v e r n m e n t - i n s u r e d ,  pe r fo rmance- tes ted  i n v e s t m e n t  s e c u r i t i e s  s u c h  as U n i t e d  
Sta tes  T r e a s u r y  b i l l s ,  notes  a n d  b o n d s  a r e  g e n e r a l l y  based  o n  o r  n e a r l y  a t  
t h e  p a r  v a l u e  o f  t h e  s e c u r i t y  ( i . e . ,  a p p r o x i m a t e l y  a d o l l a r - f o r - d o l l a r  b a s i s - -  
a b o u t  100 t o  102 p e r c e n t ) ,  w h i l e  t h e  p l e d g i n g  r a t i o s  o f  s e c u r i t i e s  i ssued  by 
lesse r  g o v e r n m e n t a l  u n i t s  may r a n g e  f r o m  100 t o  125 p e r c e n t - - m e a n i n g  t h a t  a 
min imum o f  5125 i n  mun ic ipa l  b o n d s  may  b e  needed t o  s e c u r e  $100 o f  t h e  
p u b l i c  d e p o s i t . "  Exper imenta l ,  u n t e s t e d ,  o r  u n i n s u r e d  i n s t r u m e n t s  o f ,  f o r  
example, p r i v a t e  c o r p o r a t i o n s  may b e  assessed p l e d g i n g  r e q u i r e m e n t s  o f  200 
p e r c e n t  o r  more. "  I n  t h e  e v e n t  o f  a b a n k  f a i l u r e ,  t h e  p u b l i c  depos i to rs  can 
l i q u i d a t e  t h e  co l l a te ra l  i n  t h e  m a r k e t p l a c e - - h o p e f u l l y  i n  a t ime ly  manner ,  a n d  
o n  a d o l l a r - f o r - d o l l a r  bas is .  

Co l la te ra l  p l e d g i n g  t r a n s a c t i o n s  r a n g e  f r o m  t h e  t r a d i t i o n a l  a r r a n g e m e n t  i n  
w h i c h  a d e p o s i t o r y  t r a n s f e r s  c u s t o d y  o f  i t s  co l l a te ra l  i n s t r u m e n t s  t o  t h e  
p u b l i c  d e p o s i t o r  o r  a t r u s t e e  i n  e x c h a n g e  f o r  t h e  depos i t ,  t o  t h e  somewhat 
m o r e  spec ia l ized " r e p u r c h a s e  agreement" .  A r e p u r c h a s e  agreement  cons is ts  o f  
t w o  s imul taneous t r a n s a c t i o n s .  T h e  f i r s t  i s  t h e  p u r c h a s e  o f  secur i t i es  used  
as co l l a te ra l  b y  an i n v e s t o r  f r o m  a dea le r  ( w h i c h  can  b e  a b a n k ) .  T h e  
second is  a n  agreement  by t h e  dea le r  t o  r e p u r c h a s e  t h e  s e c u r i t i e s  ( a t  a 
p r e d e t e r m i n e d  date)  s t r u c t u r e d  so t h a t  t h e  i n v e s t o r  rece ives  a k n o w n  r e t u r n .  
T h e  t r a n s a c t i o n  is  v iewed  as a s imul taneous sale a n d  p u r c h a s e  o f  co i la tera l  
s e c u r i t i e s .  A r e p u r c h a s e  agreement  i s  t h u s  a s h o r t - t e r m  loan f r o m  t h e  
i n v e s t o r  t o  t h e  dea le r .  Open r e p u r c h a s e  agreements  a r e  a n  exce l l en t  
i n v e s t m e n t  v e h i c l e  as a rep lacement  f o r  b a n k  t i m e  c e r t i f i c a t e s  o f  d e p o s i t  i n  
t h a t  it a l lows t h e  i n v e s t o r  t o  t a i l o r  t h e  t ime  p e r i o d  t o  meet i n v e s t m e n t  needs 
a t  a k n o w n  r a t e  o f  i n t e r e s t .  T h e s e  agreements  d o  n o t  h a v e  a f i x e d  m a t u r i t y  
a n d  co l l a te ra l  can b e  p l e d g e d  s ince  it is  e i t h e r  a b u y  a n d  sel l  agreement  o r  a 
co l l a te ra l i zed  loan d e p e n d i n g  o n  t h e  lega l  i n t e r p r e t a t i o n . "  

T h e  co l l a te ra l i za t ion  p r o g r a m s  o f  t h e  v a r i o u s  s ta tes  a n d  mun ic ipa l i t i es  
v a r y  i n  accordance  w i t h  t h e  o v e r a l l  g u i d a n c e  p r o v i d e d  u n d e r  t h e i r  r e s p e c t i v e  
s t a t e  l aws .  I n  genera l ,  co l l a te ra l i za t ion  p r o g r a m s  can b e  g r o u p e d  i n t o  t h r e e  
b r o a d  ca tegor ies :  (1)  t h o s e  s ta tes  r e q u i r i n g  n o  co l l a te ra l i za t ion  p rog rams;  
(2) t h o s e  p r o g r a m s  r e q u i r i n g  p a r t i a l  d e p o s i t  co l la tera l iza t ion;  a n d  ( 3 )  t h o s e  
p r o g r a m s  r e q u i r i n g  f u l l  depos i t  co l l a te ra l i za t ion .  P rog rams r e q u i r i n g  f u l l  
d e p o s i t  co l l a te ra l i za t ion  a r e  t h e  most  p e r v a s i v e  w h i l e  t h e  s ta tes  o f  F lor ida,  
Washington,  a n d  C o n n e c t i c u t  ma in ta in  p a r t i a l  o r  " co l l a te ra l  poo l "  a r rangements  
w i t h  t h e i r  depos i to r ies . "  T h e  co l l a te ra l  pool  a l t e r n a t i v e  is  based  o n  t h e  
p r e s u m p t i o n  t h a t  f i nanc ia l  i n s t i t u t i o n s  located w i t h i n  a g i v e n  s t a t e  s h o u l d  
c o l l e c t i v e l y  p l e d g e  a t  least  e n o u g h  co l l a te ra l  s e c u r i t i e s  t o  p r o v i d e  adequate  
p r o t e c t i o n  a g a i n s t  d e f a u l t  by t h e  i n s t i t u t i o n  m a i n t a i n i n g  t h e  l a r g e s t  depos i ts  
o f  t h e  s t a t e  o r  mun ic ipa l  i n v e s t o r .  T h u s ,  if t h e  l a r g e s t  b a n k  i n  a s ta te  w e r e  
t o  h o l d  25 p e r c e n t  o f  a l l  p u b l i c  depos i t s ,  t h e  a p p r o p r i a t e  r a t i o  o f  co l l a te ra l  
p l e d g i n g  w o u l d  b e  25 p e r c e n t  p e r  i n s t i t u t i o n .  T h i s  s h a r e d  r i s k  a p p r o a c h  
r e s u l t s  i n  a n  a r r a n g e m e n t  t h a t  p r o t e c t s  a g a i n s t  a n y  i n d i v i d u a l  d e p o s i t o r y ' s  
co l lapse by r e q u i r i n g  a co l la tera l  poo i  t h a t  exceeds t h e  t o t a l  p u b l i c  depos i t s  i n  
t h e  l a r g e s t  f i n a n c i a l  i n s t i t u t i o n .  
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O b v i o u s l y ,  i n  s i t u a t i o n s  w h e r e  a  s ta te  r e q u i r e s  n o  co l l a te ra l ,  p l a c i n g  
f u n d s  i n  c e r t i f i c a t e s  o f  d e p o s i t  w i t h  local  i n s t i t u t i o n s  h o u l d  amoun t  t o  a n  
" u n s e c u r e d  loan" t o  local  depos i to r ies .  G i v e n  these  c i r cumstances ,  t h e  o n l y  
a l t e r n a t i v e  w o u l d  b e  t o  s e c u r e  t h e  b e s t  b a n k  eva lua t ion  s e r v i c e  ava i l ab le  a n d  
fo l l ow  i t s  recommendat ions as t o  t h e  c r e d i t w o r t h i n e s s  o f  local  i n s t i t u t i o n s .  

T h e  C o s t  o f  D e p o s i t  Co l la te ra l i za t ion  

D e s p i t e  g o v e r n m e n t ' s  c o n v i c t i o n  t h a t  co l la tera l  r e q u i r e m e n t s  p e r f o r m  a n  
essent ia l  f u n c t i o n  i n  s e c u r i n s  t h e  p r o p e r t y  o f  t h e  p u b l i c ,  a r g u m e n t s  h a v e  
been  ra i sed  i n  r e g a r d  t o  t h e  a p p a r e n t  p r i v i l e g e d  s t a t u s  a f f o r d e d  t o  p u b l i c  
d e p o s i t s .  O n e  a r g u m e n t  r e g a r d i n g  p u b l i c  depos i t  p r o t e c t i o n  p r o g r a m s  i s  t h a t  
t h e y  impose excess ive  costs  u p o n  f i n a n c i a l  i n s t i t u t i o n s  s e e k i n g  t o  c o n d u c t  
b u s i n e s s  w i t h  p u b l i c  e n t i t i e s .  T h e  G o v e r n m e n t  F inance O f f i c e r ' s  Assoc ia t ion  
(GFOA)  f o u n d  i n  1984 t h a t  many  f i n a n c i a l  i n s t i t u t i o n s  c h a r g e d  t h e i r  p u b l i c  
c l i e n t s  f r o m  25 t o  200 bas is  p o i n t s  ( . 2 5  p e r c e n t  t o  2.00 p e r c e n t )  i n  d i m i n i s h e d  
y i e l d  f o r  t h e  a d m i n i s t r a t i v e  costs  o f  p r o v i d i n g  co l la tera l  s e c u r i t i e s  t o  secure  
p u b l i c  depos i t s .  T y p i c a l l y ,  t h e  c o s t  is  passed o n  t o  t h e  d e p o s i t o r  t h r o u g h  a  
r e d u c t i o n  i n  t h e  i n t e r e s t  ra tes  o f f e r e d  by t h e  i n s t i t u t i o ~ . ~ ~  

T h e  r a t e  o f  i n t e r e s t  is  a lso a f f e c t e d  b y  t h e  p r o f i t  m a r g i n  o f  t h e  
i n s t i t u t i o n .  A n y  i n s t i t u t i o n  t h a t  accepts  a  p u b l i c  depos i t  does so i n  o r d e r  t o  
make a  reasonable  p r o f i t ,  I t  s h o u i d  b e  u n d e r s t o o d  t h a t  a n  i n s t i t u t i o n ' s  
e a r n i n g s  on  i n v e s t m e n t  s e c u r i t i e s  ( i . e , ,  6 . S .  T r e a s u r y  notes, b o n d s  o r  b i l l s )  
u s e d  as co l l a te ra l  is o f t e n  less t h a n  t h e  r e t u r n  t h e  i n s t i t u t i o n  may  rece ive  o n  
i t s  l o a n s . 2 5  G i v e n  t h e i r  s t r o n g  p r e f e r e n c e  f o r  l e n d i n g  o v e r  i n v e s t i n g  in 
secur i t i es ,  commercial b a n k s  may h a v e  l i t t l e  " l e f t  o v e r  capac i t y " ,  if a n y ,  t o  
a d d  t o  i t s  i n v e s t m e n t  p o r t f o l i o s  b e y o n d  secondary  r e s e r v e  r e q u i r e m e n t s  
p a r t i c u l a r l y  d u r i n g  p e r i o d s  o f  s t r o n g  loan demand o r  r e s t r i c t i v e  m o n e t a r y  
c o n d i t i o n s .  D u e  t o  t h e s e  f a c t o r s  a n d  t h e  costs  o f  m a i n t a i n i n g  co l l a te ra l  i n  
sa fekeep ing,  t h e  d e p o s i t o r y ' s  r e t u r n  o n  co i i a te ra i i zed  d e p o s i t s  may b e  
d im in i shed . "  

Depos i t  co l l a te ra l i za t ion  po l ic ies  may p lace even  g r e a t e r  c o n s t r a i n t s  o n  
smal le r  i n s t i t u t i o n s  w h i c h  t e n d  t o  b e  more  a g r e s s i v e  t h a n  l a r g e r  b a n k s  i n  
t h e i r  ioan p r o g r a m s  a n d  may h a v e  e v e n  smal le r  s e c o n d a r y  r e s e r v e s .  
Co l ia tera l iza t ion r e q u i r e m e n t s  may r e s t r i c t  t h e  l e n d i n g  p o t e n t i a l  o f  t h e  
i n s t i t u t i o n  t o  t h e  e x t e n t  t h a t  t h e  b a n k  may b e  r e q u i r e d  t o  use  i t s  depos i t s  t o  
b u y  secur i t i es  t o  p l e d g e  as co l l a te ra l  f o r  t h e  p u b l i c  d e p o ~ i t s . ' ~  T h e  r e s u l t  
may  b e  t h a t  smal le r  b a n k s  may f i n d  t h a t  t h e  " l oanab i i i t y "  o f  p u b l i c  depos i ts ,  
espec ia l l y  d u r i n g  p e r i o d s  when  ioan demands a r e  h i g h ,  may  b e  v e r y  l im i ted .  

T h e  Congress iona l  A d v i s o r y  Commit tee o n  I n t e r g o v e r n m e n t a l  Re la t ions 
o b s e r v e d  i n  1979 t h a t  t h e  e f f e c t s  o f  co l l a te ra l  p l e d g i n g  o n  t h e  b a n k i n g  sys tem 
may  i n c l u d e  t h e  f o l l o w i n g :  '' 

1. The a b i l i t y  o f  backs t o  lend may be a f f e c t e d .  

2.  B m k s  may be p r o h i b i t e d  from a c h i e v i n g  t h e i r  d e s i r e d  p o r t f o l i o  
corn~os i r ; ion .  S t a t e  programs t h a t  r e q u i r e  c ~ l i a t e r a l  p ledges 
equa l  t o  100 t o  liO percen t  o f  t h e i r  d e p o s i t s  a r e  c o s t l y  co  
benks and may negat i \ .e ly  inpac: r h e i r  p o r t f a l i o  c n a p o s i t i c c  and 
l i r . , i  d i  -.- 1"- &"I. 
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3. L i q u i d i t y  o f  t h e  f i n a n c i a l  i n s t i t u t i o n  may be weakened. When a 
pledged s e c u r i t y  i s  so ld,  i t  must be replaced w i t h  another 
e l i g i b l e  s e c u r i t y .  This  t ime consuming process may unduly 
a f f e c t  t h e  y i e l d  o f  t h e  investments, espec ia l l y  i n  smal ler 
banks o r  those w i t h  s u b s t a n t i a l  p u b l i c  deposi ts .  

4 .  C o l l a t e r a l  requirements tend t o  lower t h e  ra tes  banks are 
w i l i i n g  t o  pay fo r  p u b l i c  deposi ts .  

5 .  The e f f e c t  on hank earnings, wh i l e  unmeasured i n  t o t a l ,  i s  
recognized t o  be negat ive.  

Conf l ic ts  ove r  t h e  issue o f  pub l ic  deposit  collateralization between 
government and t h e  bank ing  i n d u s t r y  occur  nationwide. Indeed, t h e  
d i f f i cu l t ies  experienced by t h e  bank ing  establishment i n  Hawaii have been 
experienced b y  depositories accept ing pub l i c  f unds  i n  o the r  areas o f  t h e  
c o u n t r y .  However, t he re  is no indicat ion t h a t  state and local collateralization 
programs th roughou t  t h e  c o u n t r y  a re  re lax ing  t h e i r  collateral requirements. 
Instead, t h e  c u r r e n t  t r e n d  i n  t h e  nat ion is toward  more d i l igent  collateral 
moni tor ing and valuat ion rout ines and s t r i c te r  col lateral  evaluation standards. 
Government 's obl igat ion toward  safeguarding t h e  resources o f  t h e  pub l ic  and 
t h e  ev ident  ins tab i l i t y  of much o f  t h e  nat ion's banks and t h r i f t s  have served 
t o  fos ter  a more conservat ive approach i n  t h e  management, investment, and 
protect ion o f  pub l ic  deposits.  



Chapter  3 

DEPOSIT COLLATERALIZATION IN  HAWAII 

Histor ica l  Development o f  Section 38-3, Hawaii Revised Statutes 

Hawaii's s ta tu to ry  requirements f o r  pub l ic  deposit  co1latera:ization were 
enacted i n  1909 b y  t h e  Te r r i t o r i a l  Legislature and la te r  codi f ied as section 
133-3, Revised Laws o f  Hawaii. While t h e  or ig inal  requirements f o r  deposit 
collateralization have been expanded and amended substant ia l ly  over  t h e  
years, t h e  basic object ive and i n ten t  o f  t h e  or ig ina l  law has remained in tac t - -  
t o  ensure t h e  safety and  l i qu id i t y  o f  pub l ic  deposits. 

As i t  appears i n  t h e  Revised Laws o f  Hawaii, 1955, section 133-3 
requ i red  depositories accept ing deposits of pub l i c  f unds  t o  place i n  t h e  
custody o f  t h e  t reasury ,  bonds o r  warrants o f  t h e  T e r r i t o r y ,  t h e  Uni ted 
States, o r  any c i t y  o f  t h e  Un i ted  States in amounts a t  least equal t o  t h e  p a r  
o r  market  value o f  t h e  secur i ty  i n  t h e  amount o f  f unds  deposited, cont ingent  
on t h e  class o f  secur i ty  accepted as col lateral .  T h e  law f u r t h e r  authorized 
t h e  acceptance o f  indus t r ia l  bonds approved b y  t h e  cou r t s  o f  t h e  T e r r i t o r y  i n  
an amount a t  least 25 percent  i n  excess of t h e  deposit  placed i n  any bank.  
I t  is important  t o  note t h a t  whi le t h e  classes of securi t ies e l ig ib le t o  be  
p ledged as collateral were ident i f ied  under  the  law, t h e  ul t imate determinat ion 
as t o  t h e  acceptabi l i ty of such securi t ies as p a r t  o f  t h e  t reasu ry ' s  por t fo l io  
was l e f t  t o  t h e  judgment o f  t h e  t reasurer .  

I n  1968, t h e  Legis lature reformatted chapter  133, Revised Laws o f  
Hawaii, and recodif ied i t  as chapter  38, Hawaii Revised Statutes. Securit ies 
acceptable b y  t h e  d i rec to r  o f  f inance a s  collateral were now assembled in to  
n ine categories o f  e l ig ib le inst ruments inc lud ing  bonds, bi l ls,  notes, 
debentures, warrants,  o the r  evidences of indebtedness and o ther  safe bonds 
approved b y  t h e  governor  issued by: t h e  State, i t s  counties, i t s  agencies 
and any improvement d i s t r i c t  o r  f ron tage improvement o f  t h e  State; t h e  
federal government and i ts  agencies; and, o the r  states and t h e i r  count ies. 

Recognizing t h e  potent ia l  benef i ts pub l ic  deposits may have on t h e  
promotion o f  mortgage lend ing  b y  banks and savings and loans in to  t h e  
community, t h e  Legislature, in 1970, expanded t h e  State's collateralization 
standards t o  inc lude resident ial  mortgages guaranteed by t h e  federal 
government.  T o  ensure  secur i ty ,  however, t h e  amendment also prov ided tha t  
i n  t h e  acceptance o f  such securi t ies as collateral, t h e  d i rec to r  o f  f inance 
''shall requ i re  mortgage loans represent ing no less than $120 o f  t h e  unpaid 
pr inc ipa l  f o r  each 5100 o f  deposit" .  Senate Standing Committee Report No. 
505-70 pred ic ted  tha t  t h e  b i l l  would "help re l ieve t h e  housing shortage and 
reduce in te res t  rates on home mortgages t o  t h e  taxpayer " .  The  committee 
repo r t  f u r t h e r  qual i f ied, however, t h a t  since t h e  prov is ions were not  
mandatory, state and  county  t reasurers  would be  allowed t o  "use t h e i r  
d iscret ion"  i n  developing t h e i r  por t fo l ios.  T h e  measure also incorporated a 
prov is ion taken f rom Cal i forn ia law which permi t ted t h e  d i rec to r  t o  forego t h e  
need t o  collateralize t h a t  por t ion  of a deposit  t h a t  was a l ready insured under  
deposit  insurance programs o f  t h e  federal government.  
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In 1978, t h e  issue of pub l ic  deposit  collateralization was reviewed b y  t h e  
Committee on Taxat ion and Finance of t h e  Const i tut ional Convention. The  
p r imary  focus o f  t h e  committee was t h e  inequitable d i s t r i bu t i on  o f  pub l ic  
f unds  between commercial banks and local savings and loan associations. 
Resolution No. 26 noted tha t  99.7 percent  o f  t h e  State's deposits were placed 
i n  local banks, whi le a to ta l  o f  on l y  0 . 3  percent  was deposited w i th  S&Ls. 

Standing Committee Report  No. 102 contended t h a t  "pub l ic  f unds  should 
be  d i s t r i bu ted  among f inancial  ins t i tu t ions  on a more equitable basis. ' '  The  
committee observed t h a t  t h e  si tuat ion a t  t ha t  time appeared t o  stem from ''a 
concern t h a t  federal ly  i nsu red  home loan mortgages do not  const i tu te 
su f f i c ien t ly  secure o r  l i qu id  collateral. " The  committee fe l t  t h a t  t h e  
acceptance o f  such inst ruments as collateral would permi t  t h e  local S&L 
i n d u s t r y  t o  par t ic ipate in  t h e  pub l ic  funds  market  t o  a greater  degree. The  
committee noted tha t  la rger  deposits of pub l ic  f unds  i n  local S&Ls would assist 
these ins t i tu t ions  i n  t h e  f inancing o f  more home mortgage loans a n d  tha t  such 
deposits would have a favorable e f fec t  on Hawaii's economy. 

A l though it f e l t  t h a t  a const i tut ional amendment t o  address t h e  problem 
was inappropr iate,  t h e  committee resolved tha t  a more equitable d i s t r i bu t i on  o f  
t h e  State's deposits among all ins t i tu t ions  was desirable and t h a t  SGLs should 
receive a l a rge r  share o f  t h e  State's pub l ic  funds .  

A s igni f icant  amendment t o  Hawaii's collateralization requirements 
occur red  d u r i n g  t h e  Regular Session of 1984. House B i l l  No. 2527-84, as 
or ig ina l l y  d ra f ted ,  proposed t o  reduce t h e  percentage of coiiateral requ i red  t o  
be  p ledged on t h e  amount of a pub l ic  deposit  f rom 100 t o  50 percent .  
Test imony presented before t h e  House Committee on Finance b y  local bank ing  
representat ives pointed t o  several factors which, they  argued, made t h e  
pol icy change necessary: ' 

(1)  The  h igh l y  volat i le rates o f  in terest  d u r i n g  t h e  ear ly  1980's caused 
b y  t h e  change i n  t h e  Federal Reserve System's economic pol icy i n  
1979 f rom one which focused on cont ro l l ing  t h e  economy's in terest  
rates t o  one which focused on contro l l ing t h e  money supply;  

(2) T h e  re lat ive increase i n  t h e  amount o f  pub l ic  f unds  placed i n  local 
depositories ( r e q u i r i n g  collateralization) d u r i n g  t h a t  per iod of time; 
and 

(31 The  decline i n  investment securi t ies held b y  local depositories as  a 
percentage of t h e i r  to ta l  assets. 

Faced w i th  cont inuing demands f o r  consumer loans, bank  representat ives 
tes t i f ied  t h a t  local depositories were confronted w i th  a si tuat ion i n  which t h e  
acceptance o f  pub l ic  deposits represented a reduct ion in, ra the r  than a 
source of, lendable dol lars by a bank.  Supporters of t h e  measure held tha t  a 
reduct ion i n  t h e  deposit  collateral requirement f rom 100 t o  50 percent  would 
a f f o r d  more f l ex ib i l i t y  t o  t h e  bank ing  i n d u s t r y  i n  meeting t h e  publ ic 's  demand 
f o r  loans. 

T h e  state administrat ion opposed t h e  measure as or ig ina l l y  introduced, 
s ta t ing  t h a t  t h e  proposed amendment would resul t  i n  t h e  exposure of t ha t  
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por t i on  o f  t h e  State's deposits not  subject t o  collateral protect ion t o  potent ial  
l o s s . V n  response t o  th i s  concern, t h e  House Committee on Finance amended 
t h e  measure w i th  an al ternate amendment o f fe red  b y  t h e  bank ing  i ndus t r y .  
House Standing Committee Report  No. 435-84 repor ted tha t  t h e  compromise 
would no t  on ly  "p rov ide  much o f  t h e  addit ional f l ex ib i l i t y  requ i red  b y  t h e  
banks"  b u t  t h a t  i t  would also ensure " the necessary protect ion against r i sk  o f  
loss b y  cont inu ing  the  State's requirement f o r  f u l l  col lateral izat ion".  

A l though t h e  amendment t ha t  was f ina l l y  incorporated in to  t h e  b i l l  bore  
no resemblance t o  tha t  which was proposed i n  t h e  or ig inal  d ra f t ,  members o f  
t h e  bank ing  i n d u s t r y  held t h a t  t h e  measure would fac i l i ta te t h e  achievement o f  
t h e  same resu l t .  Rather than l imi t ing the  ex ten t  t o  which t h e  t reasu ry  could 
collateralize i t s  deposits, t h e  b i l l ,  as amended, p rov ided t h e  d i rec tor  w i th  t h e  
d iscret ion t o  consider a wider  va r i e t y  o f  investment secur i ty  al ternat ives as 
e l ig ib le f o r  collateral p ledging.  I n  effect, t h e  new amendments t o  section 38-3 
author ized depositors of pub l ic  f unds  t o  consider o ther  assets on t h e  books o f  
a deposi tory "which are el igible t o  secure advances f rom t h e  Federal Reserve 
Banks under  t h e  regulat ions o f  t h e  Federal Reserve Board" as el igible 
collateral, p rov ided  tha t  no more than 50 percent  o f  t h e  pub l ic  deposits held 
b y .  a deposi tory could be secured b y  assets of t ha t  class. 

I n  essence, section 38-3(9) became a "catch-al l"  clause, cons t i tu t ing  t h e  
broadest, most a l l - inc lus ive category o f  el igible collateral securi t ies i n  t h e  
section. Conceivably, because o f  i t s  broad appl icabi l i ty  ove r  t h e  en t i re  
section, paragraph (9) possessed t h e  capacity t o  stand alone as a single a l l -  
encompassing category.  However, due o f  t h e  fac t  t h a t  t h e  paragraph also 
enabled t h e  acceptance o f  collateral securit ies which fe l l  beyond t h e  former 
scope of t h e  section, paragraph (9) requi res special analysis (see Chapter  61. 

The  most recent amendments t o  chapter  38, Hawaii Revised Statutes, 
occur red  d u r i n g  t h e  Regular Session of 1988 as t h e  resu l t  o f  t h e  passage o f  
S. B .  No. 3175, S.D.  1, H .  D. 1.  While t h e  amendments effected upon section 
38-3 were completely nonsubstant ive, t h e  State's policies regard ing  pub l ic  
deposit  collateralization were b rough t  t o  t h e  fo re f ron t  of t h e  discussion. 
House Resolution No. 246, which calls f o r  t h i s  s tudy ,  was a d i rec t  resul t  o f  
t h e  in t roduc t ion  and passage of t h e  administrat ion measure. 

Senate B i l l  No. 3175, was in t roduced i n  response t o  t h e  state 
administrat ion's concern over  t h e  re lat ive ly  low re tu rns  t h a t  were be ing  
earned on state funds  placed i n  time cert i f icates o f  deposit  (CD) i n  local 
depositor ies. According t o  a November 1987 survey  o f  eleven western states 
per formed b y  t h e  Department o f  Budget  and Finance (Exh ib i t  3-11, t h e  State 
o f  Hawaii earned t h e  lowest r e t u r n  on pub l ic  f unds  placed in  such 
investments. As t h e  su rvey  indicates, t h e  average annual y ie ld  earned b y  
t h e  State on CDs d u r i n g  1987 was 5.75 percent  whi le t h e  average in terest  
rate earned by o the r  state t reasur ies on comparable investments d u r i n g  t h e  
same per iod  was 7.27 percent .  Concern over  t h e  State's decl in ing earnings 
d u r i n g  f iscal years 1986 and 1987 was also an important  fac tor  i n  t h e  
department 's decision t o  suppor t  t h e  b i l l .  

Exh ib i t  3 -2  presents t h e  State's general f u n d  investments and interest  
earn ings ove r  t h e  past f o u r  f iscal years. Note t h a t  t h e  i l lust rat ion contrasts 
t h e  annual earn ings of t h e  general f u n d  w i th  t h e  year ly  investments o f  t h e  
State a t  t h e  average rate o f  in terest  received f o r  each f iscal year .  While t h e  



Exhibit 3-1 

SURVEY OF YIELDS ON INVESTMENTS ON T IME CERTIFICATES OF DEPOSIT 
BY STATE TREASURIES I N  THE NESTER# REGION OF THE UNITED STATES 

AS OF NOVEMBER, 1987 

-- .. .. ... . ~ - .- -- 
Total Amount Amount of Total Appraxlmate Average Length o f  Current 

Name of o f  funds Managed Invested In Tlme Cert. Annual Yileld Invest. In Time Cert. Collateralizat\oo Rates Payable 
state"' (In Hilllons) ( I n  Mllllons~ on Time Cert. (In n of  Days) Required - Percent on 90 day Time Cert. 

.. ." " . - . .- 
mlzona 

. - 

Colorado 600 232 7.18% not available yes - 100% not available 

H a w a i i  yes - 100% 

Idaho 310 

Montana 

22 7.10% 272 no not available 

7.25% 180 yes - 50% 6.85% 
7.18% 30 na 6.85% 
.- .. ... ... -~ ~ . . .. ~~.~~~~ .... ... .~ .. 

F ~ ~ t n o t e s :  
(I) Investments are in-state only, unless otherwise noted. 
(21 Utah law does not require collaterallzation o f  prlblic deposits. W ~ t h  respect to In-state instttutlons, an allotment is established based an the 
ratlo of adlusted capital lo aszest. With respect to o u t ~ o f  slate Institutions, the Honey Management Council has established quallty crlterta and 
nmximYn de~oslt llmltr. 
(11 Invertmentr in the Slate  of  Uyoming are in contract form, instead of a certificate of deposlt. 



Exhibit 3-2 

STATE OF HAWAII 
GENERAL FUND EARNINGS 

FISCAL YEAR ENDING JUNE 30 

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

Source: State of Hawaii "Annual Report of Deposits and Investments of State 
of Hawaii Fiscal Year Ending June 30" ,  1988, p. 9 .  
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year l y  investments of t h e  State steadi ly increased th roughout  t h e  period, t h e  
earn ings o f  t h e  generai f u n d  exhib i ted actual deciines d u r i n g  f iscal years 1986 
and 1987. T h e  apparent  reason behind t h e  diminishing earnings of t h e  State 
d u r i n g  th i s  per iod  was t h e  decl in ing rates o f  in te res t  earned on state deposits 
f o r  those f iscal years .  

T h e  purpose o f  S .B .  No. 3175 was t o  t o  p rov ide  t h e  Department w i th  
"g reater  f l ex ib i l i t y  i n  t h e  bank ing  o f  pub l ic  funds"  and t o  " improve on t h e  
ra te  o f  r e t u r n  thereon consistent w i th  t h e  safety of such deposits". '  I n  
essence, t h e  b i l l  p rov ided t h e  Director  of Finance w i th  t h e  au thor i ty  t o  
deposit  state funds  i n  ou t -o f -s ta te  depositories b y  removing t h e  rest r ic t ion 
tha t  ail such funds  should be deposited i n  f inancial  ins t i tu t ions  authorized t o  
conduct  business i n  t h e  State. T h e  in ten t  o f  t h e  measure was t o  p rov ide  t h e  
D i rec tor  of Finance w i th  t h e  oppor tun i t y  t o  invest  state funds  i n  ou t -o f -s ta te  
depositories o f fe r i ng  h igher  yields and t o  perhaps encourage those in-state 
ins t i tu t ions  receiv ing deposits o f  t h e  State t o  o f fe r  rates of in te res t  more 
comparable t o  those being o f fe red  by depositories on t h e  mainland. 

T h e  members of Hawaii's local bank ing  and savings and loan associations 
col lect ively opposed t h e  passage o f  t h e  measure c i t i ng  t h e  economic benef i ts 
which, t hey  contended, would be  fo r fe i ted  b y  t h e  State i n  i t s  p u r s u i t  of t h e  
ou tward ly  a t t rac t i ve  yields being o f fe red  elsewhere b y  o ther  banks .5  Cr i t i cs  
of t h e  measure warned the  Legislature of the  possible d i s rup t i on  of t h e  
"mul t ip l ier  e f fec t "  which pu rpo r ted l y  internal izes t h e  benef i ts o f  an in-state 
investment t o  t h e  economic network of tha t  par t i cu la r  state b y  p rov id ing  
depositories w i th  the  capacity t o  increase t h e i r  lending o f  mortgages and 
consumer loans t o  the  community which, in  t u r n ,  would resu l t  i n  t h e  
expansion o f  t h e  taxable base o f  tha t  state and i ts  count ies. Bankers 
cautioned t h i s  pol icy would amount t o  t h e  expor tat ion of pub l ic  funds  along 
w i th  t h e  economic advantages associated w i th  t h e  investment o f  such funds  
locally. 

I n  addit ion t o  t h e  prev ious argument, representat ives o f  t h e  local bank 
association also expressed t h e i r  concern over  t h e  State's deposit 
collateralization policies--claiming tha t  t h e  " s t r i ngen t  pract ices" o f  t h e  State 
const i tu ted a p r imary  factor  i n  t h e  bank ing  i ndus t r y ' s  inab i l i t y  t o  o f fe r  be t te r  
rates o f  in te res t  on state deposi ts . '  Bank association representat ives 
tes t i f ied  t h a t  t h e  State's pol icy of accepting only  those securi t ies exh ib i t ing  
t h e  h ighest  levels secur i ty  and l iqu id i ty ,  played a major role in  t h e  local 
bank ing  i ndus t r y ' s  g rowing d i f f i c u l t y  and unwil l ingness t o  readi ly  accept such 
deposits.  T h e  bank association test i f ied tha t  t h e  State maintains "a v e r y  
res t r i c t i ve  collateralization requirement" and tha t  deposit secur i ty  is achieved 
"only a t  a cost i n  t h e  earn ing power" of the  deposit .  Bank representat ives 
test i f ied t h a t  "other  states do  not  have such s t r i ngen t  collateralization 
poiicies" and there fore  "earn more b u t  a t  a cost of greater  r i sk "  t o  t h e  pub i ic  
deposit .  ' 

Despite t h e  cont roversy  which foliowed t h e  measure th roughou t  i t s  
review, S.B.  No. 3175, S .D .  1 H.D.  1, was approved b y  t h e  Legislature 
and was signed in to  law b y  the  Governor  as Ac t  78, Session Laws o f  Hawaii 
1988. Exh ib i t  3 -3  is a reproduct ion of section 38-3, Hawaii Revised Statutes, 
as amended by Ac t  78, Session Laws o f  Hawaii 1988. 



Exhib i t  3-3 

938-3 Securities for pmtfftioo of hunds depsited. For me protection of 
funds deposmd by the h r  under tius chapter. the foliowing reciinuer rhdl k 
depsired wch the d h c t a .  ox with b& in the conuncnlai United S ~ r c s ,  or r x h  
fiancial inrtioluons wrth msi p o v m  authmircd to do burmers in me State, as 
the director may wieci, lo k heid therein f a  salekeeping subjut to the order of 
the dincroi, any other provirions of tbc laws of the State lo the connary norwlth- 
standme: 

Bonds, notes. debentures, ai othcicvdmctr  of indebtedness oithc Stare 
or o i  m y  m a r ) .  of the Srate, for which the payment of the mteresr and 
plnckpai is a h t  obiiganon of jK Statc or the counry. ar the c e  
may k, ih ao amount u ieast quai m thcv par value to the amounr a i  
r h r  dew-,, wirb ihc drasifory: 
Bondr, notes. dekntum. or other evidences of tndebvdners of agencirr 
of the Staie or of agencies of any county oi the Stare, for which me 
pr)mcni of the rnrererr aod pnncipal a imm the revenues of Uie :ssuing 
agency. in an amounr at ka r t  equal in their marker ialne. bur no# to 

" .  
for which the paymeni of the hiteierf and pnncipal ir from ihe assess- 
ments made for the improuemenr. in an amounr at leas1 q u a i  in their 
market "due, bur nor to exceed the* p-ii "due. :o the amount of the 
dcporir with the dep r i roy ;  
Bondr. notes, bills. or cenificries of mdebredness of the Unmd Starer 
or of agencies ofthe Unired States. for whnch the paymeai of the irerest 
and pnncipal ir a direct obligiuon oi the Umld  Stares. in an amount 
at 1-1 q u a i  in  thev marker value. bur nor io exceed ihcii pzi value. 
to the amount of the deposit wtth the deportmy; 
Bonds. n e s .  or debentures of agencies of thc tinxed Stares, in an 
amoilnr ar ilrast equal to nmeq-five per cent of thco marker value. but 
not lo exceed their par value, to the mounr of the d e p r n  with the 
depsiroiy: 
W m r s  or warrant notes oi the State in an amounr ar lcasr equal in 
their face value to the amounr of the deposit wtth me dcpoiitoiy: 
Bondr. noes, debenrum, or other evxdences of indebtedness of any 
other state of the United Slates, for which the payment oi the inreieir 
and principal a a direcr obligaoon of such naie. in an amount at leari 
eyuai in their marker value. but not ro exceed their ~ a r  value. to the 
&ounr of the deposit with the depormiy; 
Bonds, notes. debennrier, oiotherewdencer oiindebredncrs ofany city 
or of an) count? in the continend Unired Stater, for whbch the paymrni , ! . 2.2 . !, 2 1 .  l- . . : i : . ,n ! &PC A!\ ,: ; .rx\ 
>, ,:.< .d,< n:2, w ,  'q m AT,,.,": .st . c a 4  < < A  ,9 ,"L.,? P,Ar,.C'' \ A  J < ,  

bu: n.,l !. rr:cc.' LX.~ ?A . rx .  iu :llc un~.ni .,: mc riw%h u.tii 'nc 
deposaory; or 
Other arsus on the h o k r  of the depositoiy which are eligible to secwe 
advances Fiom the fedeiai Reserve B d s  under iegulamnr of the Fed- 
erai Reserve B o a &  in an amount at least equal in thew marker value. 
but not ro exceed their par vdue. to thc amount of the deposit with the 
deposttoiy: provided that not more than fiiq px cent of the deposits 
heid by a d e m n i o n  may be wcured bv a s s i r  of thts ciasi. 

Secunry $hat not 'be q;ired.for that p m o i  of any deposit that is insured 
under any law of the Cnited Srarei. 

Sccuniicr deporiled under tius section may k withdrawn from ume to "me: 
pmvidcd that the r e q u i d  amount of wcunries shall a all Umes be kept on depoiir. 
?lie dirccloi a any time may ~ ( u t r e  addiuonal wcunlier to be deposited under 
this wcuon. 

In the event that the depoiiroiy shdi id1 ro pay such d e p i w .  or m y  pm 
thereof. upon presentation of a c k k  or I cemticarr of depoar. then the dincior 
shdl fonhwith convcn h e  suunne r  d e p n l d  under rtui recum into moncy for 
m d  on beiialf of the Stare: pmuided tha: no such ssunt ics  sM1 be sold ezcep at 
pubiic aucuon. &r gwng at least ien days' notice by publicauon m a newspaper 
of gcnenii cvcularion in the Staic. [L 1970, c 51. pt of $1: am L 1980, c 229. 52: 
am L 1982, c 30. Bi: am L 1984, c 148. $1; am L 1988. c 78. $41 



COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS 

T h e  State's Cash Management Program 

T h e  State's Cash Management Program is a func t ion  of t h e  Finance 
Div is ion o f  t h e  Department of Budget  and Finance. T h e  Finance Division is 
responsible f o r  t h e  deposit, safekeeping, investment, and disbursement o f  
state funds .  T h e  selection o f  depositor ies, t h e  allocation o f  deposits, and t h e  
investment o f  f unds  are made i n  accordance w i t h  applicable prov is ions o f  law 
and  t h e  policies and objectives o f  t h e  State's cash management p rogram.  The  
cash management system o f  t h e  Finance Div is ion prov ides f o r  t h e  segregation 
o f  deposits in to  f o u r  f u n d  classes: general, special, t r u s t ,  and bond. 
Exh ib i t  3 -4  details t h e  investments o f  t h e  State w i th  f inancial  ins t i tu t ions  b y  
t h e  f o u r  f u n d  classes. 

T h e  p r imary  object ive of t h e  State's cash management system is t o  
cont ro l  and allocate t h e  t reasu ry ' s  cash i n  o r d e r  t o  minimize t h e  level of cash 
i n  demand accounts and t o  meet expend i tu re  obl igat ions when they  become due 
whi le inves t ing  t h e  remaining id le cash t o  secure t h e  maximum amount of 
in te res t  possible. '  A s igni f icant  change i n  t h e  State's cash management 
p rogram which had a posi t ive e f fec t  on  t h e  earn ings o f  t h e  State's deposits 
occur red  as a resu l t  o f  t h e  1982 changes t o  federal  bank ing  law which allowed 
t h e  State t o  conve r t  most o f  i t s  non- in te res t  bear ing  demand accounts t o  
in te res t  bear ing  checking  account^.^ These in terest  bear ing  checking 
accounts are  especially important  i n  t h a t  t hey  maintain and ensure t h e  State's 
l i qu id i t y  posit ion whi le earn ing  in te res t  a t  t h e  same time. 

T h e  general f u n d  investments o f  t h e  State are pr imar i l y  placed i n  time 
cer t i f icates o f  deposit  (CDs), Un i ted  States T reasu ry  b i l l s  and securi t ies held 
under  repurchase agreements--preferably  i n  denominations greater  than o r  
equal t o  $100,000 t o  obtain t h e  h ighe r  rates o f  in terest  o f fe red  on these 
la rger  investments. The  average length  o f  investment i n  general f u n d  CDs is 
n ine ty  days .  T reasu ry  b i l l s  a re  purchased i n  average denominations of $10 
mil l ion a t  matur i t ies of n ine ty  days .  Repurchase agreements are purchased at 
matur i t ies which range between two t o  seven days.  Special, t r u s t ,  and bond 
f u n d  investments range f rom t h i r t y  days t o  f i v e  years, w i th  t h e  major i ty  o f  
CDs ma tu r ing  at n ine ty  days . "  Exh ib i t  3 -5  d isp lays t h e  general f u n d  
in te res t  income on investments d u r i n g  t h e  past f i v e  years b y  t h e  t y p e  o f  
investment.  

T h e  investment objectives o f  t h e  State's Cash Management Program are, 
i n  o r d e r  o f  p r i o r i t y : "  

(1 )  Safe ty - -To safeguard state funds  by secur ing cash, personnel and 
faci l i t ies and b y  requ i r i ng  full collateralization o f  state deposits.  

(2)  L iqu id i t y - -To  ensure t h e  avai lab i l i ty  o f  f unds  t o  meet state 
expendi tures b y  t h e  t imely forecast ing of cash requirements and the  
selection o f  securi t ies t h a t  can be  conver ted i n to  cash w i th in  a 
minimum r i s k  of loss o f  p r inc ipa l .  

(3) Y ie ld - -To maximize in te res t  earn ings on state investments b y  
inves t ing  idle funds  t o  t h e  maximum ex tent  possible. 

Section 38-2(a), Hawaii Revised Statutes, prov ides t h a t  i n  select ing a 
deposi tory " the  class o f  secur i ty  be ing  o f fe red  shall be  considered as t h e  



Exhibit 3-4 
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E x h i b i t  3 -5  

STATE OF HAWAII 

Fiscal Years 
Ending 
June 30 

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

Securities 
Time Held Under 

Certificates Repurchase Treasury Total General 
of Deposits Agreement Bills Fund Earnings 

$42,857,944 $344.513 $ 49.494 $43,251,951 
52,069,416 506,366 518.510 53,094,292 
46.925.406 458,111 1,105,822 48,489.339 
34,161,546 426,001 6,184979 40,772.526 
46,892.121 511,447 4,482,589 51,886,157 

Source :  S t a t e  of Hawai i ,  Department of Budget and F inance ,  - .T,2coizz c3 ." ;c..; - ,... - ..,. "+ :dY - ~ c  r& ~ ~ l e y ~ t ~ . ? ~ ~ ; , ~  t+- ;it? .%::.3 jf 

f i s c a l  y e a r  end ing  June  30, 1988, p .  9. 

basis o f  selection and due  rega rd  shall be  g iven t o  a deposi tory do ing  
business i n  t h e  State". Section 38-2(b)  f u r t h e r  prov ides t h a t  no more than 
40 percent  o f  t h e  aggregate funds  deposited and available f o r  deposit  b y  t h e  
state t r e a s u r y  may be  placed i n  depositor ies outs ide of t h e  State. Despite 
t h e  passage o f  Ac t  78, Session Laws o f  Hawaii 1988, t h e  Department has thus  
f a r  not  elected t o  exercise i t s  au tho r i t y  t o  inves t  pub l ic  f unds  out-of -s tate.  

Section 38-2(d)  f u r t h e r  p rov ides  t h a t  t h e  beneficial ef fects of us ing  
depositories opera t ing  i n  t h e  State as well as " t h e  safety and l i qu id i t y  o f  t h e  
sums t o  b e  deposited i n  t h e  deposi tory and t h e  y ie ld  o f fe red  b y  t h e  
deposi tory"  should be  considered by t h e  d i rec to r  p r i o r  t o  t h e  selection o f  a 
deposi tory.  A n  ins t i tu t ion 's  ab i l i t y  and wi l l ingness t o  accept state general 
f u n d  investments i n  l i g h t  o f  t h e  State's requirement f o r  deposit  
collateralization are  also factors o f  deposit  d is t r ibu t ion .  As Exh ib i t  3-6 
indicates, t h e  State's deposits a re  re lat ive ly  concentrated i n  terms o f  bo th  
t h e i r  d i s t r i bu t i on  among t h e  ind iv idua l  ins t i tu t ions  and t h e i r  d i s t r i bu t i on  
between banks and S t L s .  D u r i n g  1986 and 1987, 86 percent  o f  t h e  State's 
deposits were placed w i th in  t h e  two largest  banks operat ing i n  Hawaii: Bank 
o f  Hawaii and F i r s t  Hawaiian Bank. "  I n  addit ion, Hawaii's banks have 
t rad i t iona l ly  taken on t h e  la rger  share o f  t h e  State's deposits. D u r i n g  1986 
and 7987, 95 percent  o f  t h e  State's deposits were placed i n  Hawaii's banks 
whi le on ly  5 percent  was deposited in Hawaii's SLLs. I n  addit ion, several 
S&Ls chose t o  l imi t  t h e i r  acceptance of state funds  t o  t h e  FSLlC insurance 
l imi t  o f  $100,000, which requ i res  no col lateral izat ion under  t h e  law. "  
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COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS 

The  State's Col lateral  Por t fo l io  

I n  addi t ion t o  the  foregoing requirements, section 38-3 prov ides t h a t  
depositories accepting deposits o f  pub l ic  f unds  must maintain suf f ic ient  
collateral securi t ies w i th  t h e  t r e a s u r y  t o  ensure t h e  protect ion o f  such 
deposits.  The  section f u r t h e r  p rov ides  t h a t  i n  t h e  event  a deposi tory fai ls t o  
t ransac t  payment upon t h e  presentat ion o f  a check o r  a cer t i f icate o f  deposit, 
t h e  d i rec to r  shall at  t ha t  t ime "conver t  t h e  securi t ies deposited under  th i s  
section i n to  money" on  behalf  o f  t h e  State. 

I n  accordance w i th  t h e  State's objectives of maintaining t h e  h ighest  level 
o f  secur i ty  and l i qu id i t y  over  i t s  investments, t h e  Department has maintained 
a f i r m  pol icy of permi t t ing  on ly  those securi t ies which, i n  i t s  opinion, conform 
t o  these object ives t o  be  p ledged as col lateral .  While secur i ty  and l i qu id i t y  
objectives are  of ten implicated as t h e  p r imary  impediments toward  t h e  
fu l f i l lment  o f  t h e  t h i r d  object ive i e ,  y ie ld) ,  t h i s  t rade-o f f  is c lear ly  
understood.  Simply stated, t h e  relat ionships which occur  between these 
object ives are:  

* The  h igher  t h e  investor 's  p r i o r i t y  f o r  safety and l i qu id i t y ,  t h e  lower 
t h e  investor 's  expectations must be  i n  t h e  area o f  y ie ld .  

The  h igher  t h e  inves tor 's  p r i o r i t y  f o r  maximizing yield, t h e  lower t h e  
standards and requirements must  be  f o r  e i ther  safety o r  l iqu id i ty ,  o r  
bo th .  

T h e  h ighest  levels o f  investment secur i ty  and l i qu id i t y  a re  general ly 
associated w i t h  collateral por t fo l ios consis t ing o f  securi t ies which per fo rm well 
on t h e  secondary (resale) market  and are  secured d i rec t l y  o r  ind i rec t ly  b y  
t h e  federal,  state, o r  local governments o r  t h e i r  agencies. Exh ib i t  3-7 
displays t h e  aggregate values o f  t h e  securi t ies held as collateral as o f  
September 30, 1988, assembled i n  accordance w i th  paragraphs (1) t o  (9) o f  
section 38-3, Hawaii Revised Statutes. 

As t h e  exh ib i t  indicates, Un i ted  States T reasu ry  bi l ls,  bonds, and notes 
consi t i tu te t h e  largest segment o f  t h e  State's collateral por t fo l io .  T h e  
combined aggregate values o f  collateral securi t ies el igible under  section 
38-3(7) and (8)- -bonds o f  o ther  states and counties--make u p  t h e  second 
largest  segment fol lowed b y  bonds and o the r  obl igat ions of t h e  various federal 
agencies. 

Long- and shor t - te rm deb t  securi t ies o f  t h e  Uni ted States government 
and i t s  agencies are general ly regarded th roughout  t h e  investment wor ld  as 
t h e  safest, most r i s k  free, securi t ies i n  t h e  marketplace. T h e  need f o r  
capital b y  t h e  ever-expanding federal  government has prov ided investors w i th  
an ample supp ly  of qua l i t y  securi t ies i n  which t o  invest  funds .  Federal debt  
has kept  pace w i th  t h e  expansion o f  government act iv i t ies.  I n  December o f  
1982, t h e  tota l  gross pub l ic  debt  of t h e  Un i ted  States T reasu ry  was estimated 
a t  near ly  $1.2 t r i l l i on . "  I n  sp i te  o f  t h e  large and increasing debt,  t h e  
Un i ted  States enjoys an excel lent c red i t  posit ion w i th  domestic and fore ign 
lenders. T h e  enormous market  o f  Un i ted  States T reasu ry  issues guarantees 
t h a t  investors can general ly secure as much as is necessary w i thout  undue 
competition i n  t h e  marketplace. T h e  secondary market f o r  T reasu ry  securi t ies 
is broad, deep, and resi l ient and opportuni t ies f o r  qu i ck  resale a t  re lat ive ly  
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SUMMARY OF STATE DEPOSIT COLLATERAL SECURITIES 

Listing by Paragraph Code--Section 38-3, Hawaii Revised Statutes 
As of September 30, 1988 

$36-3(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, dehentures and other evidences of 
indehtedness 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 

$36-3(4) 
Bonds, notes, bills or certificates of indehtedness of 
the United States or agencies of the United States: 

U.S. Treasury hotes 
U.S. Treasury Bills 
U.S. Treasury Bonds 



$38-3(5) 
Bonds, n o t e s  o r  deben tu res  of  any agency of  t h e  United 
S t a t e s :  

F e d e r a l  Home Loan Banks 
F e d e r a l  X a t i o n a l  Yortgage A s s o c i a t i o n  (FNMA) 
F e d e r a l  Farm C r e d i t  System 
F e d e r a l  Home Loan kiortgage Corpora t ion  (FHL?lC) 
S tuden t  Loan 3 a r k e t i n g  A s s o c i a t i o n  
Government g a t i o n a l  ?iortgage A s s o c i a t i o n  (GMA) 
Farmers Home Admin i s t ra t ion  

538-3(6) 
K a r r a n t s  o r  war ran t  n o t e s  of  t h e  S t a t e :  

538-3(7) and 38-3(8)  
Bonds, n o t e s ,  deben tu res  and o t h e r  ev idences  of  
indeb tedness  o f  any s t a r e ,  c i t y  o r  county of  t h e  Uni ted  
S t a t e s :  

Various o b l i g a t i o n s  of  s t a t e s ,  c i t i e s  and c o u n t r e s  
of  t h e  Unrted S t a t e s  

397,418,369.00 

$38-3(9) 
Other a s s e t s  on t h e  books of  a  d e p o s i t o r y  which a r e  
e l i g i b l e  t o  s e c u r e  advances from t h e  F e d e r a l  Reserve  
Banks : 

P u e r t o  Rico Bond 

TOTAL 

Source:  Department of  Budget and Finance 



D E P O S I T  COLLATERALIZATION I N  H A W A I I  

s tab le  p r i c e s  can  u s u a l l y  b e  a n t i c i p a t e d  w i t h  conf idence.  T h e  genera l  
consensus among most i n v e s t o r s  i n  t h e  marke tp lace  is  t h a t  U n i t e d  Sta tes 
T r e a s u r y  secur i t i es  a r e  less r i s k y  t h a n  f e d e r a i  agency  issues a n d  mun ic ipa l  
ob l iga t ions .  l 5  T h e  q u a l i t y  o f  commercial a n d  f o r e i g n  secur i t i es  is  g e n e r a l l y  
cons ide red  t o  b e  be low t h a t  o f  g o v e r n m e n t  secur i t i es  i n  t e r m s  o f  r i s k  a n d  
s t a b i I i t y . l 6  A n o t h e r  p r i n c i p l e  is  t h a t  s h o r t - t e r m  secur i t i es  a r e  less o f  a r i s k  
t h a n  l o n g - t e r m  secur i t i es .  B o n d  r a t i n g  agencies s u c h  as Moody 's  I n v e s t o r s  
S e r v i c e  a n d  S t a n d a r d  a n d  Poor 's  C o r p o r a t i o n  g i v e  g o v e r n m e n t  secur i t i es  t h e i r  
h i g h e s t  r a t i n g s .  T h e  advantages of g o v e r n m e n t  i ssued  secur i t i es  i n c l u d e  t h e  
q u a l i t y  a n d  s e c u r i t y  t h e y  a f f o r d  t o  t h e  i n v e s t o r ,  t h e  s t a b i l i t y  o f  income t h e y  
p r o v i d e ,  a n d  t h e  s u p e r i o r  leve l  o f  m a r k e t a b i l i t y  these  i n s t r u m e n t s  main ta in  i n  
t h e  marke tp lace .  '' 

M a r k e t a b l e  secur i t i es  o f  t h e  f e d e r a l  g o v e r n m e n t  a r e  d i v i d e d  into s h o r t -  
te rm,  in te rmed ia te - te rm,  a n d  l o n g - t e r m  i ssues .  T r e a s u r y  b i l l s  a r e  s h o r t - t e r m  
secur i t i es  c a r r y i n g  m a t u r i t y  da tes  o f  91 d a y s  to a y e a r  so ld  by t h e  U n i t e d  
Sta tes T r e a s u r y  as a d i r e c t  ob l iga t ion .  T h e  b i l l s  a r e  i ssued  in b e a r e r  f o r m  i n  
denominat ions r a n g i n g  f r o m  a min imum of $10,000 t o  $1,000,000, i n  $5,000 
inc rements .  l s  

T r e a s u r y  notes a r e  t e r m  loans o f  t h e  T r e a s u r y  a n d  a r e  t y p i c a l l y  i ssued  
f o r  pe r iods  o f  t h r e e  to  f i v e  y e a r s .  Once t h e  secur i t i es  a r e  issued,  t h e y  can  
b e  b o u g h t  a n d  so ld  f r e e l y  i n  t h e  marke tp lace .  These  notes h a v e  h i s t o r i c a l l y  
o f f e r e d  h i g h e r  r a t e s  t h a n  l o n g - t e r m  g o v e r n m e n t  b o n d s  but h a v e  also 
e x p e r i e n c e d  h i g h e r  v a r i a b i l i t y  o f  y i e l d s  a n d  s h o u l d  t h e r e f o r e  b e  cons ide red  
more r i s k y  t h a n  o t h e r  g o v e r n m e n t  s e c u r ~ t i e s . ' ~  

T r e a s u r y  b o n d s  a r e  l o n g - t e r m  i n t e r e s t  b e a r i n g  d e b t s  o f  t h e  U n i t e d  
States t h a t  r e p r e s e n t  t h e  l a r g e s t  p o r t i o n  o f  p u b l i c l y  h e l d  marke tab le  d e b t .  
T h e  m a t u r i t i e s  r a n g e  f r o m  s i x  mon ths  t o  3 5  y e a r s .  A n  inc reased  d e g r e e  o f  
r a t e  v a r i a b i l i t y  i s  assumed when  l o n g - t e r m  issues a r e  p u r c h a s e d  because o f  
po ten t ia l  losses t h r o u g h  f l u c t u a t i o n s  i n  t h e  money r a t e . "  

Federa l  g o v e r n m e n t  co rpora t ions  a n d  agencies o f f e r  a v a r i e t y  o f  b o n d s  
w i t h  m a t u r i t i e s  to fit t h e  p o r t f o l i o  r e q u i r e m e n t s  o f  most i n v e s t o r s .  These  
b o n d s  a r e  ob l iga t ions  of t h e  i s s u i n g  agency  a n d  a r e  n o t  g u a r a n t e e d  by t h e  
U n i t e d  States g o v e r n m e n t .  Agenc ies a n d  c o r p o r a t i o n s  i s s u i n g  d e b t  t h r o u g h  
these  secur i t i es  i n c l u d e  t h e  Federa l  L a n d  B a n k ,  t h e  Federa l  In te rmed ia te  
C r e d i t  Bank ,  t h e  t w e l v e  d i s t r i c t  B a n k s  f o r  Cooperat ives,  t h e  Federa l  Home 
Loan Banks,  t h e  Federa l  Nat iona l  M o r t g a g e  Assoc ia t ion (Fann ie  Mae) a n d  the 
Government  Nat iona l  Mor tgage  Assoc ia t ion ( G i n n i e  Mae) o f  t h e  U .  S.  
Depar tment  of H o u s i n g  a n d  U r b a n  Development,  t h e  i n t e r n a t i o n a l  B a n k  f o r  
Recons t ruc t ion  a n d  Development  ( t h e  Wor ld  Bank) ,  t h e  i n t e r - A m e r i c a n  
Development Bank,  a n d  t h e  U n i t e d  Sta tes Postal S e r v i c e . "  

Sta te  a n d  mun ic ipa l  b o n d s  h a v e  t r a d i t i o n a l l y  main ta ined a good r e c o r d  o f  
s t a b i l i t y  a n d  s e c u r i t y  a n d  h a v e  e x p e r i e n c e d  r e l a t i v e l y  few de fau l t s  o v e r  t h e  
h i s t o r y  o f  s ta te  a n d  local d e b t .  T h e  to ta l  amount  of s ta te  a n d  local d e b t  i s  
s i g n i f i c a n t l y  smal ler  t h a n  t h e  to ta l  f e d e r a l  d e b t .  T h e  o u t s t a n d i n g  d e b t  o f  
s ta te  a n d  local g o v e r n m e n t  i ssuers  a t  t h e  e n d  o f  1982 s tood a t  a p p r o x i m a t e l y  
$9.5 b i l l i o n . Z 2  A p p r o x i m a t e l y  75 p e r c e n t  o f  t h e  a g g r e g a t e  s t a t e  a n d  mun ic ipa l  
d e b t  o u t s t a n d i n g  has been i ssued  by local governmenta l  u n i t s  w h i c h  inc ludes  
count ies ,  munic ipa l i t ies ,  townsh ips ,  towns ,  school  d i s t r i c t s ,  a n d  special  
 district^.^' The need for a i l  t y p e s  of public u t i l i t i e s  a n d  fac i l i t i es  c o n t i n u a l l y  
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expands, necessitat ing t h e  generat ion o f  capital t h rough  t h e  sale o f  debt  
securi t ies. 

State and municipal bonds are  usual ly  debenture  contracts ( long- term 
promissory notes t o  pay)  t h a t  do no t  have a p ledge of e i ther  real o r  personal 
p r o p e r t y .  The i r  c red i t  r a t i n g  rests upon t h e i r  ab i l i t y  t o  p a y  pr inc ipa l  and 
in te res t  solely f rom tax  revenues o r  f rom t h e  opera t ing  revenues of a special 
a u t h o r i t y  o r  bo th .  T h e  general classif ications o f  state and municipal bonds 
inc lude:  2 '  

(1) General obl igat ion (GO) bonds which a r e  supported t h r o u g h  t h e  tax  
revenues o f  t h e  government;  

( 2 )  Revenue bonds whose deb t  service is paid d i rec t l y  o u t  o f  t h e  
revenues o f  a special project;  

(3) Special assessment bonds which are  repaid t h r o u g h  funds  received 
f rom t h e  person o r  p r o p e r t y  assessed; a n d  

(4) Combination bonds which are  h y b r i d s  of GO bonds and revenue 
bonds. 

It is extremely d i f f i c u l t  f o r  an ind iv idua l  t o  independent ly  determine t h e  
legal i ty  and  f inancial  posit ion o f  a pa r t i cu la r  bond  issue. To  estimate this,  
t h e  economic and  f inancial  posit ion o f  t h e  governmental u n i t  issuing t h e  debt  
must  be  analyzed. Moody's and Standard and Poor's regu la r l y  evaluate t h e  
bond issues o f  t h e  states, counties, and o the r  pol i t ical  jur isd ic t ions of t h e  
Un i ted  States. 

Given t h e  re l iab i l i t y  o f  most government- issued debt  securit ies, t h e  
Department o f  Budget  and Finance has maintained a heavy preference toward 
t h e  use o f  those securi t ies e l ig ib le under  paragraphs ( 1 )  t h r o u g h  (8) o f  
section 38-3, Hawaii Revised Statutes.  T h e  Department's acceptance o f  
securi t ies classi f ied under  paragraph (9) has, t h u s  fa r ,  been s t r i c t l y  l imited. 
T h e  Department maintains t h e  bel ief  t ha t  t h e  State's p resent  por t fo l io  mix 
a f fo rds  t h e  h ighest  level o f  secu r i t y  and  l i qu id i t y  attainable under  t h e  
prov is ions o f  t h e  law. 



Chapter  4 

DEPOSIT COLLATERALIZATION: THE PERSPECTIVE 
OF DEPOSITORIES IN HAWAII 

Deposit collateralization programs prov ide  pub l ic  depositors w i th  a 
mechanism t h a t  ensures deposit  secur i ty  and l iqu id i ty ,  b u t  not  wi thout  costs 
t o  bo th  t h e  depositor and  t h e  ins t i tu t ion .  While these costs are general ly  
passed on t o  t h e  depositor i n  t h e  form of lower in te res t  earnings, deposit  
col lateral izat ion programs have also been cr i t ic ized f o r  t h e  constra ints  these 
mechanisms may place on t h e  ef fect ive use of pub l ic  f unds  b y  the  ins t i tu t ion  
and  t h e  economy. 

T h e  negat ive effects these programs tend t o  have on t h e  earnings of t h e  
deposi tor  a r e  general ly recognized and accepted as a consequence o f  deposit  
secu r i t y .  As stated ear l ier  in  t h i s  repor t ,  f inancial  ins t i tu t ions  of ten charge 
t h e i r  pub l i c  c l ients f rom 25 t o  200 basis points (0.25 percent  t o  2.00 percent)  
i n  diminished y ie ld  f o r  t h e  costs o f  p ledg ing  col lateral  securit ies and 
maintaining a t h i r d - p a r t y  custody arrangement w i th  an independent t rus tee .  

Also discussed ear l ier  were t h e  constra ints  these requirements may 
impose on t h e  y ie ld  and l i qu id i t y  objectives of t h e  ins t i tu t ions  themselves. 
Ins t i tu t ions  w ish ing  t o  conduct  business w i th  pub l ic  ent i t ies are  of ten fo rced 
t o  a l te r  t h e i r  investment pract ices o r  reserve character is t ics t o  accommodate 
t h e  secur i ty  requirements of pub l i c  funds .  Occasionally, these actions may 
no t  be  i n  accord w i th  t h e  pr io r i t ies  and objectives o f  t h e  ins t i tu t ion .  T h e  
p roduc t i ve  capacity o f  pub l ic  f unds  requ i r i ng  f u l l  deposit  collateralization may 
b e  diminished considerably f o r  depositories maintaining such funds .  A n y  
i ns t i t u t i on  t h a t  accepts a pub l ic  deposit  does so i n  o r d e r  t o  make a reasonable 
p ro f i t - - l ower  earn ings f o r  t h e  ins t i tu t ion  translates in to  lower earnings f o r  
t h e  depositor.  

T h e  purpose of t h i s  chapter  is t o  review t h e  var ious problems, 
concerns, and arguments o f  pub l ic  depositories i n  Hawaii and  t o  examine t h e  
important  regu la tory  and economic condit i tons which may have cont r ibu ted  t o  
t h e  d i f f i cu l t ies  experienced b y  these ins t i tu t ions .  Th i s  chapter  wi l l  also 
ou t l ine  t h e  proposals submitted b y  several depositories i n  t h e  in terest  o f  
p r o v i d i n g  t h e  local i n d u s t r y  w i t h  greater  f l ex ib i l i t y  i n  meeting t h e  State's 
requirements f o r  deposit collateralization. 

Col lateral izat ion and  Public Depositories i n  Hawaii 

Exh ib i t  3-6 displays t h e  heavy reliance t h e  Department of Budget and 
Finance typ ica l l y  maintains on Hawaii's commercial banks--as opposed t o  
Hawaii's savings and loan associations (S&Ls ) - - to  manage and  safeguard t h e  
deposits o f  t h e  State. Also ev ident  is the  heavy reliance placed on Hawaii's 
t w o  largest  commercial banks.  While t h e  allocation o f  State deposits among 
Hawaii 's var ious depositories is a funct ion and responsib i l i ty  o f  t h e  
department, an ins t i tu t ion 's  wi l l ingness t o  accept such deposits also influences 
t h e  d i s t r i bu t i on  o f  pub l ic  f unds  th roughout  t h e  f inancial  community of t h e  
State. Deposits a re  allocated among e igh t  local commercial banks and six S&L 
associations based on t h e i r  asset size, in terest  rates, and  t h e i r  ab i l i t y  t o  
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f u l l y  co l l a te ra l i ze  depos i t s .  D e s p i t e  t h e  passage o f  A c t  78, Session Laws o f  
Hawai i  1988, t h e  d e p a r t m e n t  has t h u s  f a r  n o t  e lec ted t o  exerc i se  i t s  a u t h o r i t y  
t o  i n v e s t  p u b l i c  f u n d s  o u t - o f - s t a t e .  ' 

C o n t i n g e n t  u p o n  f a c t o r s  s u c h  as t h e  s ize a n d  composi t ion o f  an  
i n s t i t u t i o n ' s  secondary  reserves ,  c e r t a i n  i n s t i t u t i o n s  may f i n d  it d i f f i c u l t  t o  
accept  depos i t s  o f  p u b l i c  f u n d s .  Local i n s t i t u t i o n s  have, o n  occasion, r e f u s e d  
o r  p laced  l im i ta t ions  o n  t h e  amount  o f  S ta te  a n d  c o u n t y  depos i t s  t h e y  w t r e  
w i l l i n g  t o  accept  d u e  t o  t h e i r  r e l u c t a n c e  o r  i n a b i l i t y  t o  co l la tera l ize  these  
depos i t s  t o  t h e  sa t i s fac t ion  o f  t h e  d e p o s i t o r . '  

Whi le it is  conce ivab le  t h a t  d e p o s i t  co l la tera l iza t ion has n e v e r  been a 
v e r y  p o p u l a r  method  o f  d e p o s i t  p r o t e c t i o n  f r o m  t h e  p e r s p e c t i v e  o f  t h e  
f i nanc ia l  i n d u s t r y ,  v a r i o u s  economic a n d  r e g u l a t o r y  f a c t o r s  d u r i n g  t h e  p a s t  
decade h a v e  made t h i s  mechanism an  e v e n  less a t t r a c t i v e  a i t e r n a t i v e  f o r  t h e  
i n d u s t r y  as a  whole .  I n  r e c e n t  years ,  Hawai i 's  p u b l i c  depos i to r ies  have  
r e p o r t e d  v a r i o u s  concerns  a n d  d i f f i c u l t i e s  i n  meet ing t h e  co l la tera l iza t ion 
requ i rements  o f  t h e  Sta te .  

A n  i m p o r t a n t  f a c t o r  i n  a n y  d e p o s i t o r y ' s  a b i l i t y  t o  s a t i s f y  t h e  
co l la tera l iza t ion requ i rements  o f  a  p u b l i c  depos i to r ,  in a  manner  w h i c h  wou ld  
also b e  c o n s i s t e n t  w i t h  t h e  i n t e r e s t s  o f  t h e  i n s t i t u t i o n ,  is  t h e  asset  s t r u c t u r e  
o r  r e s e r v e  capac i t y  o f  t h e  d e p o s i t o r y .  T o  con fo rm w i t h  app l i cab le  s ta te  a n d  
f e d e r a l  r e g u l a t o r y  minimum r e s e r v e  requ i rements ,  most i n s t i t u t i o n s  a r e  
r e q u i r e d  t o  ma in ta in  a  balance between t h e  amount o f  assets t h e y  h o l d  i n  
cash, t h e  s ize o r  m a g n i t u d e  o f  t h e i r  i i ab i i i t i es  i i . e . ,  t ime a n d  demand 
depos i t s ) ,  a n d  t h e  r e s e r v e  needs t h a t  a p p l y  t o  them.  Manag ing  t h e  asset 
pos i t i on  o f  an  i n s t i t u t i o n  impl ies n o t  o n l y  t h e  con t inua l  m o n i t o r i n g  o f  t h e  
i n s t i t u t i o n ' s  loans, depos i ts ,  a n d  r e s e r v e  balances, it also invo lves  t h e  
f o r e c a s t i n g  o f  cash needs t o  meet t h e  w i t h d r a w l  demands o f  t h e i r   depositor^.^ 
Since t h e  p r i m a r y  i n t e n t  o f  m a i n t a i n i n g  a  p o r t i o n  o f  a  b a n k ' s  assets i n  t h e  
f o r m  o f  l i q u i d  reserves  is  t o  p r e p a r e  f o r  t h e  p o s s i b i l i t y  t h a t  a  s i tua t ion  may 
a r i s e  w h e r e i n  t h e  b a n k  may b e  b e  f o r c e d  t o  c o n v e r t  these  assets i n t o  cash t o  
meet u n e x p e c t e d  cash d r a i n s  a n d  o t h e r  ob l iga t ions ,  t h e  secur i t i es  h e l d  i n  
t h e s e  r e s e r v e s  g e n e r a l l y  cons is t  o f  r e a d i l y  marketab le ,  s h o r t - t e r m ,  a n d  h i g h l y  
liquid i n s t r u m e n t s . "  Q u a l i t y  a n d  m a r k e t a b i l i t y  i n  a  s e c u r i t y  assures t h e  
b e a r e r  t h a t  t h e  i ssuers  w i l l  p a y  t h e m  o f f  a t  m a t u r i t y  a n d  t h a t  t h e  p o s s i b i l i t y  
o f  d e f a u l t  is  n o n e x i s t e n t  o r ,  a t  wors t ,  e x t r e m e l y  s l i g h t .  

T h e  g r o s s  income o f  a  commercial b a n k  is  de te rm ined  by t h e  per fo rmance  
o f  i t s  loans a n d  investments ,  t h e  fees a n d  charges  it imposes f o r  t h e  
per fo rmance  o f  serv ices,  a n d  t h e  s ize a n d  composi t ion o f  i t s  assets .  i n t e r e s t  
e a r n i n g s  on loans a n d  inves tments  o f  i n s t i t u t i o n s  na t ionw ide  have  been 
est imated t o  b e  n e a r l y  90 p e r c e n t  o f  a  b a n k ' s  income.' A s  n o t e d  ear l ie r ,  
however ,  t h e  r e t u r n  a  Sank rece ives o n  i t s  loans is  o f t e n  s i g n i f i c a n t l y  h i g h e r  
t h a n  t h e  r e t u r n  it rece ives o n  i t s  i n v e s t m e n t  secur i t i es .  A l t h o u g h  i n t e r e s t  o n  
secur i t i es  h i s t o r i c a l l y  has been t h e  second most i m p o r t a n t  source  o f  income f o r  
banks ,  e a r n i n g s  t h r o u g h  t h i s  s o u r c e  h a v e  dec l ined  as a  p e r c e n t a g e  o f  to ta l  
income i n  r e c e n t  y e a r s  as b a n k s  h a v e  o p t e d  t o  change  t h e i r  asset balances i n  
an  e f f o r t  t o  a t t a i n  h i g h e r  e a r n i n g s .  

Hawai i  b a n k e r s  r e p o r t  t h a t  i n  t h e  1970s, t h e  t y p i c a l  p r a c t i c e  f o r  local 
b a n k s  was t o  h o l d  20 t o  30 p e r c e n t  o f  t h e i r  to ta l  assets i n  t h e  f o r m  o f  
i nves tment  s e c u r i t i e s . '  In c o n t r a s t ,  t h e  Sta te 's  S & L  i n d u s t r y ,  whose p r i m a r y  
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focus is on t h e  single-family resident ial  mortgage market, held only  10 
percent  of t h e i r  assets i n  securi t ies, f i x e d  assets, and o ther  assets i n  1978.' 
Tradi t ional ly ,  SGLs have accepted shor t - te rm deposits and have or iginated, 
serviced, and held long- term mortgages. An SGL's income is based pr imar i l y  
on  f inancing mortgages a t  rates which exceed t h e i r  cost o f  f ~ n d s . ~  

T h e  typ ica l  pract ice among Hawaii banks i n  t h e  p a s t  was t o  maintain a 
loan t o  asset ra t io  o f  not  more than 70 percent,  whi le mortgage loans 
represented near ly  90 percent  o f  t h e  assets on t h e  books o f  local S & L s . l 0  
Given the  asset mix and capacity of t h e  local bank ing  i n d u s t r y  i n  t h e  1970s, 
most banks possessed an adequate reserve of securi t ies which could be  
p ledged as collateral f o r  pub l ic  deposits. Under  these circumstances, 
collateral p ledg ing  was simply a matter o f  segregat ing t h e  requis i te  amount o f  
securi t ies on hand and p ledg ing  these securi t ies t o  t h e  depositor.  " With 
excess collateral t he re  was no immediate change in t h e  volume of securit ies, 
on ly  an allocation. The  bank 's  loan t o  deposit  rat io  was there fore  decreased 
w i t h  t h e  acceptance o f  a pub l ic  deposit, t he reby  increasing the  bank's 
capacity t o  make addit ional loans. 

Exh ib i t  4-1 prof i les t h e  wide range o f  investment assets held b y  Hawaii's 
s tate-char tered banks. ' '  T h e  reserve capacity and asset posit ions of each 
ins t i tu t ion  may p rov ide  an i ns igh t  in to  t h e  ex ten t  t o  which any g iven 
deposi tory may be  w i l l ing  o r  capable of p ledg ing  i t s  securi t ies i n  the  amounts 
necessary t o  collateralize t h e  deposits of t h e  deposi tor .  While it i s  f a i r l y  
obvious tha t  loans represent  t h e  major use of assets among all s tate-char tered 
banks, t h e  quan t i t y  and va r ie t y  of t h e  securi t ies on reserve w i th  each 
ins t i tu t ion  d i f f e rs  s igni f icant ly .  For  example, whi le t h e  investment por t fo l io  
o f  Hawaii's largest  bank ing  inst i tu t ion,  Bank o f  Hawaii, was heavi ly 
concentrated i n  Uni ted States Treasury  obligations, t h e  investment 
preferences o f  Hawaii's second largest  bank,  F i r s t  Hawaiian Bank, were 
somewhat more d ivers i f ied- -hav ing  greater  emphasis on municipal obligations 
and "other"  securi tes. 

Whereas i n  t h e  past, t h e  incoming volume o f  pub l ic  deposits requ i r i ng  
collateraiization was re lat ive ly  manageable f o r  most banks, t h e  increased level 
o f  State deposits i n  recent  years has imposed st ra ins on several depositories' 
ab i l i t y  t o  collateralize these deposits t h r o u g h  t h e i r  ex i s t i ng  reserves. Hawaii 
bankers repor ted i n  1984 t h a t  d u r i n g  t h e  two a n d  one-half  year  per iod 
beg inn ing  i n  1981 and ending i n  mid-1983, pub l ic  deposits increased at a rate 
o f  36 percent  whi le p r i v a t e  sector deposits g rew a t  a rate o f  27 percent."  
Obviously,  f o r  ins t i tu t ions  accept ing greater  shares o f  pub l ic  funds,  la rger  
pledges of securi t ies were requ i red  t o  collateralize t h e  growing balances of 
t h e  depositor.  

Given t h e  advantages o f  loaning over  inves t ing  i n  securit ies, and faced 
w i t h  an expanding market f o r  loans in  Hawaii, local banks found l i t t le  reason 
t o  maintain large por t ions of t h e i r  assets i n  t h e  form o f  investment securi t ies. 
Hawaii banks began reduc ing  t h e  percentage o f  to ta l  assets allocated t o  
investment securi t ies and concur ren t ly  began expanding t h e i r  lending 
act iv i t ies.  " As a result ,  securi t ies on reserve which would otherwise have 
been el igible as collateral f o r  p ledg ing  against a pub l ic  deposit  began t o  
decline. Thus, Hawaii bankers repor ted  tha t  most banks soon reached a 
posit ion where each new deposit  o f  pub l ic  funds  no longer resul ted i n  
available funds  f o r  loans. Th i s  si tuat ion occur red  as t h e  deposit  o f  eve ry  
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$100 i n  pub l ic  f unds  meant t h e  purchase of $110 i n  new collateral, because o f  
t h e  lack o f  "excess" securi t ies available f o r  p ledging.  l5 

A n  event which compounded t h e  impact o f  t h e  g rowth  o f  publ ic  deposits 
and t h e  r e s t r u c t u r i n g  of bank  balance sheets i n  Hawaii, was the  change i n  
t h e  Federal Reserve System's (Fed) economic pol icy in  1979 f rom one which 
focused on stabi l iz ing in terest  rates t o  one which focused on t h e  contro l  o f  
t h e  money supp ly .  Faced w i t h  t h e  slumping dol lar  and h igh  level inf lat ion i n  
t h e  l a t t e r  per iod  of t h e  1970s, the  Fed undertook an unprecedented approach 
toward  regain ing s tab i l i t y  i n  the  nat ion's economy." T h e  basic premise o f  
t h e  Fed i n  1979 was tha t  in f la t ion would not  pers is t  w i thout  cont inued and  
excessive monetary g rowth  and tha t  appropr ia te ly  rest ra ined growth  of money 
and  c red i t  over  t h e  long r u n  would b e  c r i t i ca l  t o  achieving t h e  ul t imate 
object ive o f  reasonably stable pr ices and sustainable economic growth .  T h e  
key  t o  stemming t h e  in f la t ionary  t i de  o f  t h e  1970s was t o  a l ter  the  economy's 
percept ion regard ing  t h e  monetary policies of t h e  Fed, par t i cu la r ly  w i t h  
respect t o  t h e  level and s tab i l i t y  of in te res t  rates. I n  October o f  1979, t h e  
Federal Open Market  Committee decided t o  t r y  t o  d isc ip l ine money growth  f rom 
t h e  supp ly  side by d i rec t l y  contro l l ing reserves ra ther  than f rom t h e  demand 
side b y  cont ro i l ing  t h e  federal f unds  ra te .17  I n  th i s  way, at tent ion was 
d i ve r ted  toward  monetary growth  and away f rom t h e  Fed's inf luence on r i s i ng  
in te res t  rates. Th i s  was a d ras t ic  depar tu re  f rom the  Fed's former 
phi losophy where t h e  p r imary  focus was d i rec ted  toward t h e  federal f unds  
ra te  and a pol i t ical  alarm was set o f f  each time interest  rates inched upward  
even b y  as l i t t l e  as one-eighth o f  a percentage po in t .  T h e  key  element i n  
t h e  plan was t h a t  sharp  increases i n  in te res t  rates wouid eventuai iy dampen 
consumer speculation and business bor rowing i n  t h e  Uni ted S ta tes . l s  While 
t h e  Fed's actions successful ly contained in f la t ion and helped t o  s t rengthen t h e  
U.S.  dollar, in te res t  rate vo la t i l i t y  increased dramatical ly.  '' Exh ib i t  4-2 
d isp lays t h e  degree o f  vo la t i l i t y  among several important  economic indicators 
fol lowing 1979. 

Pr io r  t o  1979, t h e  pract ice among most Hawaii banks was t o  place t h e i r  
assets i n  long- term securi t ies a t  y ields h igher  than t h e  rate paid t o  t h e  
pub l ic  depositor.  Typ ica l l y ,  banks invested i n  securi t ies of f i v e  t o  f i f teen 
years matur i ty ,  even though t h e  under l y ing  pub l ic  deposits matured a t  
average in tervals  of 90 days."  Th is  s t ra tegy  was not par t i cu la r ly  r i sky ,  i n  
t h a t  t h e  Federal Reserve System was committed t o  a pol icy of cont ro l l ing  
in te res t  rates and in te rvened t o  contro l  rap id  sh i f ts  i n  market ra tes .21  With 
t h e  pol icy change o f  1979, however, local bankers repor ted ly  began losing 
money in  large amounts.22 Th is  occur red  because o lder  securi t ies were 
y ie ld ing  between f o u r  t o  seven percent  less than t h e  rate paid t o  t h e  
depositor.  Understandably,  the  negat ive margin was f u r t h e r  aggravated by 
t h e  increased f low o f  incoming pub l ic  deposits.  

The  immediate response o f  t h e  bank ing  i n d u s t r y  was t o  lower t h e  
in te res t  rates paid on  pub l ic  deposits and t o  reduce t h e  maturi t ies of 
securi t ies p ledged on such deposits." T o  cont inue t o  purchase longer- term 
securi t ies would have exposed banks t o  cont inued r i sks  due t o  in terest  
vo la t i l i t y .  T h e  p r u d e n t  a l ternat ive was t o  purchase collateral securi t ies which 
had maturi t ies similar t o  t h a t  of each new time cer t i f icate purchased in t h e  
name o f  t h e  pub l i c  d e p ~ s i t o r . ' ~  I f  a s ix-month deposit  was accepted b y  a 
bank,  t h e  general course o f  action was t o  purchase a s ix-month secur i ty  as 
col lateral .  While t h e  r i s k  of exposure t o  in te res t  vo la t i l i t y  was reduced 
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INTEREST RATES AND BOND YIELDS 

S o u r c e :  Board of G o v e r n o r s  of  t h e  Fede ra l  R e s e r v e .  

somewhat, t h e  p r o f i t a b i l i t y  o f  m a i n t a i n i n g  p u b l i c  depos i t s  u n d e r  s u c h  t e r m s  
was also r e d u c e d .  P r e d i c t a b l y ,  t h e  e a r n i n g s  of t h e  p u b l i c  d e p o s i t o r  w e r e  also 
r e d u c e d .  

I n  1985, B a n k  o f  Hawai i ,  t h e  S ta te ' s  l a r g e s t  d e p o s i t o r y  c la imed t h a t  d u e  
t o  t h e  Sta te 's  r e q u i r e m e n t s  f o r  p u b l i c  depos i t  co l ia tera l iza t ion,  a s i t u a t i o n  h a d  
e v o l v e d  i n  t h e  local economy w h e r e i n : "  

(1)  T h e  commun i t y  g e t s  no d i r e c t  b e n e f i t  f r o m  t h e  local  d e p o s i t  o f  
p u b l i c  moneys.  

(2) T h e  y i e l d  o n  p u b l i c  depos i t s  has been be low t h a t  rea l izab le  o n  
unco l la te ra l i zed  depos i t s .  

(31 T h e  r i s k  t o  local b a n k s ,  w h i l e  reduced ,  is  s t i l l  s i g n i f i c a n t .  

Whi le t h e  costs  assoc ia ted w i t h  d e p o s i t  co l l a te ra l i za t ion  a r e  aspects  o f  t h e  
p u b l i c  f u n d s  m a r k e t  t h a t  i n s t i t u t i o n s  t h r o u g h o u t  t h e  na t ion  o f t e n  f i n d  
prob lemat ic ,  most  local depos i to r ies  acknow ledge  t h e  impor tance  o f  m a i n t a i n i n g  
a n  e f f e c t i v e  p u b l i c  d e p o s i t  p r o t e c t i o n  p r o g r a m  in Hawai i .  A l t h o u g h  e f f o r t s  
h a v e  been made i n  t h e  p a s t  t o  a l t e r  t h e  Sta te 's  s t a t u t o r y  r e q u i r e m e n t s  f o r  
d e p o s i t  co l ia tera l iza t ion,  t h e  c u r r e n t  e f f o r t  on t h e  p a r t  o f  t h e  i n d u s t r y  is  t o  
w o r k  w i t h i n  w h a t  i s  a l r e a d y  a l lowed u n d e r  t h e  law a n d  t o  dea l  a d m i n i s t r a t i v e l y  
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w i t h  t h e  Depar tment  o f  B u d g e t  a n d  F inance t o  deve lop  a so lu t ion  t o  t h e i r  
c o n c e r n s .  

A l t e r n a t i v e s  a n d  Proposals  for D e p o s i t  Co l la te ra l i za t ion  

T o  p r o p e r l y  ascer ta in  t h e  v iews a n d  concerns  o f  local depos i to r ies  i n  
r e g a r d  t o  t h e  State 's co l la tera l iza t ion requ i rements ,  sugges t ions  w e r e  so l ic i ted 
f r o m  severa l  i n s t i t u t i o n s  accep t ing  depos i t s  o f  t h e  Sta te .  T h e  a l te rna t i ves  
a n d  p roposa ls  p r e s e n t e d  i n  t h i s  sect ion w e r e  s u b m i t t e d  by depos i to r ies  i n  an  
e f f o r t  t o  e x p a n d  t h e i r  op t ions  i n  mee t ing  t h e  S ta te ' s  r e q u i r e m e n t s  f o r  depos i t  
co l l a te ra l i za t ion .  A c c o r d i n g  t o  local depos i to r ies ,  t h e  h i g h e r  e a r n i n g  power  o f  
t h e  secur i t i es  a n d  assets t o  b e  r e v i e w e d  i n  t h e  f o l l o w i n g  sect ion w o u l d  
compensate depos i to r ies  f o r  t h e  r i s k s  a n d  p o o r  y i e l d  sp reads  o f t e n  associated 
w i t h  t h e  use  o f  g o v e r n m e n t  secur i t i es  as co l la tera l .  A s  a r e s u l t ,  depos i to r ies  
contend,  t h e  p r o d u c t i v i t y  o f  p u b l i c  depos i ts  i n  t h e  communi ty  a n d  t h e  
economy w o u l d  b e  increased, a n d  t h e  S ta te  w o u l d  rea l ize  an  i m p r o v e d  r e t u r n  
on i t s  depos i t s .  

Whi le a n y  e f f o r t  a t  r e d u c i n g  o r  remov ing  t h e  Sta te 's  s t a t u t o r y  
requ i rements  f o r  depos i t  co l la tera l iza t ion w o u l d  r e q u i r e  t h e  invo lvement  a n d  
a p p r o v a l  o f  t h e  Leg is la tu re ,  t h e  a l te rna t i ves  s u b m i t t e d  t o  t h i s  s t u d y  f o r  
cons ide ra t ion  p r o p o s e  n o  act ions o f  t h a t  n a t u r e .  Ins tead ,  t h e  a l t e r n a t i v e s  
s u b m i t t e d  f o r  r e v i e w  w o u l d  more  t h a n  l i k e l y  q u a l i f y  u n d e r  an e x i s t i n g  
p r o v i s i o n  o f  t h e  law. A s  n o t e d  e a r l i e r  i n  t h i s  r e p o r t ,  sect ion 38-3(9), Hawai i  
Rev ised  Sta tu tes,  p r o v i d e s  t h e  d e p a r t m e n t  w i t h  t h e  a u t h o r i t y  t o  accept  o t h e r  
assets on t h e  books o f  a d e p o s i t o r y  w h i c h  a r e  e l i g ib le  t o  s e c u r e  advances 
f r o m  a federa l  r e s e r v e  b a n k  u n d e r  t h e  regu la t ions  o f  t h e  Federa l  Reserve  
B o a r d  as co l la tera l  f o r  Sta te  depos i t s .  G iven  t h e  f l e x i b i l i t y  o f  t h e  Federa l  
Reserve  System i n  accep t ing  a b r o a d  a r r a y  o f  secur i t i es  o r  assets f o r  loans t o  
commercial banks ,  t h e  class o f  secur i t i es  a n d  assets p r e s e n t e d  i n  t h i s  sect ion 
w o u l d  most p r o b a b l y  f a l l  w i t h i n  t h e  scope of  sect ion 38-3(9), Hawai i  Rev ised  
S ta tu tes .  

T h e  classes o f  secur i t i es  a n d  assets submi t ted  by local depos i to r ies  f o r  
cons ide ra t ion  inc lude :  

( 1  ) Asse t -backed  secur i t ies ,  i n c l u d i n g ,  C e r t i f i c a t e s  f o r  Automobi le  
Receivables (CARS)  a n d  C r e d i t  C a r d  Asse t  B a c k e d  Secur i t i es  
(CARDS) ;  

(2 )  Mor tgage-backed  secur i t i es ,  i n c l u d i n g ,  Real Es ta te  M o r t g a g e  
Inves tment  C o n d u i t  P a s s - T h r o u g h  C e r t i f i c a t e s  (REMICs)  a n d  
F loa t ing  Rate Col la tera l ized Mor tgage  Ob l iga t ions  (CMOS);  a n d  

3 A proposed  depos i t  p r o t e c t i o n  p r o g r a m  based o n  t h e  p l e d g ~ n g  o f  a 
d e p o s i t o r y ' s  commercial loans as co l la tera l  a g a i n s t  t h e  depos i t s  o f  
t h e  Sta te .  



COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS 

(1) Asset-backed Securi t ies as Col lateral  f o r  State Deposits 

Cert i f icates f o r  Automobile Receivables (CARS) 

Asset-backed securi t ies en tered t h e  investment securi t ies market t h ree  
years ago w i th  t h e  in t roduc t ion  o f  CARS. T h e  f i r s t  o f f e r i n g  o f  CARS i n  1985 
sparked an immediate t r e n d  i n  t h e  securi t ies i n d u s t r y  toward back ing  
securi t ies w i th  a broad range o f  consumer and commercial loans o r  
 receivable^.^^ While CARS securi t ies s t i l l  dominate t h e  asset-backed 
securi t ies market,  1987 marked t h e  f i r s t  pub l ic  o f fe r ings  o f  c red i t  ca rd  asset- 
backed securi t ies (CARDS) and o ther  securi t ies backed by heavy-duty  t r u c k  
loans, automobile leases, a i rp lane leases, " j unk "  bonds, and consumer 
loans. '' Republic Bank, Delaware o f fe red  t h e  f i r s t  c red i t  card-backed 
f inanc ing  i n  January  1987. Volvo b r o u g h t  automobile leases t o  t h e  p r i v a t e  
market  in  1987, whi le Volkswagen issued t h e  f i r s t  pub l ic  auto lease securi t ies 
i n  October of t h e  same year . "  Imperial Savings Bank o f  Cal i fornia b roke  
new g r o u n d  i n  September 1987 w i t h  t h e  issuance o f  securi t ies collateralized by 
j u n k  bonds, and  Household Finance Company o f fe red  t h e  f i r s t  issue 
collateralized b y  pools o f  unsecured closed-end consumer loans i n  November o f  
t h e  same year . "  

T h e  capital markets, cont inual ly  devis ing new products,  began t o  note 
t h a t  receivables, inc lud ing  mortgages, have both  market  value and bor rowing 
value. Thus  receivable-backed securi t ies could be  s t r u c t u r e d  on t h e  basis o f  
t h e  bo r row ing  value o f  ident i f ied  mortgages o r  o the r  receivables determined, 
i n  pr inc ip le,  w i thout  rega rd  t o  t h e  credi tworth iness o f  t h e  borrowers, and 
could be rated w i th  t h e  nat ional ly recognized ra t i ng  agencies' s tandard 
corporate debt  ra t i ng  def in i t ions."  Many b i l l ions o f  dol lars wor th  o f  
receivables ou ts tand ing- -such as corporate and consumer loans and c red i t  
ca rd  b i l l i ngs - - ca r ry  rates much h ighe r  than preva i l ing  market  in terest  rates, 
making them a v e r y  pro f i tab le  commodity t o  package and sell." 
Securi t izat ion prov ides  l i qu id i t y  o r  t h e  ab i l i t y  t o  conver t  i l l i qu id  assets in to  
cash more easily. Asset-backed securi t ies are  pa r t i cu la r l y  a t t rac t ive  t o  
issuers because they  take  the  loans o f f  o f  t h e i r  books, saving them the  cost 
o f  capital  necessary t o  suppor t  t h e  loans." B y  secur i t i z ing  assets and 
re lending t h e  proceeds i n  h i g h  qua l i t y  loans, ins t i tu t ions  can improve asset 
qua l i t y  whi le ef fect ive ly  managing in terest  ra te  r i s k  and d i ve rs i f y i ng  t h e  use 
o f  f u n d i n g  markets. The  t ransference o f  in te res t  ra te  r i s k  f rom t h e  
or ig ina tor  t o  t h e  investor  is a key  mot ivat ing fac tor  behind securit ization, 
pa r t i cu la r l y  i n  mortgage f inanc ing .  Few t h r i f t s  would s t i l l  o f f e r  30-year 
f i xed - ra te  mortgages i f  t hey  could not  sell them t h r o u g h  securi t izat ion. 
In te res t  ra te  r i s k  is fully passed on i n  most sales  transaction^.^' 

Securi t izat ion enables f i rms t o  achieve t h e  benef i ts o f  lower f inancing 
costs. Investors are w i l l ing  t o  pay  more f o r  securi t ies than they  are  f o r  t h e  
assets themselves and are  w i l l ing  t o  requ i re  less o f  a y ie ld  when they  are 
col lateral ized b y  pooled assets o r  receivables." Securi t izat ion also reduces 
t h e  exposure of f i rms t o  in te res t  ra te  r i s k .  T h e  assets held b y  t h e  f i rms can 
b e  sold more easily and exposure t o  increases i n  in te res t  rates which revalue 
t h e  assets can be  reduced i f  t hey  are  s e c u r i t i ~ e d . ~ ~  Cred i t  r i s k  can be  
diminished t h r o u g h  securi t izat ion where assets a re  sold t o  reduce a f i rm 's  
tota l  c red i t  exposure t o  another f i r m  which is able t o  under take greater  c red i t  
r i sks .  Thus,  t h e  r i sks  associated w i th  typ ica l  balance sheet lending can be  
decreased.. '' 
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A par t i cu la r  segment of t h e  nation's economy where asset-backed 
securi t izat ion may p rov ide  d i rec t  assistance is t h e  automobile i n d u s t r y .  I n  
t h e  past  decade, t h e  nat ion's auto i n d u s t r y  has come under  increasing 
pressure  f rom fore ign  competi t ion. While f inancial  techniques cannot d i rec t l y  
improve t h e  qua l i t y  o f  t h e i r  products,  it can p rov ide  an addit ional source o f  
f u n d i n g  f o r  t h e  auto i n d u s t r y  a t  a lower cost and  on t h e  most f lex ib le  terms. 
Low-cost automobile f inanc ing  has p roved  t o  b e  one method f o r  automobile 
companies t o  p reserve  t h e i r  market  share against fo re ign  competit ion." 

For  investment banks, t h e  p i c t u r e  is even b r i g h t e r .  A t  present ,  about 
50 percent  o f  al l  deb t  raised i n  t h e  national economy is done though 
securi t ies; if t h a t  f i g u r e  is raised t o  80 percent  ove r  t h e  nex t  decade, t h e  
p r o f i t  potent ial  f o r  t h e  investment banks leading t h e  securi t izat ion process 
( F i r s t  Boston, Salomon Brothers,  Goldman Sachs, Mer r i l l  Lynch and Drexel  
Burnham and Lambert, l n c . )  is enormous. Th is  i s  pa r t i cu la r l y  t r u e  since t h e  
new instruments, t o  date, appear t o  have l a rge r  p r o f i t  margins f o r  
underwr i t i ng  and t r a d i n g  than do conventional s e ~ u r i t i e s . ' ~  

Most CARS issues are  backed b y  loans made t o  ind iv iduals t o  f inance 
purchases of new automobiles and l i gh t  t r u c k s .  Automobile loans are  
character ist ical ly sel f-amort iz ing w i t h  monthly payments a t  f i x e d  rates of 
in te res t  w i th  two t o  f i v e  year  matur i t ies. Loans on automobile purchases 
const i tu te t h e  major component of consumer instal lment c red i t .  As o f  
September 30, 1986, auto loans--at $237 bi l l ion--accounted f o r  40 percent  o f  
t h e  $585 b i l l ion o f  consumer installment debt . "  

Typical ly ,  t h e  securi t izat ion process is s t r u c t u r e d  as fol lows. The  bank 
extends c red i t  t o  customers i n  t h e  form of loans i e ,  automobile, c red i t  ca rd  
loans, e tc . ) .  T h e  bank segregates t h e  loans in to  a subsid iary o r  separate 
t r u s t  t o  get  them o f f  of i t s  books. Al ternat ive ly ,  t h e  bank may sell the  loans 
t o  a packager who wi l l  convey them t o  a separate t rus t - -usua l l y  a g ran to r  
t r u s t .  Proceeds f rom t h e  loan "sales" go t o  t h e  or ig ina tor .  The  face value 
o f  t h e  loans i n  t h e  pool is determined and documents ev idencing t h e  loans are  
placed i n  t h e  custody of t h e  t r u s t .  The  loans removed f rom t h e  books o f  t h e  
or ig ina tor  become assets o f  t h e  t r u s t  which the reby  becomes t h e  legal vehicle 
upon which t h e  securi t izat ion process is s t ruc tu red .  I n  accordance w i th  t h e  
terms of t h e  indenture  agreement govern ing  t h e  t r u s t ,  t h e  t rus tee  is 
obl igated t o  act in t h e  best in te res t  of t h e  secur i ty  holders. T h e  packager, 
i n  conjunct ion w i t h  an underwr i te r ,  s t ruc tures  t h e  secur i ty  i n  terms o f  
matur i ty ,  coupon rate, payment schedules, and so on." 

The  underwr i t e r  then d is t r ibu tes  o r  sells t h e  securi t ies t o  investors and 
advises the  packager on  t h e  securi t izat ion terms and t h e  terms of t h e  t r u s t  
indenture .  Investors receive documentation g i v i n g  them pro- ra ta  ownership 
r i gh ts  t o  loans i n  t h e  pool. inves tors  receive payments f rom t h e  cash f low 
generated by t h e  under l y ing   asset^.^' 

Securi t ized bank loans usual ly  requ i re  some form of c red i t  enhancement 
t o  make them a t t rac t ive  t o  investors.  Overcollateralization is a common c red i t  
enhancement s t ra tegy  i n  mortgage-backed securi t ies sales. The  major i ty  o f  
asset securi t izat ion programs invo lv ing  consumer and commercial loans 
prov ides  some t y p e  o f  a l imited guarantee b y  t h e  sel l ing bank o r  b y  a t h i r d  
p a r t y  i n  o r d e r  t o  insulate t h e  investors from losses on the  assets sold. 
Rat ing services requ i re  c red i t  enhancement--usually i n  t h e  form o f  an 
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acceptable " le t te r  o f  c red i t " - - f o r  a h igher  ra t i ng  on  most non-real  estate 
deals. Let ters o f  c red i t  (LOCI  are  t h e  most common t y p e  of c red i t  suppor t  
f o r  CARS and CARDS. Some asset-backed securi t ies have LOCs tha t  p rov ide  
coverage u p  t o  a f i x e d  percentage of t h e  pool balance; t h a t  is, t h e  LOC 
amount decreases as t h e  pool pays down. For o the r  issues t h e  LOC coverage 
equals a f i x e d  percentage o f  the  or ig inal  p r inc ipa l  amount. I n  these cases, 
t h e  percentage loss coverage increases as pr inc ipa l  is r e t i r e d .  The  amount o f  
c red i t  suppor t  general ly  prov ides coverage f i v e  o r  more times t h e  histor ical  
"wors t  case" loss experience o f  t h e  lender 's por t fo l io . "  

Securi t ies collateralized b y  automobile receivables c u r r e n t l y  dominate t h e  
expanding asset-backed securi t ies market .  Since t h e  f i r s t  sale of $23 mil l ion 
of CARS securi t ies b y  Marine Midland Bank t o  Salomon Brothers,  i n c . - - w h i c h  
resold them t o  inst i tu t ional  inves tors - - in  February  1985, t h e  asset-backed 
securi t ies market  has grown substant ia l ly . "  A l though subsequent CARS 
o f fe r ings  may be  s t ruc tu red  d i f fe ren t ly ,  t h e  in i t ia l  issuance o f  CARS b y  
Marine Midland represented ownership o f  a pool o f  car  loans collected b y  
Marine Midland, wh ich  cont inued t o  service t h e  loans. Cash flows f rom t h e  
loans were awarded t o  t h e  investors.  Marine Midland collected a serv ic ing fee 
and  Salomon Bro thers  der ived i t s  p ro f i t s  f rom t h e  d i f fe rence between t h e  
purchase and t h e  sale p r i ce  o f  t h e  cer t i f icates." '  

As o f  October 1986, more than  17 CARS issues to ta l l ing  $9.1 b i l l ion had 
been o f fe red  pub l i c l y .  The  predominant issuers o f  most CARS securi t ies have 
been t h e  automobile companies' capt ive f inance subsidiar ies, b u t  t h e  potent ial  
ex is ts  f o r  issues o f  s igni f icant  size to be  made b y  coininercial banks and 
t h r i f t s .  T h e  General Motors Acceptance Corporat ion (GMAC) has been b y  f a r  
t h e  largest  issuer, d i rec t l y  o r  i nd i rec t l y  accounting f o r  near ly  90 percent  o f  
CARS issued b y  t h e  end o f  1986. Other  recent  issuers inc lude t h e  Nissan 
Motors Acceptance Corporat ion and t h e  Chrys le r  Financial Corporat ion." 

General ly,  CARS have month ly  o r  q u a r t e r l y  payment schedules and 
stated f ina l  matur i t ies o f  t h ree  t o  f i v e  years.  Most CARS have been 
s t r u c t u r e d  e i ther  as g ran to r  t r u s t  "pass- throughs",  "pay - th rough"  notes o r  
" f ixed-payment"  securi t ies." CARS w i th  a pass- th rough format represent  
ownership in terests i n  a f i x e d  pool of receivables. CARS pass- through 
securi t ies are  s t r u c t u r e d  a f te r  t h e  mortgage pass- th rough formats of FNMA 
and GNMA. I n  t h i s  t y p e  o f  transact ion, auto receivables are  sold t o  a 
g ran to r  t r u s t ,  which sells pass- th rough cer t i f icates represent ing  und iv ided 
in terests i n  auto loan assets. T o  date, t h e  g r a n t o r - t r u s t  format has been t h e  
most common format f o r  secur i t i z ing  auto loans." 

CARS s t ruc tu red  as pay - th rough  notes are  deb t  inst ruments supported 
by cash flows f rom t h e  under l y ing  assets. Pay- th rough CARS--analogous t o  
those cash f low bonds o r  CMOS of  t h e  mortgage securi t ies market - -a re  t h e  
latest development i n  t h e  CARS market .  In general, pay - th rough  CARS are 
backed b y  cash f lows ra the r  than t h e  p a r  o r  market  value o f  t h e  collateral. 
T h e  pr inc ipa l  amount of CARS issued is determined so t h a t  t h e  deb t  service 
can be  suppor ted  b y  scheduled pr inc ipa l  and in te res t  payments on t h e  loans. 
For  t h i s  issue, a specif ied por t ion  o f  t h e  cash received is allocated f i r s t  t o  
p a y  in te res t  on t h e  obl igat ions and then t o  r e t i r e  p r i n ~ i p a l . " ~  

CARS also inc lude securi t ies w i th  " f ixed-payment"  schedules--these 
inst ruments resemble corporate bonds w i th  sinking funds  because t h e i r  cash 
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f lows d o  not d e p e n d  o n  p repayments .  I n  genera l ,  these  issues a r e  based o n  
s t r u c t u r e s  assuming no p repayments .  A g u a r a n t e e d  i n v e s t m e n t  c o n t r a c t  i s  
u s e d  t o  e n s u r e  t h a t  t h e  f i x e d  d e b t  s e r v i c e  schedu le  can b e  ma in ta ined  
regard less  o f  p repayments .  F ixed-payment  CARS a r e  more a t t r a c t i v e  t o  
i n v e s t o r s  t h a n  issues w i t h  u n c e r t a i n  p r e p a y m e n t  ra tes .  F i x e d  payment  C A R S  
c o n f i g u r a t i o n s  accoun t  for  almost as l a r g e  a p e r c e n t a g e  o f  t h e  m a r k e t  as t h e  
g r a n t o r  t r u s t  p a s s - t h r ~ u g h . ' ~  

CARS a r e  c u r r e n t l y  t h e  mainstay of t h e  asse t -backed  secur i t i es  m a r k e t .  
While t h e  CARS m a r k e t  is  j u d g e d  t o  b e  " reasonab ly  liquid", it is  p r e d i c t e d  
t h a t  it w i l l  become e v e n  more so t h r o u g h  add i t i ona l  issuance a n d  w i t h  t h e  
emergence o f  l a r g e  i ssuers  o t h e r  t h a n  GMAC a n d  C h r y s l e r  F inanc ia l .  T h u s  
f a r ,  CARS h a v e  o f f e r e d  a t t r a c t i v e  y i e l d  sp reads  r e l a t i v e  to  c o r p o r a t e  b o n d  
a l t e r n a t i ~ e s . ~ '  T h e  cash f lows of CARS secur i t i es  a r e  r e p o r t e d l y  much  m o r e  
s tab le  t h a n  t h o s e  o f  CMOS o r  o t h e r  mor tgage-backed  secur i t i es .  U n l i k e  
mortgages, t h e  p r e p a y m e n t  ra tes  o n  a u t o  loans v a r y  l i t t l e  w i t h  i n t e r e s t  ra tes  
a n d  p l a y  a less i m p o r t a n t  r o l e  i n  t h e  v a l u e  o f  a CARS s e c u r i t y .  A c c o r d i n g  t o  
F i r s t  Boston Corpora t ion ,  t h e  d i f f e r e n c e  i s  t h a t  b o r r o w e r s  seldom p r e - p a y  
a u t o  loans when  i n t e r e s t  ra tes  d r o p . 5 1  T h a t  g i v e s  CARS a much  more  
r e g u l a r  cash f l o w  t h a n  mor tgage-backed  secur i t i es  s u c h  as CitlOs. 

* C r e d i t  C a r d  A s s e t - B a c k e d  Secur i t i es  (CARDS)  

CARDS, an  a c r o n y m  r e p r e s e n t i n g  "ce r t i f i ca tes  for amor t i z ing  r e v o l v i n g  
deb ts " ,  r e p r e s e n t  p a r t i c i p a t i o n s  in a f i x e d  pool  o f  c r e d i t  c a r d  accounts .  
While t h e  s t r u c t u r e  o f  CARDS was model led i n  t h e  t r a d i t i o n  o f  i t s  
predecessors ,  c r e d i t  c a r d  receivables d i f f e r  s i g n i f i c a n t l y  f r o m  t h e  f i x e d -  
i ns ta l lmen t  d e b t  f o u n d  i n  o t h e r  asse t -backed  secur i t i es .  Because o f  t h e  
r e v o l v i n g  n a t u r e  o f  t h e  assets, CARDS p a y  i n t e r e s t  only f o r  a spec i f ied 
per iod ,  t y p i c a l l y  18 m o n t h s . 5 2  T h e  CARDS ba lance remains c o n s t a n t  d u r i n g  
t h i s  pe r iod ,  w h i l e  a n y  c a r d h o l d e r  repayments  o r  new b o r r o w i n g s  f l o w  to  t h e  
i ssuer ' s  p a r t i c i p a t i o n .  Once t h e  p r i n c i p a l  amor t iza t ion phase begins,  t h e  
balance dec l ines w i t h  paydowns  on t h e  u n d e r l y i n g  p ~ r t f o l i o . ~ ~  

From t h e  t ime  o f  t h e i r  es tab l ishment  i n  t h e  1950s, c r e d i t  c a r d s  h a v e  
become a major consumer  payment  mechanism as wel l  as a major f o r m  of 
consumer  b o r r o w i n g .  C r e d i t  c a r d s  now accoun t  f o r  an est imated 61.9 p e r c e n t  
o f  a l l  re ta i l  s t o r e  pu rchases  a n d  23.4 p e r c e n t  o f  non-mor tgage  consumer  
d e b t .  5 '  

In s p i t e  of t h e  enormous s ize o f  t h e  c r e d i t  c a r d  asset base, t h e  
deve lopment  of CARDS has been c o n s t r a i n e d  by t h e  g r e a t  comp lex i t y  o f  c r e d i t  
c a r d  rece ivab les - - re la t i ve  t o  automobi le loans- -and  because e v e n  a so ld  
p o r t f o l i o  o f  c r e d i t  c a r d  rece ivab les is  a f f e c t e d  by t h e  c o n d i t i o n  o f  t h e  i s s u e r  
a n d  t h e  i n d u s t r y .  C r e d i t  c a r d  loans a r e  much  more complex t o  secur i t i ze  
when  compared t o  a mor tgage-backed  s e c u r i t y ,  but b a n k  I ssuers  have  not 
f o u n d  t h i s  comp lex i t y  t o  b e  a d e t e r r e n t .  

I n  J a n u a r y  1987, Repub l i cBank  Delaware i ssued  t h e  f i r s t  CARDS p a y -  
t h r o u g h  notes.  These  notes r e p r e s e n t e d  a genera l  o b i i g a t i o n  o f  t h e  b a n k  
s e c u r e d  by a poo l  o f  rece ivab les a r i s i n g  f r o m  selected c r e d i t  c a r d  accounts .  
B a n k  of America,  w i t h  t h e  second la rges t  c r e d i t  c a r d  p o r t f o l i o  in t h e  c o u n t r y  
a f t e r  C i t i bank 's ,  has been one o f  t h e  most  e n t h u s i a s t i c  i ssuers  o f  CARDS.  
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Bank o f  America has completed two pub l ic  issues so f a r  a t  a combined total  o f  
$700 mil l ion and a p r i v a t e  issue tha t  i t  placed t h r o u g h  i ts  own merchant 
bank ing  arm. I n  March, 1987, Bank o f  America established "Cal i fornia Cred i t  
Ca rd  T r u s t  1987-A" and issued t h e  f i r s t  cert i f icates o f  ownership i n  a pool o f  
c red i t  c a r d  receivables. T h e  t rans fe r  of c red i t  ca rd  receivables f rom t h e  
bank t o  t h e  t r u s t  was s t r u c t u r e d  as a sale f o r  regu la tory  and f inancial  
repo r t i ng  purposes. 5 5  

Two forms o f  c red i t  card-backed securi t ies were in t roduced t o  t h e  pub l ic  
markets d u r i n g  1987: ( I f  a sale us ing  cert i f icates o f  ownership o f  t h e  c red i t  
c a r d  receivables; and ( 2 )  a bor rowing us ing notes collateralized b y  
receivables. 

While t h e  s t r u c t u r e  of CARDS technology has ye t  t o  be f u l l y  
standardized, a typ ica l  CARDS issue may be s t ruc tu red  as  fol lows. The  
issuers in i t ia l l y  sell a set o f  customer c red i t  ca rd  balances, f rozen as of a 
cer ta in date. T h e  accounts remain w i th  t h e  bank, and customers are  
na tu ra l l y  f ree  to cont inue pay ing  down o r  r u n n i n g  u p  t h e i r  balances. T h e  
balances are  sold t o  an "owner's t r u s t " ,  which d iv ides them in to  two por t ions:  
t h e  investors '  in terest ,  which is sold t o  bond holders, and t h e  sellers 
in terest ,  anywhere f rom 15 t o  40 percent  o f  t h e  investors '  port ion, which 
remains w i th  t h e  t r ~ s t . ~ "  

T h e  l i fe  o f  a CARDS issue is o rd ina r i l y  between two and t h r e e  years, of 
which t h e  f i r s t  eighteen months is an " in te res t  on ly "  per iod  d u r i n g  which t h e  
balances remain f i xed .  T h e  sel ler 's in terest  acts as a b u f f e r  t o  keep t h e  
investors '  balances f i xed ;  i t  f luctuates t o  compensate f o r  any changes as 
customers pay down o r  r u n  u p  t h e i r   balance^.^' 

T o  date, most CARS a n d  CARDS have received h igh  ( "AAA" ,  "AA")  
ra t ings  based on t h e  qua l i t y  o f  collateral, t h e  i n t e g r i t y  o f  t h e  payment 
s t ruc ture ,  and t h e  amount and t h e  qua l i t y  o f  t h e  c red i t  s u p p o r t . 5 8  

(2) Mortgage-hacked Securi t ies 

Col lateral ized Mortgage Obl igat ions (CMO) 

T h e  CMO f i r s t  appeared i n  June 1983, when t h e  Federal Home Loan 
Mortgage Corporat ion (FHLMC) in t roduced a $1 b i l l ion secur i ty  o f fe r i ng  on t h e  
capital market .  B y  t h e  end o f  February 1986, 160 CMO issues had been 
o f fe red  w i t h  an aggregate pr inc ipa l  amount to ta l l ing ove r  $36 

For  all ex is t ing  CMOs, t h e  cash inflows are  der ived f rom pools o f  
resident ial  mortgages. CMOs may be collateralized b y  conventional mortgages, 
F H A N A  mortgages, mortgage pass- through securit ies, o r  any  combination 
thereof .  About  two - th i rds  o f  CMO issues have been backed b y  GNMA issues. 
Most CMOs have v e r y  low defaul t  rates because they  are backed b y  GNMA, 
FNMA, and FHLMC." T h i s  does not mean t h a t  t h e  cash flows are r iskless. 
The i r  t im ing  is uncer ta in  because t h e  mortgage bor rower  has t h e  pr iv i lege o f  
p repay ing  t h e  loan at any  time. The re  is t h e  r i s k  tha t  t h e  borrower w i l l  
choose t o  prepay a t  an inopportune time, when interest  rates f o r  reinvestment 
a re  re lat ive ly  low. " 
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T h e  CMO issuer d iv ides t h e  issue in to  two o r  more classes o r  " tranches" 
and  sells t h e  securi t ies i n  each specif ied t ranche.  Most of t h e  ex is t ing  issues 
have f o u r  tranches (A,B,C..  . Z ) .  Each t ranche is ent i t led t o  a specif ic 
por t ion  of t h e  cash f lows received f rom mortgage col lateral .  I n  a typ ica l  
issue, t h e  f i r s t  t ranche (o r  t h e  A t ranche) receives a stated bond coupon, 
and  t o  t h e  ex ten t  t ha t  t h e  under l y ing  mortgage prepays,  t h e  A t ranche also 
receives addit ional payments which serve t o  r e t i r e  t h e  outstanding pr inc ipa l  
amount. The  tota l  payments t o  each t ranche is determined b y  a formula t h a t  
t h e  CMO t rus tee  is obl igated t o  fol low. 6 z  

A l l  p r inc ipa l  payments f rom t h e  mortgage pool a re  passed th rough  t o  t h e  
f i r s t  t ranche u n t i l  i t  is re t i r ed .  Cash f low f rom t h e  collateral is used f i r s t  t o  
pay  in te res t  and then t o  r e t i r e  each t ranche  sequential ly.  A l l  regu lar ly  
scheduled pr inc ipa l  payments and al l  prepayments of p r inc ipa l  are paid f i r s t  
t o  t h e  shor test  ma tu r i t y  t ranche.  When t h e  A t ranche is paid of f ,  p r inc ipa l  
payments are then d i rec ted  t o  t h e  "nex t  shor test  ma tu r i t y "  t ranche- - the  B 
t ranche.  Th i s  process cont inues u n t i l  al l  t ranches are  paid o f f . ' l  

T h e  shor test  ma tu r i t y  t ranche is t yp i ca l l y  s t ruc tu red  t o  have a th ree  t o  
ten  year  contractual  ma tu r i t y  based on no prepayment o f  p r inc ipa l .  B u t  
because of prepayments, t h e  A t ranche t yp i ca l l y  has an average l i fe  o f  one t o  
t h r e e  years.  lnves tors  i n  A tranches are general ly  l i qu id i t y  buyers  such as 
banks."  

T h e  B and C t ranches usual ly  have pro jected l ives of t h ree  t o  seven and 
f i v e  t o  ten  years, respect ive ly .  Investors i n  B and C t ranches wi l l  be  
cushioned f rom prepayment r i s k  t o  some ex ten t  because ear ly  prepayments are  
d i rec ted  t o  t h e  A t ranche.  Investors i n  these tranches wi l l  have a per iod  
when they  receive in te res t  on ly - -depend ing  upon t h e  rate o f  p r inc ipa l  
prepayment  on t h e  under l y ing  col lateral .  lnves tors  i n  B and C tranches are  
usual ly  intermediate te rm investors such as pension funds  and t r u s t  
accounts. '' 

Z tranches combine character is t ics o f  zero-coupon bonds and mortgage- 
backed securi t ies pass- through^.'^ While A, B, and C tranches are being 
pa id  down, t h e  in terest  earned on t h e  Z t ranche is accrued o r  added t o  t h e  
pr inc ipa l .  The  balance o f  t h e  Z t ranche grows a t  t h e  coupon rate. A f te r  al l  
t h e  ear l ier  t ranches are  paid of f ,  t h e  Z t ranche accrual per iod ends and 
in te res t  and pr inc ipa l  payments commence. Z t ranche investors are  usual ly  
long term bond investors who have predic table cash f low needs and are  
w i l l ing  t o  sacr i f ice cash flow, in terest  payments, and l i qu id i t y  f o r  h igher  
y ie lds."  

Real Estate Mortgage investment  Condu i t  (REMIC) 

The  Tax Reform Act  o f  1986 created a new tax  e n t i t y  called the  real 
estate mortgage investment condu i t  o r  REMICs. REMICs are pass- through 
vehicles designed f o r  multiclass mortgage pools and o f fe r  f l ex ib i l i t y  and 
protect ion f rom double taxat ion--a problem CMOS avoid th rough  legal 
t e ~ h n i c a l i t i e s . ' ~  Under  t h e  new tax  rules, any  f inancing done th rough  a 
REMIC wi l l  be  t reated as a sale o f  assets f o r  tax  purposes, regardless of t h e  
legal form o r  t h e  f inancial  account ing treatment o f  t h e  t ransact ion.  As a 
resul t ,  an issuer may elect t o  s t r u c t u r e  a REMIC o f fe r i ng  as e i ther  a sale of 
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assets o r  as collateralized deb t .  In te res ts  i n  a REMlC wi l l  be issued i n  the  
fo rm o f  one o r  more tranches o f  regu lar  in terests--s imi lar  t o  t h e  debt  
obl igat ions o f  a C M 0 . 6 9  For purposes o f  t h i s  repor t ,  REMlC securi t ies wi l l  
be  considered equivalent  t o  CMOS. The  advent  o f  REMlCs is expected t o  
resu l t  i n  a p ro l i fe ra t ion  o f  mortgage-backed securi t ies w i t h  widely  v a r y i n g  
r i s k / r e t u r n  character is t ics.  

(3)  Consumer Loans as Collateral For  State Deposits 

Following t h e  adoption o f  section 38-3(9),  Hawaii Revised Statutes, b y  
t h e  Legislature i n  1984, Bank of Hawaii (BOH) developed and submitted a 
proposed p ledg ing  program t o  t h e  Department o f  Budget  and Finance f o r  
considerat ion. While t h e  in i t ia l  proposal was rejected b y  t h e  department i n  
1985, BOH has once again submitted i t s  prospectus f o r  considerat ion i n  th is  
repo r t .  T h e  fol lowing is a b r i e f  summary o f  t h e  1985 BOH prospectus 
re lat ing t o  t h e  use o f  commercial loans as  collateral f o r  State deposits.  

T h e  basic i n ten t  o f  t h e  BOH prospectus is t o  establ ish a p ledging 
program t h a t  would collateralize u p  t o  50 percent  of t h e  State's deposits 
t h r o u g h  t h e  use o f  a pool o f  t h e  bank ' s  commercial loans as col lateral .  The 
remaining 50 percent  o f  t h e  State's deposits would be  collateralized b y  Uni ted 
States Treasury ,  federal agency, and municipal securi t ies. T h e  prospectus 
commits t h e  BOH t o  pay ing  in terest  rates on t h e  State's CDs a t  a ra te  a t  ieast 
equal t o  103 percent  o f  t h e  preva i l ing  coupon equivalent  y ie ld  o f  Treasury  
b i l l s  o f  comparable maturi t ies (see Chapter  6 j . "  As an average, pub l ic  
depositors have i n  t h e  past  received a rate close t o  b u t  normal ly less than 
t h e  t reasu ry  bill e q ~ i v a l e n t . ~ '  According t o  t h e  prospectus, t h e  benef i ts t o  
t h e  State i n  accept ing t h i s  program would include "greater  y ie ld  on deposits, 
reduced tota l  r i s k  and improved i i q ~ i d i t y . " ~ '  The  prospectus f u r t h e r  states 
t h a t  t h e  program would "prov ide  a source of f unds  f o r  local lending, which 
should resu l t  i n  increased local economic ac t i v i t y  and  improved tax 
revenues. " 7 '  

T h e  p ledged loans wi l l  consist  o f :  (1) a "core" o f  loans which are e i ther  
f loat ing ra te  loans w i th  matur i t ies o f  less than f i v e  years o r  f i x e d  rate loans 
w i t h  matur i t ies o f  not  more than a year;  and (2) "o ther "  loans which are 
pledgable a t  t h e  Federal Reserve Discount Window b u t  which "do not  meet t h e  
l i qu id i t y  standards o f  t h e  'core' col lateral" .  '' T h e  prospectus states t h e  BOH 
wi l l  agree t o  maintain "a por t ion"  o f  t h e  pool i n  "h igh l y  l i qu id  qua l i f y ing  
loans". T h e  loans wi l l  be  pledged a t  p a r  and valued f o r  collateral purposes 
a t  90 percent  o f  t h e i r  par  value. A t  t ha t  value, t h e  bank commits t o  
p iedg ing  tota l  ioans i n  an amount a t  least equal t o  150 percent  o f  the  State's 
collateral requirements. 7 6  

BOH guarantees tha t  no loans classi f ied as  substandard b y  t h e  FDIC o r  
whose payments are  del inquent  f o r  more than n ine ty  d a y s  w i l l  be  pledged f o r  
collateral purposes and t h a t  t h e  totals of such loans wi l l  be  ne t ted  ou t  of t h e  
collateral to ta l .  BOH repor ts  t ha t  t h e  defaul t  experience f o r  loans i n  t h i s  
category has been extremely low, averaging less than one-half  o f  one 
percent .  T h e  bank also states tha t  t h e  150 percent  excess collateralization 
allowance w i l l  o f f -se t  t h e  c red i t  r i s k  associated w i th  loan defaults i n  t h e  
pool. " 
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As t h e  loans mature, t h e  bank wi l l  remove t h e  appropr iate promissory 
note f rom t h e  collateral pool. Paid loans wi l l  be  formal ly deleted f rom t h e  
pool qua r te r l y .  Physical custody of t h e  loan pooi wi l l  be t h e  responsib i l i ty  o f  
Hawaiian T r u s t  Company. '' 



Chapter  5 

DEPOSIT PROTECTION PROGRAMS IN  OTHER JURISDICTIONS 

As noted ear l ier  i n  t h i s  repor t ,  t h e  state Department o f  Budget  and 
Finance conducted an eleven state s u r v e y  (Exh ib i t  3-11 of state t reasu ry  
investment yields on time cer t i f icates o f  deposit  (CD) d u r i n g  1987. The  
survey  disclosed t h a t  among t h e  eleven states responding t o  t h e  
questionnaire, t h e  State of Hawaii apparent ly  received t h e  lowest r e t u r n  on 
i t s  investments placed i n  CDs d u r i n g  t h a t  per iod  o f  time. T h e  Department 
pointed t o  t h e  lack o f  competi t ive forces i n  t h e  pub l ic  f unds  market  i n  Hawaii 
due t o  t h e  s ta tu to ry  res t r i c t ion  t h a t  ex is ted a t  t h e  time p roh ib i t i ng  t h e  
investment o f  f unds  out-of -s tate.  Hawaii's bank ing  i n d u s t r y  a rgued t h a t  
factors such as t h e  State's collateralization pol icy and t h e  shor t - te rm 
matur i t ies of t h e  State's CD investments were t h e  pr imary  reasons behind t h e  
State's lower r e t u r n .  

While t h e r e  exists no reason o r  cause t o  challenge t h e  va l i d i t y  of t h e  
foregoing arguments, analysis o f  those arguments i n  l i g h t  o f  t h e  resul ts  o f  
t h e  su rvey  may lead t o  cont rad ic to ry  f i nd ings .  For  example, it is general ly 
believed t h a t  collateralization requirements wi l l  negat ively impact t h e  y ie ld  an 
investor  should expect  to  receive on investments secured under  such terms. 
As the  su rvey  indicates, however, t h e  State o f  Washington, which maintains a 
pooled col!ateralizatinn program tha t  l imits colIateraI coverage t o  on!y 10 
percent o f  a pub l ic  deposit, received a r e t u r n  on ly  27 basis points  above tha t  
of State o f  Hawaii which requ i res  deposit  coverage a t  110 percent .  
Addit ional ly,  t h e  State o f  Arizona, which requi res f u l l  deposit  collateralization 
received a r e t u r n  almost 200 basis points  above tha t  o f  t h e  State o f  
Washington. 

Another  fac tor  which may af fect  t h e  r e t u r n  an investor  may receive on 
CDs is t h e  length  o f  t h e i r  ma tu r i t y .  I t  is general ly  understood t h a t  longer 
matur i t ies y ie ld  h igher  re tu rns .  Once again, however, t h e  su rvey  reveals 
si tuat ions which may appear t o  be cont rad ic to ry .  For  example, t h e  State o f  
Oregon received an average r e t u r n  of 8.95 percent  on i t s  deposits held i n  
CDs w i th  average maturi t ies of 60 days, whi le t h e  State of Idaho (which 
requires no collateralization) received a r e t u r n  approximately 175 basis points  
below tha t  of Oregon's on CDs w i th  average matur i t ies of 272 days. Clearly, 
s t r i c t  rel iance upon e i ther  t h e  resul ts  o f  t h e  su rvey  o r  t h e  aforementioned 
factors may lead t o  erroneous conclusions. Many factors of cash management 
cont r ibu te  t o  t h e  determinat ion o f  an investor 's  y ie ld .  I t  may be  inaccurate 
t o  assume tha t  any  one factor  could i n  fac t  be  responsible f o r  e i ther  t h e  
super ior  o r  poor  performance o f  an investment.  

While t h e  investment and cash management al ternat ives available t o  t h e  
pub l ic  investor  t o  enhance y ie ld  mer i t  review and analysis, t h e  focus of t h i s  
chapter  is conf ined t o  t h e  subject of deposit  coilateralization and i t s  
implications upon deposit safety and l i qu id i t y  as set f o r t h  i n  H . R .  No. 246. 
Based on t h e  premise tha t  more information would be  needed t o  re l iab ly  
evaluate bo th  t h e  deposit  protect ion pract ices o f  o ther  states and t h e  
collateralization al ternat ives proposed b y  local depositories f o r  consideration i n  
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t h i s  s tudy ,  a fo l low-up su rvey  of t h e  eleven or ig ina l  states in the  1987 s t u d y  
was conducted. 

Deposit  Protect ion Programs i n  O the r  Jur isd ic t ions  

The  pub l ic  deposit  protect ion requirements o f  t h e  various states and  
municipal i t ies o f  t h e  Un i ted  States are  general ly  set f o r th  i n  t h e  statutes o f  
each state. However, a review of any  g iven state's s ta tu tory  requirements 
f o r  deposit  collateralization w i l l  o f ten be  uninformat ive.  Generally, most 
deposit  collateralization statutes are purposefu l l y  b road i n  set t ing f o r t h  t h e  
opt ions and al ternat ives available t o  t h e  deposit  protect ion program 
adminis t rator .  Typical ly ,  programmatic details and o ther  issues tha t  requ i re  
analysis on a case-by-case basis a re  e i ther  l e f t  t o  the  d iscret ion of t h e  
program's adminis t rator  o r  a re  c la r i f ied  i n  t h e  program's adminis t rat ive 
guidel ines. For example whi le most states s ta tu to r i l y  def ine t h e  parameters o f  
acceptable collateral, t h e  f ina l  decision as t o  t h e  prudence o f  incorpora t ing  
any pa r t i cu la r  secur i ty  i n to  t h e  program's por t fo l io  is l e f t  t o  t h e  judgment o f  
t h e  adminis t rator .  Therefore,  whi le any g iven class o f  secur i ty  may appear 
t o  be  legal ly acceptable under  t h e  s ta tu to ry  language of a par t i cu la r  state, 
t h a t  pa r t i cu la r  class o f  secur i ty  may not  meet t h e  program's adminis t rat ive 
standards.  One exception t o  t h i s  observat ion is t h e  State o f  Colorado where 
t h e  State Divisions o f  Bank ing  and Savings and Loan are obl igated t o  accept 
a l l  securi t ies ident i f ied b y  t h e  Legislature as permissible in  t ha t  state. Such 
exceptions notwi thstanding,  t h e  general purpose o f  most deposit  
collateralization s ta tu to ry  prov is ions is t o  establ ish t h e  basic powers and 
dut ies o f  t h e  program and t o  set f o r t h  t h e  adminis t rator 's  obl igat ion t o  
safeguard t h e  pub l ic  t reasu ry .  Exh ib i t  5-1 presents t h e  collateral 
inst ruments el igible f o r  p ledg ing  among t h e  f i f ty states. 

As noted ear l ier  i n  t h i s  repor t ,  43 states have enacted deposit  protect ion 
statutes o f  some k i n d  tha t  requ i re  depositories t o  pledge collateral t o  secure 
pub l ic  deposits.  I n  addit ion t o  state level deposit  protect ion, 38 states 
present ly  requ i re  t h e i r  pol i t ical  subdiv is ions t o  collateralize t h e i r  pub l ic  
deposits. Exh ib i t  5-2 presents a national overv iew o f  t h e  deposit coverage 
requirements o f  state a n d  local governments. 

For  t h e  purposes o f  t h i s  chapter,  t h r e e  deposit  protect ion program 
variat ions w i l l  be reviewed i n  detai l :  (1) t h e  program o f  t h e  State o f  Utah 
where the re  are no requirements f o r  deposit  coliateralization; (2)  t h e  program 
o f  t h e  State o f  Washington where t h e  Publ ic Deposit Protection Commission 
maintains a pooled collateral program; and (3)  t h e  program of t h e  C i t y  and 
County of Honolulu where f u l l  deposit  collateralization is requ i red  pu rsuan t  t o  
section 38-3, Hawaii Revised Statutes, b u t  where a h igher  r e t u r n  y ie ld  can be  
negotiated w i th  cer ta in depositories due  t o  t h e  acceptance o f  t h e  class o f  
securi t ies el igible under  section 38-3(9) .  Exh ib i t  5-3 presents a summary o f  
t h e  fo l low-up s tudy  conducted on t h e  deposit  protect ion programs of t h e  
eleven states or ig ina l l y  surveyed b y  t h e  Department o f  Budget  and Finance. 
The  fol lowing is a detailed s t u d y  of t h e  programs of Utah, Washington, and 
t h e  C i t y  and County of Honolulu. 



Exhibit 5-1 

ELIGIBLE COLLATERAL FOR DEPOSIT PLEDGING 
US. n m  -I 

Government US. SUrc SUta General &ate 
Sate  obl(0.liona ~nsIerobl(gst~onrqe~ecrs  oblylatlons Corpastrs &gagas Othcr' 

A m m a  Yes Yes Yes Yes Some No No L 
Aiaska' - - - - - - - - 
Anzooa Yes Yes Yes No Yes No Som L 
Arkansas Yer Yes Yes Yes Yes No NO 
Cailtomia Yes Yes Yes Some Yes No Yes ABGH.. 

(@? soe;, 
Cobm6c Ye5 Yes Yes Yea Yes NO Some No 
Conmmw(' yes  Ye5 y e 5  Yes Yes Yes Yes - 
Deiawwe Yes Yes Yes No Some Nc No NC 
Fbnda Ye5 Yes Yes Some Yes Some No H.L 
Georgia Yes Yes Ye$ No Yes No No H.Li 

(No Sinpsi 

narai: Yes Yes Yea Yes Yes No NO L 
Idahoz - - - - - - - - 
l l l i ~ i ~  Yes Yes Yes Some Yes NO Some No 

(@?IS%) 
Indiana' - - - - - - - - 
W a  yes  Yes y e s  No Yes sbne  NO No 
Ka-5 Yes Yes Yes Yes Some - No L 
Kenrmcy Yes Yes yes Yes Yes No No No 
LDuwana Yes Yes Yes Yes Yes NO No No 
Mame Yes Yes Y e 3  Yes' Yes Some No D.G H 
Maryland Yes Yes Yes Yes Yes No NO G H  
Masamusem - - - - - - - - 
M~chqan Yes Yes Yes Yes Yes No NO No 
Minle*?ta Yes Yes Yes Yea Some NO Ye5 C.F.K 
Messssippi Ye$ Yes Yes3 Yes3 Yes No No NO 
Missost Yes Yes Yes Yes Some No NO NO 

h~-miaiia Ye6 yes Yes " T ~ S  Yes No Yes L 
&bras& Yes Yes Yes No Yes No No C.E 
Nevada Yes Yes Yes No Yes No Yes No 

(@em%) 
&u Hampshire' - - - - - - - - 
New Jerrey Yes Yes Yes Yes Some No No No 
New Mexim Yes Yes y e s  y e s  Yes NO No No 
~ e w  YO* Yes Yes Yes Yes Yes NO NO NO 
Non Camlha Yes Yes Yes Yes Some No No No 
Nonh D a k o u  Yes Yes Yes Yes Yes No No No 
Ohlo Yes Ye5 Yes Yes Yes NO No No 
Oklahoma Yes Yes Yes Yes Some No No NO 

(No StnDS) 
hegon ye5  yes  Yes Yea yes  M NO NO 
Psnnsyhrania Ye5 Yes Yes Yes Yes M No Yes 
RMde Island - - - - - - - - 
Soulh Carolina Yes Some Yes Some Some No NO E 
Soulh Dakota Yes Yes y e s  Yes Yes No Yes No 
T B ~ ~ Y R  Yes Yes Some Yes Some No NO B.C,F.G,H 
Texas Yes Yes y e s  Yes Yes No No No 
Man; - - - - - - - - 
V r n " ! '  - - - - - - - - 
Vvgjnia Yes Yes Yes Yes Some Some No B,C,F.G,H 
W ~ Y l l n g t ~ n  Yes Yes Yes Yes Yes No NU 
WBn Viigma Yes Yes Yes Some Some No No No 
Wlvaosrn' - - - - - - - - 
W W l n g  Yes Yes Yes Yes Yes Some Yes EJ.L 

Source:  Xatthew Petri, Fidelity Investacnts, 
17  v c i .  3, Xo. 5, Gctober 1987, p. 25. 
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Exhibit 5-2 

State 
Alabama 
Alaska 
Arizona 
Arkansas 
California 
Coiorado 
Conneclicut 
Delaware 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
NebrasKa 
Nevada 
New Hampshire 
New Jersey 
New Mex~co 
New York 
Nonh Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

PLEDGING REQUIREMENTS FOR THE PROTECTION 
OF DEPOSITS OF PUBLIC FUNDS: 

PERCENTAGE OF COVERAGE REQUIRED 

State Funds 
1 00?/0 

None 
110 
None 

100 
100 
100 
102 
None 

110 
100 
None 

100 
None 
None 

Subdivision Funds 
None 
None 
100 

100 
None 
None 
None 
110 

None 
None 
110 
75 

100 
50 

None 

100 

None 
100 
110 

None 
None 

Source :  Hatthew P e t r i ,  F i d e i i  
Officers Associ;tion, 
!lay 1987,  p .  15. 



Exhibit 5-3 

SURVEY OF ACCEPTABLE COLLATERAL FOR PUBLIC DEPOSITS 
IN ELEVEN WESTERN STATES 

T C ~ S  and r r p u r r h r s e  ngrecnsr l t r  
a t  I I P X  

l i s v i s i o n  o f  S&IS n c c c n t s  CNMA 
I I I IMC,  l N M I I ,  f i r s t  mortgage 
loans a t  approx imalc? iy  130%. 
l h c  colorado i s r i i s l a t v r o  man- 
d a t e s  t h e  ,ypas o r  S o C u r i t i n s  
t h a t  err: c l i g i b l e  t o  he 
p l e d g e d  a s  c o l l a l e r a l ,  ,lie 
U i v i s l n i l s  o f  I lank ing and S&IS 
ar r?  obl igRLed t o  r c c e g t  
s e c u l i  t i e s  ~ P P P I ~ W I O  b y  t h e  
I s q i s l l t i l r s .  

Most lCDs a re  wit!, S%l.s and 
r e q u i m  i1OX CoVOIage; 
r w w t i a b i e  TCDs w i t h  banks 
~.P"l l i  re no C " ,  ratera  1 

A sLate t a s k  force i s  c u r -  
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T h e  State Money Management A c t  of Utah 

T h e  State of Utah does no t  requ i re  collateralization o f  i t s  publ ic  
deposits.  Publ ic deposit  protect ion i n  Utah is accomplished th rough  t h e  use 
o f  a bank  rank ing  system and t h e  deposit  insurance guarantees o f  the  FDIC 
and FSLIC. '  

T o  pro tec t  i t s  pub l ic  deposits, t h e  State Financial Commission of Utah 
develops a l i s t  o f  banks which are considered qual i f ied t o  receive deposits of 
pub l ic  f unds .  With respect t o  in -s ta te  inst i tu t ions,  an allotment is established 
b y  t h e  State Money Management Counci l  based on a formula o f  adjusted bank 
capital  t o  assets. ' Th is  rat io  establishes guidel ines f o r  determin ing t h e  
maximum amount o f  pub l ic  f unds  allowed per  pub l ic  t reasurer  which can be 
held a t  a qual i f ied depository i n  o r d e r  t o  p ro tec t  pub l ic  t reasurers  from t h e  
r i s k  of loss. These c r i te r ia  along w i t h  an ins t i tu t ion 's  wi l l ingness t o  p rov ide  
in te res t  a t  t h e  market  rate cont r ibu te  t o  t h e  state's decision t o  allow publ ic  
f unds  t o  be deposited i n  any in -s ta te  ins t i tu t ion .  

T o  assess t h e  f inancial  condit ion o f  any potent ial  out-of -s tate depository, 
t h e  State Financial Commission ut i l izes t h e  evaluat ive c r i te r ia  o f  t h e  f i r m  of 
Keefe, Bruyet te ,  and Woods. To  qua l i f y  as  a deposi tory under  t h e  rules of 
Utah, an ou t -o f -s ta te  deposi tory must maintain a ra t i ng  o f  "BC" o r  be t te r  (on 
a scale o f  A t o  D)  and must possess $5 b i l l ion in assets. A n y  out-of -s tate 
deposi tory whose ra t i ng  drops below t h e  minimum standards established b y  
t h e  Commission must be eliminated f rom t h e  l i s t  of qual i f ied depository 
ins t i tu t ions .  

Due t o  Utah 's  s t r i ngen t  system o f  bank  rank ing  and t h e  understandable 
p r i o r i t y  i t  places on receiv ing a f a i r  market yield, many in-state banks are 
l imited t o  deposits no t  exceeding t h e  $100,000 federal  insurance protect ion 
cei l ing.  I n  1987 t h e  Utah T reasu ry  repor ted $44 mil l ion i n  CDs invested in  
depositor ies w i th in  t h e  State o f  Utah and $493 mil l ion in CDs invested i n  
depositories located out-of -s tate.  

I n  t h e  event  o f  t h e  collapse o f  e i ther  an in-state o r  an out-of -s tate 
depository, pub l i c  t reasurers  i n  Utah are  guaranteed deposit  recoveries only  
u p  t o  t h e  federal ly  insured l imits o f  $100,000 f o r  banks and t h r i f t  
i n s t i t u t i o n s . ~ e p o s i t s  o f  p r inc ipa l  and in terest  earn ings i n  excess of t h i s  
l imi t  may be lost.  T h e  investment o f f i cer  of t h e  Utah State T reasu ry  stated 
t h a t  t h e  t reasu ry  has thus  f a r  been fo r tunate  i n  t h a t  t h e  State's f unds  have 
never  been placed i n  any ins t i tu t ion  t h a t  eventual ly  became i n s o l ~ e n t . ~  

T h e  State Publ ic Deposit  Protect ion A c t  of Washington 

P r io r  to  t h e  enactment of t h e  Public Deposit Protection Ac t  (PDPA) i n  
1969 by the  Washington State Legislature, each pub l ic  t reasurer  ( inc luding 
t reasurers  of 265 ci t ies and towns, and 39 count ies) was requ i red  t o  execute 
a col lateral  agreement w i th  eve ry  bank i n  which an account was held. '  To 
guarantee against loss, t h e  bank,  a f te r  allowance f o r  FDIC insurance, was 
requ i red  t o  place i n  escrow, securi t ies hav ing  a value equal t o  110 percent  of 
each pub l ic  t reasurer 's  bank  balance.' 
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With t h e  establishment o f  t h e  Publ ic Deposit Protection Commission 
(PDPC), a new concept was adopted based on mutual responsib i l i ty  of al l  
banks f o r  t h e  fa i lu re  o f  a single bank.  T h e  PDPC was charged w i th  t h e  
respons ib i l i t y  o f  a r rang ing  f o r  col lateral  f o r  al l  pub l ic  deposits under  t h e  
ju r isd ic t ion  o f  state and local pub l i c  f u n d  custodians. Th i s  procedure 
p rov ided  t h e  assurance tha t  i n  t h e  event  o f  de fau l t  o f  any  par t i c ipa t ing  bank, 
t h e  o the r  member banks i n  t h e  State o f  Washington would col lect ively assure 
t h a t  no  loss o f  f unds  would occur  t o  any custodian of pub l ic  f u n d s . *  

Each bank 's  collateral requi rement  o f  p ledged securi t ies was in i t ia l l y  
reduced f rom 110 percent  o f  a deposit  t o  on ly  5 percent  o f  t h e  aggregate 
pub l ic  t reasurer 's  bank  account balances. I n  1977 t h e  Legis lature increased 
t h e  collateral requirement f rom 5 percent  t o  10 percent .  I n  t h e  event  of a 
bank default ,  t h e  PDPC would determine t h e  ex ten t  o f  t h e  pub l ic  f u n d  loss 
and assess each par t i c ipa t ing  bank f o r  i t s  propor t ionate share, based on t h e  
ra t io  t h a t  i t s  pub l ic  deposits bore  t o  t h e  statewide tota l . '  

I n  1983, t h e  Washington Legis lature expanded t h e  Publ ic Deposit 
Protect ion Ac t  b y  allowing t h r i f t  ins t i tu t ions  (mutual savings banks and 
savings and loan associations) t o  become el ig ib le as pub l ic  depositor ies. Th i s  
amendment created a collateral pool f o r  savings and loan associations separate 
f rom t h a t  o f  commercial banks.  A l though t h e  collateral pools a re  separate, 
t h e  procedures f o r  each are ident ica l . ' '  

I n  1984, t h e  Washington Legis lature amended t h e  PDPA b y  l imi t ing t h e  
tota l  pub l ic  deposits ii-I each pub l ic  deposi tory t o  300 percent  o f  i t s  net  wor th  
o r  30 percent  o f  to ta l  pub l ic  deposits statewide, whichever  amount was less. 
A deposi tory could exceed these l imits on ly  by p ledg ing  100 percent  collateral 
t o  cover  t h e  excess deposi ts . "  I n  1986, t h e  l imi t  was lowered t o  150 percent  
o f  an ins t i tu t ion 's  net  wor th  o r  30 percent  o f  to ta l  deposits statewide, 
whichever  amount was less. Again, a deposi tory would be  permi t ted t o  
exceed t h i s  l imi t  on ly  b y  p ledg ing  f u l l  col lateral  coverage f o r  t h e  excess 
deposits.  l2 

I n  1985, t h e  Westside Federal Savings and Loan Association o f  Seattle 
co l lapsed--const i tu t ing t h e  f i r s t  f a i l u re  o f  a pub l ic  deposi tory since t h e  
incept ion o f  t h e  collateral pool concept in t h e  State o f  Washington. I n  
cooperation w i th  t h e  FSLIC, t h e  PDPC ins t i t u ted  procedures t o  p ro tec t  al l  
pub l ic  depos i t s . I 3  Due t o  t h e  pro tec t ive  actions o f  t h e  PDPC, al l  pub l ic  
f unds  on deposit  w i t h  t h e  ins t i tu t ion  a t  t h e  t ime o f  i t s  collapse were p rope r l y  
collateralized. A l l  pub l ic  t reasurers  received bo th  pr inc ipa l  and in terest  
payments due. I" 

The  col lateral  pool program o f  t h e  State of Washington prov ides pub l ic  
t reasurers  w i th  wide f l ex ib i l i t y  whi le p r o v i d i n g  adequate protect ion of pub l ic  
deposits.15 Presumably, due  t o  t h e  lower rat io  o f  collateral coverage 
requ i red  p e r  inst i tu t ion,  a l a rge r  segment o f  Washington's f inancial  community 
is able t o  par t i c ipa te  i n  t h e  pub l ic  f unds  market .  The  tota l  in te res t  earnings 
on $1.9 b i l l ion o f  investments by t h e  Washington T reasu ry  d u r i n g  f iscal year  
1987 was $70.4 mi l l ion.16 
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The Program o f  t h e  C i t y  and  Coun ty  o f  Honolulu 

T h e  deposit  and investment o f  C i t y  and County o f  Honolulu funds  are  
governed by chapter  38, Hawaii Revised Statutes, and  section 46-50, 
respect ive ly .  Section 46-48 extends t h e  r igh ts ,  powers, duties, and 
obl igat ions o f  chapter  38 as they  app ly  t o  the  deposit  and investment of state 
funds  w i t h  respect t o  county  funds .  Section 46-50 sets f o r t h  t h e  specif ic 
items o f  investment i n  which t h e  D i rec tor  o f  Finance, w i th  t h e  approval  of t h e  
C i t y  Council, may inves t  c i t y  f unds  which are i n  excess o f  t h e  amounts 
necessary f o r  meeting immediate requirements when such action wi l l  no t  
impede o r  hamper t h e  necessary f inancial  operat ion o f  t h e  C i t y .  

T h r o u g h  t h e  adoption o f  Counci l  Resolution No. 238, on  March 24, 1974, 
t h e  Honolulu C i t y  Counci l  has vested b lanket  au tho r i t y  i n  t h e  d i rec tor  of 
f inance t o  invest,  a t  t h e  d i rec tor 's  discret ion, C i t y  f unds  deemed t o  be i n  
excess o f  immediate operat ing requirements, p rov ided  t h a t  p r i o r  approval o f  
t h e  C i t y  Council is necessary before inves t ing  i n  bank savings accounts o r  
t ime cer t i f icates o f  deposit  if such investments are  in tended f o r  out-of -s tate 
deposit .  Despite t h e  passage o f  Ac t  78, Session Laws o f  Hawaii 1988, which 
author ized t h e  ou t -o f -s ta te  deposit  o f  pub l ic  funds,  Counci l  Resolution No. 
238 maintains t h e  in-state deposit  res t r i c t ion  on C i t y  f u n d s .  I n  i t s  1985 audi t  
o f  t h e  cash management program o f  t h e  C i t y  and County o f  Honolulu, t h e  f i r m  
of A r t h u r  Young and Company recommended t h e  repeal o f  Council Resolution 
No. 238." The  repo r t  contended tha t  maintaining t h e  f l ex ib i l i t y  t o  deposit  
f unds  out-of -s tate,  "may enhance negot iat ing w i t h  local inst i tu t ions and 
ensure a competi t ively healthy envii-ortrnent f o r  p r o v i d i n g  t h e  C i ty 's  bank ing  
s e r v i ~ e s . " ' ~  The  repo r t  cont inues tha t  "out-of -s tate f inancial  relat ionships 
wi l l  enable t h e  C i t y  t o  be  aware o f  and/or take advantage o f  a t t rac t ive  
investment opportuni t ies t h a t  may be  available elsewhere f rom time t o  t ime."" 
T h e  C i t y  is p resent ly  i n  t h e  process o f  p repar ing  a motion t o  consider t h e  
repeal o f  Counci l  Resolution No. 238. 2 0  

I n  conduct ing i t s  investment program, the  C i t y  has maintained t h e  
posit ion tha t  whi le in terest  earn ings are  signif icant,  t h e  safety o f  publ ic  
f unds  is o f  paramount considerat ion and has adhered t o  t h e  fol lowing 
pr inc ip les o f  investment:" 

Safety: Regardless o f  any o ther  consideration, t h e  preservat ion o f  
capital and  t h e  protect ion o f  p r inc ipa l  a re  the  main object ives. 

L iqu id i t y :  When money is needed, t h e  matur ing  investments must be  
immediately available f o r  prompt conver tab i i i t y  i n to  cash t o  meet projected 
operat ing requirements. 

Yield: If t h e  f i r s t  two considerations are met, t h e  ra te  o f  r e t u r n  then 
becomes a major consideration f o r  invest ing,  b u t  w i th in  t h e  l imits prescr ibed 
b y  law. 

Section 6-204 o f  t h e  Revised Char te r  o f  Honolulu 1973 (1984 edit ion) 
prov ides t h a t  t h e  D i rec tor  of Finance, along w i th  a designee o f  t h e  Council 
shall jo in t ly ,  a t  least once eve ry  th ree  months, v e r i f y  t h e  amount o f  money i n  
t h e  t r e a s u r y  and make a cer t i f ied  repo r t  showing t h e  amount o f  money tha t  
ough t  t o  be  i n  t h e  t reasury ,  and t h e  amount and k i n d  o f  money actual ly 
there in .  
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With the  adoption of section 38-3(9),  Hawaii Revised Statutes, b y  t h e  
Legis lature in  1984, pub l ic  depositors were authorized t o  accept any assets on 
t h e  books of a depository t h a t  was acceptable b y  the  Federal Reserve System 
t o  secure advances made t o  member banks.  I n  1986, Bank of Hawaii 
submit ted a prospectus t o  t h e  C i t y  ( ident ical  t o  t h e  proposal submitted t o  the  
State described i n  Chapter  4) proposing a p ledg ing  program based on the  
acceptance of commercial loans as col lateral  f o r  C i t y  deposits." I n  May 1986, 
t h e  C i t y  and County of Honolulu author ized t h e  f i r s t  p ledg ing  o f  commercial 
loans as collateral f o r  i t s  deposits w i th  Bank of Hawaii." Cu r ren t l y ,  Bank of 
Hawaii and F i r s t  Hawaiian Bank are  t h e  only  two inst i tu t ions par t i c ipa t ing  i n  
t h e  consumer loan p ledging program w i th  t h e  C i t y .  

As proposed i n  t h e  prospectus submitted t o  t h e  State, 50 percent  of the  
C i t y ' s  deposits are secured b y  a pool o f  consumer loans held b y  the  
ins t i tu t ion .  The  remaining balance of t h e  C i t y ' s  f unds  is collateralized b y  
government  securi t ies el igible under  section 38-3(1) t o  (81, Hawaii Revised 
Statutes." T h e  h igher  earn ings of t h e  C i t y  have been a t t r i bu ted  t o  t h e i r  
par t ic ipat ion i n  t h e  consumer loan p ledg ing  program and t h e  longer matur i ty  
periods o f  t h e  C i t y ' s  cert i f icates of deposit .  

Cu r ren t l y ,  t h e  C i t y  and County o f  Honolulu is t h e  only  pub l ic  en t i t y  i n  
Hawaii al lowing i ts  deposits t o  be  collateralized under  such terms. As the  
only  par t i c ipant  i n  t h e  program, t h e  consumer loans cons t i tu t ing  t h e  C i ty 's  
collateral pools are though t  t o  be  t h e  h ighest  qua l i t y  and best per forming 
loans w i th in  t h e  loan por t fo i ios of t h e  respect ive depositor ies. Given the  size 
and magnitude of t h e  respect ive ioan pools, t h e  C i ty 's  deposits are, a t  
present,  substant ial ly over-col lateral ized. 2 5  The  State's par t ic ipat ion in  t h i s  
p rogram may place rest r ic t ions on t h e  amount o f  qua l i t y  loans tha t  can be 
allocated t o  t h e  collateral pools of bo th  t h e  State and t h e  C i t y . z 6  



C h a p t e r  6 

E V A L U A T I O N  OF T H E  STATE 'S  C O L L A T E R A L I Z A T I O N  A L T E R N A T I V E S  

T h e  d e p o s i t  p r o t e c t i o n  p r o g r a m s  of p u b l i c  depos i to rs  t h r o u g h o u t  t h e  
U n i t e d  States v a r y  w i d e l y  in t e r m s  o f  s t r u c t u r e  as wel l  as methodology.  
t i n f o r t u n a t e l y ,  case s tud ies  o r  examples r e l a t i n g  t o  most of t h e  a l te rna t i ves  
p r o p o s e d  by local  depos i to r ies  f o r  t h i s  r e p o r t  w e r e  n o n - e x i s t e n t  among t h e  
s ta tes  s u r v e y e d .  T h e  r i s k s  r e l a t i n g  t o  these  a l t e r n a t i v e s  a r e  d i f f i c u l t  t o  
de te rm ine  u n t i l  t h e y  a r e  a c t u a l l y  implemented a n d  put to  t h e  t e s t  o f  depos i t  
p r o t e c t i o n .  Real is t ica l ly ,  however ,  s u c h  a n  e v a l u a t i v e  approach  shou ld  b e  
unacceptab le .  A n y  leve l  o f  r i s k  o r  u n c e r t a i n t y  s u r r o u n d i n g  a n y  p a r t i c u l a r  
approach  s h o u l d  b e  e x p i o r e d  b e f o r e  t h e  a l t e r n a t i v e s  a r e  implemented. T h e  
p r o t e c t i o n  o f  p u b l i c  f u n d s  s h o u l d  b e  t h e  p r i m a r y  o b j e c t i v e  of a n y  
a d m i n i s t r a t i v e  o r  l eg is la t i ve  dec is ion-maker ;  d e p o s i t  s e c u r i t y  i s  n o t  an issue 
t h a t  shou ld  b e  l e f t  t o  chance. Dec is ion-makers  a r e  ob l iga ted  t o  c a r e f u l l y  
s c r u t i n i z e  a n y  p r o p o s e d  amendment i n  s t a t u t o r y  or a d m i n i s t r a t i v e  p o l i c y  t o  
an t i c ipa te  t h e  r i s k s  associated w i t h  t h e  change  in p o l i c y .  

T h e  p u r p o s e  o f  t h i s  c h a p t e r  i s  t o  eva lua te  t h e  p r o g r a m s  a n d  a l te rna t i ves  
d iscussed  e a r l i e r  i n  t h i s  r e p o r t  a n d  t o  assess t h e  s u i t a b i l i t y  o f  each 
a l t e r n a t i v e  in  l i g h t  o f  t h e  goals a n d  ob jec t i ves  o f  Hawai i 's  depos i t  p r o t e c t i o n  
p r o g r a m .  T h i s  c h a p t e r  w i l l  also p r o v i d e  an  i n - d e p t h  ana lys is  o f  t h e  r o l e  o f  
t h e  Federa l  Reserve  System as it re la tes  t o  p u b l i c  depos i t  co l la tera l iza t ion i n  
Hawai i .  

A l t e r n a t e  Depos i t  P ro tec t ion  Programs 

While t h e  p r o g r a m s  r e v i e w e d  i n  t h i s  r e p o r t  v a r y  cons ide rab ly  in te rms  of 
t h e i r  approach  t o w a r d  depos i t  p ro tec t ion ,  it is  e v i d e n t  t h a t  regard less  o f  t h e  
s t r a t e g y  u t i l i zed ,  depos i t  s a f e t y  is  a n  i ssue  t h a t  is  n e v e r  i n t e n t i o n a l l y  
compromised in t h e  p u r s u i t  of o t h e r  ob jec t i ves .  F o r  example, a l t h o u g h  it may 
appear  t h a t  o t h e r  s ta tes  may h a v e  " less s t r i n g e n t "  co l la tera l iza t ion 
requ i rements  t h a n  t h e  Sta te  of Hawaii,  depos i t  s e c u r i t y  is  a t ta ined  t h r o u g h  
o t h e r  sa feguards  w h i c h  o f t e n  r e s u l t  i n  unwanted ,  y e t  unavo idab le  t r a d e - o f f s .  

In  t h e  case o f  U tah ,  w h e r e  the s ta te  r e q u i r e s  n o  depos i t  
col IateraI izat ion,  a s t r i n g e n t  sys tem o f  b a n k  c r e d i t  eva lua t ion  i s  u t i l i z e d .  
A l t h o u g h  depos i to r ies  a r e  n o t  sub jec t  t o  t h e  requ i rement  o f  p l e d g i n g  
co l la tera l ,  less  q u a l i f i e d  i n s t i t u t i o n s  r e c e i v e  less of a share  o f  t h e  s ta te 's  
p u b l i c  f u n d s .  G iven  t h e  r i s k s  i n v o l v e d  i n  r e q u i r i n g  no co l la tera l  coverage  o n  
depos i t  balances exceed ing  t h e  federa l  i n s u r a n c e  l imi ts,  t h e  Sta te  o f  C tah  
places a h i g h  p r i o r i t y  on e a r n i n g  t h e  h i g h e s t  y i e l d  p o s s i b l e . '  D u e  t o  t h i s  
a n d  o t h e r  f a c t o r s  s u c h  as t h e  asset s ize a n d  t h e  c r e d i t  r a t i n g s  o f  b a n k s  and 
o t h e r  i n s t i t u t i o n s  in t h e  s ta te ,  t h e  g r e a t  m a j o r i t y  o f  U t a h ' s  depos i t s  a r e  
p laced  w i t h  h i g h l y  r a t e d  i n s t i t u t i o n s  o u t s i d e  o f  t h e  s ta te .  

Whi le it is  n o t  t h e  i n t e n t  o f  t h i s  i l l u s t r a t i o n  r o  ques t ion  t h e  w o r t h i n e s s  o f  
a n y  i n s t i t u t i o n  c u r r e n t l y  r e c e i v i n g  depos i t s  of p u b l i c  f u n d s  in Hawaii,  a 
p r o g r a m  based on t h e  asset s ize a n d  c r e d i t  r a t i n g s  o f  a d e p o s i t o r y  w o u l d  
o b v i o u s l y  f a v o r  Hawai i 's  l a r g e r  b a n k s .  T h e  c u r r e n t  d i s t r i b u t i o n  of p u b l i c  
depas i t s - -based  on the ability of t h e  institution t o  adequate ly  coiIatr?ra!ize 
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pub l i c  deposits--would, perhaps, be  f u r t h e r  concentrated, cont ingent  upon 
t h e  ra t i ngs  smaller ins t i tu t ions  may receive i n  relat ion t o  Hawaii's la rger  and 
ou tward l y  more secure banks .  A second possib i l i ty  may be  t h e  f low o f  pub l ic  
f unds  out -o f -s ta te  t o  mainland banks possessing h ighe r  c r e d i t  ra t ings .  I n  
e i ther  case, such a program would sure ly  resu l t  i n  t h e  development o f  
negat ive effects, a t  least f o r  cer ta in  segments o f  t h e  bank ing  i n d u s t r y  i n  
Hawaii. 

T h e  collateral pool system o f  t h e  states o f  Connecticut, Florida, and 
Washington is an approach o f  p roven  effect iveness. Th i s  system, however, 
may also su f fe r  several drawbacks when appl ied to t h e  pub l ic  f unds  market i n  
Hawaii. T h e  collateral pool system implies a program of "shared r i sk "  among 
ins t i tu t ions  par t i c ipa t ing  i n  t h e  pub l ic  f unds  market .  Inherent ly ,  therefore, 
such a system requires, o r  would perhaps be  most su i ted fo r ,  a state o r  a 
region suppor t i ng  banks and t h r i f t s  of re lat ive ly  equal size and c red i t  
posi t ions.  T h e  pooled system allows f o r  wide par t i c ipa t ion  i n  t h e  pub l ic  
f u n d s  market .  Smaller ins t i tu t ions  fo rmer ly  incapable o f  meeting t h e  deposit 
coverage requirements o f  a f u l l  deposi t  collateralization program may be  
capable o f  post ing t h e  reduced percentage of collateral requ i red  i n  a pooled 
program. While th i s  may seem equitable, la rger  ins t i tu t ions  may be  concerned 
tha t  t h i s  red is t r ibu t ion  may resu l t  i n  a smaller share of t h e  pub l ic  f unds  
market  f o r  t h e i r  ins t i tu t ions .  Conceivably i n  a state such as Hawaii, where 
as much as 86 percent  o f  t h e  State's deposits a re  held by t h e  two largest  
bank ing  inst i tu t ions,  a system fac i l i ta t ing  a more equal d i s t r i bu t i on  of pub l ic  
f unds  may generate considerable cont roversy .  Moreover, t h e  "shared r i s k "  
approach may b e  perceived as u n f a i r  b y  la rger  o r  more stable inst i tu t ions i n  
t h a t  al l ins t i tu t ions  par t i c ipa t ing  i n  t h e  pool must suppor t  t h e  c red i t  and 
cover  t h e  defaults o f  t h e  weaker o r  less secure ins t i tu t ions . '  

Aside f rom the  foregoing considerations, t h e  systems u t i l i zed  i n  Utah and 
Washington would, i n  all p robab i l i t y ,  requ i re  t h e  establishment of an 
upgraded system o f  bank  moni tor ing.  I n  a f u l l  deposi t  collateralization 
program, deposits a re  theoret ica l ly  protected despi te t h e  f inancial  status o f  
t h e  deposi tory.  I n  a scenario where no collateralization is requ i red ,  however, 
deposit  secur i ty  i s  d i rec t l y  cont ingent  upon t h e  condi t ion and s tab i l i t y  of t h e  
bank .  T o  ascertain th is ,  t h e  depositor must develop and maintain an up - to -  
date and  h i g h l y  sophist icated system o f  bank  c r e d i t  examination and  
moni to r ing .  While t h i s  may be  a p ruden t  object ive f o r  t h e  State's cash 
management p rogram t o  aspi re toward  i n  any case, a par t ia l  deposit  
collateralization program may necessitate more v igorous deposi tory evaluation 
and t h e  expansion o f  t h e  Department of Budget  and Finance's capacity t o  
moni tor  t h e  condit ion o f  local depositories. 

T h e  Discount  Funct ion of t h e  Federal Reserve System as it 
Relates t o  Publ ic  Deposit  Col lateral izat ion i n  Hawaii 

As indicated ear l ier  i n  t h i s  repor t ,  t h e  Department o f  Budget  and 
Finance has maintained a pre ference toward  work ing  w i t h  those securi t ies 
enumerated under  paragraphs (1)  t h r o u g h  (8) o f  section 38-3, Hawaii Revised 
Statutes.  With t h e  addit ion o f  paragraph ( 9 )  b y  t h e  Legis lature i n  1984, 
however, a much broader range o f  securi t ies became el ig ib le f o r  consideration 
u n d e r  t h e  scope o f  t h e  section. Thus  far ,  however, t h e  Department's 
acceptance of securi t ies under  t h i s  paragraph has been s t r i c t l y  l imited. 
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Paragraph (9) permi ts  t h e  acceptance o f  "other  assets on t h e  books of 
t h e  deposi tory which are  e l ig ib le t o  secure advances f rom t h e  Federal Reserve 
Banks under  t h e  regulat ions o f  t h e  Federal Reserve Board" .  T h e  i n ten t  of 
t h e  prov is ion  was obviously  t o  adapt  t h e  collateralization standards ut i l ized b y  
t h e  Federal Reserve System (Fed) t o  those o f  the  State. Hawaii bankers  
tes t i f ied  i n  1984 tha t : '  

By a l l ow ing  f o r  the  p ledg ing  o f  t h e  types o f  c o l l a t e r a l  which 
are acceptable f o r  secur ing borrowings from the  Federal Reserve 
Bank, i t  w i l l  no t  be necessar3- f o r  the Governor and the  D i r e c t o r  t o  
under go ( s i c )  exhaust ive i nves t i ga t i ons  o f  each new f i n a n c i a l  
instrument as i t i s  created. That i n v e s t i g a t i o n  w i l l  have been done 
by the  Federal Reserve Bank. 

As noted prev ious ly ,  most o f  t h e  al ternat ives submitted f o r  review and  
considerat ion i n  t h i s  s t u d y  would more than l i ke ly  fa l l  w i th in  t h e  scope o f  
section 38-3(9).  I n  t h i s  regard ,  section 38-3(9) deserves special analysis.  
Th i s  section o f  t h i s  chapter  reviews t h e  in ten t  o f  t h e  Federal Reserve 
System's pol icy on discounts and advances t o  member banks and examines t h i s  
pol icy i n  l i g h t  of t h e  i n ten t  and purpose of section 38-3, Hawaii Revised 
Statutes. 

To  understand t h e  under l y ing  rationale o f  t h e  Federal Reserve Act 's 
b road and open-ended pol icy on  t h e  collateralization of federal  reserve c red i t ,  
t h e  basic role of t h e  Fed must be  examined. One of t h e  pr inc ipa l  reasons f o r  
t h e  establishment of t h e  Fed i n  1913 was t o  p rov ide  member banks o f  t h e  Fed 
system wi th  a new source o f  f unds  t o  augment t h e i r  reserves. '  While the  Ac t  
o r ig ina l l y  res t r i c ted  federal reserve c red i t  t o  member banks of t h e  system, 
t h e  Monetary Contro l  Ac t  o f  1980 d i rec ted  t h e  Fed t o  open t h e  d iscount  
window t o  nonmember ins t i tu t ions  requ i r i ng  assistance, subject t o  cer ta in 
prov is ions.  Essential ly, therefore, nonmembership i n  t h e  system no longer 
precludes t h e  bor rowing o f  c red i t  t h rough  t h e  discount window. 

When a Federal Reserve Bank ( reserve  bank)  g ran ts  a loan t o  a 
commercial bank, t h e  t ransact ion may e i ther  be  a "d iscount"  o r  an "advance". 
A d iscount  is a loan made t o  a commercial bank  on promissory notes, d ra f t s  
and o ther  inst ruments on which t h e  bank i tsel f  has granted loans t o  i t s  
customers, p rov ided t h a t  these inst ruments sat is fy  t h e  e l i g ib i l i t y  standards 
enumerated i n  t h e  Federal Reserve Ac t . '  I n  effect,  t h e  bank borrows on 
o the r  peoples' obl igat ions t o  p a y .  On t h e  o ther  hand, an advance o f  a 
reserve  bank t o  a commercial bank  is a loan whose repayment is solely t h e  
obl igat ion of t h e  bank .  On advances, t h e  member bank must pledge 
securi t ies tha t  are e l ig ib le col la tera l - -Uni ted States T reasu ry  obligations, 
securi t ies o f  federal agencies, o r  any o ther  assets the  reserve bank is w i l l ing  
t o  accept. 

Most commercial bank  bor rowing is i n  t h e  form o f  advances--against 
notes w i th  government securi t ies as collateral. Accord ing  t o  t h e  Legal 
Div is ion of t h e  Board o f  Governors of t h e  Federal Reserve System, almost all 
o f  t h e  collateral c u r r e n t l y  held b y  t h e  Fed on discount window loans is i n  t h e  
fo rm o f  U.S.  T reasu ry  and federal agency obl igat ions. '  Th i s  form o f  
bor rowing is more convenient and saves time f o r  t h e  bank because t h e  
collateral is theoret ica l ly  f r e e  o f  c red i t  r i sk ,  is readi ly  appraisable as t o  i t s  
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value,  a n d  can b e  r e a d i l y  s u p p l i e d  i n  l a r g e  amounts c o n f o r m i n g  t o  t h e  
b o r r o w i n g  needs o f  i n d i v i d u a l  b a n k s .  Member b a n k s  o f  t h e  Fed system o f ten  
leave government  secur i t i es  w i t h  t h e i r  reg iona l  f e d e r a l  r e s e r v e  b a n k s  f o r  
sa fekeep ing .  T h i s  a r r a n g e m e n t  also makes it easier  t o  p l e d g e  such  secur i t ies  
as co l la tera l  when  t h e  need t o  b o r r o w  a r i ses .  

Federa l  Reserve  c r e d i t  is  g e n e r a l l y  e x t e n d e d  o n  a s h o r t - t e r m  basis t o  a 
commercial b a n k  t o  enable  it t o  a d j u s t  i t s  asset p o s i t i o n  w h e n  necessary  d u e  
t o  deve lopments  s u c h  as a sudden  w i t h d r a w a l  o f  depos i t s  o r  seasonal 
r e q u i r e m e n t s  f o r  c r e d i t  b e y o n d  those  w h i c h  can  reasonably  b e  met  b y  use  o f  
t h e  b a n k ' s  o w n  resources .  Federa l  r e s e r v e  c r e d i t  is  also ava i lab le  f o r  l onger  
p e r i o d s  when  necessary  t o  ass is t  b a n k s  i n  c o p i n g  w i t h  u n u s u a l  s i tuat ions,  
s u c h  as nat iona l ,  reg iona l ,  o r  local economic d i f f i c u l t i e s  o r  except iona l  
c i rcumstances i n v o l v i n g  p a r t i c u l a r  b a n k s .  b n d e r  o r d i n a r y  condi t ions,  t h e  
c o n t i n u o u s  u s e  o f  f e d e r a l  r e s e r v e  c r e d i t  by a b a n k  o v e r  a cons ide rab le  p e r i o d  
o f  t ime i s  r e g a r d e d  as i n a p p r o p r i a t e .  T h e  d i s c o u n t  w indow has t h e  abso lu te  
r i g h t  t o  r e f u s e  c r e d i t  t o  b a n k s  based  o n  i t s  o v e r a l l  assessment o f  t h e  economy 
a n d  t h e  leg i t imacy o f  t h e  b a n k ' s  r e q u e s t  f o r  c r e d i t  accommodation." Federa l  
r e s e r v e  b a n k s  w i l l  a u t h o r i z e  c r e d i t  advances o n l y  o n  t h e  assurance  t h a t  t h e  
b a n k  has e x h a u s t e d  a l l  o t h e r  avenues o f  b o r r o w i n g .  B a n k s  u s u a l l y  cons ide r  , * .  
b o r r o w i n g  a t  t h e  d i s c o u n t  w indow as t h e  l a s t  r e s o r t " .  l 2  i n  c o n s i d e r i n g  a 
r e q u e s t  f o r  c r e d i t  accommodation, each r e s e r v e  b a n k  g i v e s  d u e  r e g a r d  t o  t h e  
p u r p o s e  o f  t h e  c r e d i t  a n d  t o  i t s  p r o b a b l e  e f f e c t  u p o n  t h e  maintenance o f  
s o u n d  c r e d i t  cond i t ions,  b o t h  as t o  t h e  i n d i v i d u a l  i n s t i t u t i o n  a n d  t h e  economy 
i n  genera l .  

A l t h o u g h  t h e  m a j o r i t y  o f  t h e  loans g r a n t e d  by t h e  Fed t o  a n y  b a n k  a r e  
i n  t h e  f o r m  o f  advances secured  t h r o u g h  p ledges o f  U .S .  T r e a s u r y  o r  federa l  
agency  secur i t ies ,  t h e  b r o a d e s t  l e n d i n g  a u t h o r i t y  t h a t  a n y  f e d e r a l  r e s e r v e  
b a n k  appears  t o  h a v e  i s  enumerated i n  12 U.S.C. ,  sect ion 347b, e n t i t l e d :  
"Advances  o f  i n d i v i d u a l  member b a n k s  o n  t ime o r  demand no tes . "  Whi le 
Congress  c l e a r l y  i n t e n d e d  t o  s u p p o r t  t h e  use  o f  f e d e r a l l y  i ssued  d e b t  
ob l iga t ions  d u r i n g  t h e  l e n d i n g  o f  c r e d i t  b y  t h e  Fed, t h e  Federa l  Reserve  A c t  
a lso p r o v i d e s  f o r  t h e  acceptance o f  a b r o a d e r  a r r a y  o f  assets i d e n t i f i e d  o n l y  
i n  t e r m s  o f  an  ex t reme ly  nebu lous  s t a n d a r d .  T h e  sect ion p e r m i t s  advances t o  
member b a n k s  "on i t s  t ime  o r  demand notes"  p r o v i d e d  t h a t  t h e  advance is  
"secured  t o  t h e  sa t i s fac t ion  o f  t h e  Federa l  Reserve  B a n k " .  I n  t h e  past ,  t h i s  
p r o v i s i o n  has been i n t e r p r e t e d  t o  i n c l u d e  items s u c h  as p r o p e r t y  a n d  
equ ipment . "  T h e r e  i s  a r e s t r i c t i o n ,  however ,  w h i c h  spec i f ies  t h a t  f e d e r a l  
r e s e r v e  b a n k s  may c h a r g e  i n t e r e s t  a t  a r a t e  a t  least  one-ha l f  o f  one  
percen tage  p o i n t  above  t h e  h i g h e s t  d i s c o u n t  r a t e  i n  e f f e c t  a t  t h e  r e s e r v e  
b a n k  on advances a u t h o r i z e d  u n d e r  sect ion 347b. '* 

T h e  " p e n a l t y  ra te ' '  was o r i g i n a l l y  i n t e n d e d  t o  h o l d  sect ion 347b advances 
i n  r e s e r v e  f o r  f i nanc ia l  c r i ses  a n d  emergencies.  When sect ion 347b a long w i t h  
t h e  so-ca l led p e n a l t y  r a t e  was added  t o  t h e  Federa l  Reserve  A c t  i n  1935, 
Congress  appears  c l e a r l y  t o  h a v e  been t h i n k i n g  a b o u t  f i nanc ia l  emergencies.  
T h e  idea was t h a t ,  as l o n g  as member b a n k s  had  U.S.  T r e a s u r y  ob l iga t ions  
a n d  o t h e r  e l i g ib le  secur i t i es  o n  w h i c h  t o  b o r r o w ,  it w o u l d  b e  h i g h l y  u n l i k e l y  
t h a t  b a n k s  wou ld  a p p l y  f o r  sect ion 3475 advances o n  w h i c h  a h i g h e r  r a t e  o f  
i n t e r e s t  wou ld  b e  assessed. l 5  However,  i n  t imes o f  c r i ses  when  ho ld ings  o f  
f e d e r a l  agency  a n d  U.S.  T r e a s u r y  ob l iga t ions  may b e  i n s u f f i c i e n t ,  member 
b a n k s  s u r e l y  w o u l d  n o t  r e f u s e  t o  p a y  a s l i g h t l y  h i g h e r  r a t e  i n  o r d e r  t o  
p r o t e c t s o i v e n c y ,  a n d  t h e  Fed as t h e  " l e n d e r  o f  l as t  resor t ' '  w o u l d  n o t  d e n y  
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t h e  approval  o f  loans on securi t ies such as municipal obligations, consumer 
loans, real-estate mortgage notes, and o ther  k inds  o f  assets not otherwise 
"e l ig ib le" .  l 6  

The  issue i n  quest ion is t h e  p r imary  role o f  t h e  Fed i n  t h e  national 
bank ing  system. As t h e  nat ion's centra l  bank,  one of t h e  major funct ions o f  
t h e  Fed is t o  assist commercial banks t o  cope w i th  t h e  problems and 
d i f f i cu l t ies  they  may encounter.  These si tuat ions may inc lude problems 
invo lv ing  simple l i qu id i t y  adjustment as well as cr is is  si tuat ions wherein t h e  
Fed's assistance is essential i n  o r d e r  t o  a v e r t  an ins t i tu t ion 's  collapse. Under  
normal circumstances, advances are  allowed on t h e  basis o f  securi t ies issued 
b y  t h e  federal government  pledged as col lateral .  Under just i f iab le 
circumstances, however, a federal  reserve bank is empowered t o  accommodate 
a broader class o f  paper - - inc lud ing  consumer and commercial loans, as 
col lateral .  Having exhausted al l  o the r  avenues of bor rowing,  most inst i tu t ions 
approach t h e  d iscount  window as a " last  r e s o r t . "  I t  would, therefore, be  
con t ra ry  t o  t h e  basic purpose of t h e  Fed t o  re fuse c red i t  assistance t o  an 
ins t i tu t ion  on  t h e  basis o f  t h e  t y p e  o f  collateral it is capable o r  not  capable o f  
p ledg ing .  Banks approaching t h e  d iscount  window i n  a weakened posit ion 
may of ten have l imited reserves of securi t ies o r  assets on which t o  o f fe r  as 
col lateral .  Assets and securi t ies accepted by t h e  Fed as collateral are of ten 
accepted ou t  of necessity. The  Fed may have no a l ternat ive b u t  t o  accept 
t h e  types  of securi t ies o r  assets a fa i l ing  ins t i tu t ion  may be  hold ing i n  
reserve.  As a pract ice, however, t h e  acceptance o f  assets such as 
commercial, mortgage, and consumer loans b y  t h e  d iscount  window is viewed 
as a " last  reso r t . "  Given t h e  r i sks  of ex tend ing  c red i t  t o  fa i l ing  inst i tu t ions,  
t h e  Fed has been known t o  requ i re  loan coverage as h igh  as 200 percent,  
even i n  cases where U .S .  T reasu ry  securi t ies--marked-to-market twice da i ly - -  
a re  pledged as col lateral .  '' 

The  Fed's acceptance o f  any secur i ty  o r  asset on t h e  books o f  a bank a t  
t h e  discount window b y  no means ensures t h e  qua l i t y  of these inst ruments as 
col lateral .  I t  is questionable as t o  whether  o r  not  t h e  deposit protect ion 
program o f  t h e  State should subscr ibe t o  a s tandard tha t  was developed b y  
t h e  Fed as a standby opt ion t o  assist banks i n  cash def ic ient si tuat ions. 
Indeed, t h e  f inancial  condit ion o f  banks receiv ing deposits of t h e  State 
should, hopeful ly,  be jus t  t h e  opposite. Clearly,  t h e  mere acceptance o f  any 
g iven secur i ty  o r  bank asset by t h e  Fed a t  t h e  d iscount  window does not  
prec lude t h e  need t o  per fo rm t h e  so-called "exhaust ive invest igat ions" 
normal ly requ i red  o f  t h e  Department o f  Budget  and  Finance when consider ing 
t h e  acceptance o f  any  asset o r  newly developed inst rument  el igible under  
section 38-3(9), Hawaii Revised Statutes. 

According t o  H a r r y  Jorgenson, senior a t to rney  w i th  the  Board o f  
Governors o f  t h e  Federal Reserve System, whi le t h e  d iscret ion prov ided under  
section 38-3(9) may b e  "usefu l  t o  have" if managed proper ly ,  " I 'm  not  su re  
you ' re  going t o  be  too safe i n  accept ing eve ry th ing  allowable under  t h a t  
language. " ' *  

Consumer Loans as Col lateral  f o r  State Deposits 

As E x h r b ~ t  5-3 indicates, the  acceptance o f  consumer loans as collateral 
f o r  state deposits ~c .cu ld  be unprecedented among the  eleven state t reasur ies 
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surveyed i n  t h i s  s tudy .  Most state t reasur ies are  requ i red  t o  ut i l ize 
regis tered securi t ies when col lateral iz ing pub l ic  deposits. I n  Hawaii, 
however, section 38-3(9), Hawaii Revised Statutes, permits t h e  acceptance of 
consumer and commercial loans as col lateral .  D u r i n g  t h e  course of t h i s  
s tudy,  t h e  on ly  p rogram found t o  be au thor iz ing  consumer and commercial 
loans as collateral f o r  pub l ic  deposits was t h a t  o f  t h e  C i t y  and County o f  
Honolulu. I s  

As noted i n  Chapter  5, t h e  proposal o f fe red  b y  t h e  Bank o f  Hawaii 
(BOH) was rejected by t h e  Department o f  Budget  and Finance d u r i n g  i t s  f i r s t  
submittal  in  1985.20 I n  l i g h t  o f  i t s  adminis t rat ive pol icy regard ing  deposit  
secur i ty  and l iqu id i ty ,  t h e  Department found t h a t  t h e  acceptance o f  consumer 
loans as col lateral  against i t s  deposits would be  inconsistent w i th  i t s  obl igat ion 
t o  p ro tec t  pub l i c  funds .  Despite t h e  h igher  ra te  o f  in te res t  promised i n  t h e  
prospectus, t h e  Department f e l t  t h a t  a poss ib i l i t y  ex is ted f o r  deposit  secur i ty  
t o  be  compromised. 

T h e  BOH prospectus contends t h a t  t h e  benef i ts  t o  t h e  State i n  accepting 
t h e  bank 's  proposal would " inc lude greater  y ie ld  on  deposits, reduced tota l  
r i s k  and improved l i q ~ i d i t y " . ' ~  According t o  t h e  prospectus, t h e  rate paid 
t o  t h e  State on pub l ic  cert i f icates of deposit  would be  at least equivalent t o  
103 percent  o f  t h e  preva i l ing  coupon equivalent  y ie ld  on U . S .  Treasury  b i l l s  
o f  l i ke  m a t u r i t y . 2 3  In essence, a minimum f loor  based on the  market  rates o f  
T reasu ry  b i l ls  on t h e  secondary market would be  established f o r  state CDs o f  
comparable matur i t ies.  T o  estimate t h e  approximate y ie ld  t h e  State would 
have earned g iven t h e  guarantee o f  a minimum f loor ,  t h e  proposed 103 
percent  adjustment ra te  f o r  state CDs was calculated f o r  f iscal years 1983 
t h r o u g h  1988. 

Exh ib i t  6-1 displays: (1) t h e  actual rates o f  in terest  received on state 
deposits d u r i n g  f iscal years 1983 th rough  1988; (2) t h e  average secondary 
market  ra te  f o r  t h ree  month Treasury  b i l l s  calculated t o  correspond w i th  t h e  
State's f iscal cyc le ( Ju l y  1 t o  June 30); ( 3 )  t h e  minimum f loor  based on t h e  
90-day CD/Treasury b i l l  adjustment formula; and (4)  the  posi t ive o r  negat ive 
d i f fe ren t ia l  between t h e  minimum rate guaranteed b y  BOH and t h e  actual ra te  
of in te res t  (overal l  average) earned by t h e  State d u r i n g  t h e  same f iscal 
per iod .  

As t h e  data indicate, t h e  minimum f loor  guaranteed b y  BOH exceeded t h e  
actual rate o f  in terest  received b y  t h e  State d u r i n g  f o u r  o u t  o f  t h e  six f iscal 
years reviewed i n  t h e  exh ib i t .  D u r i n g  1983 and 1986, however, t h e  minimum 
guaranteed ra te  fel l  below t h e  overa l l  average ra te  actual ly earned b y  t h e  
State d u r i n g  those f iscal years.  While a h igher  ra te  o f  in terest  could have 
been o f fe red  by BOH d u r i n g  those fiscal years, t h i s  is not  guaranteed, as 
t h e  minimum f loor  on ly  guarantees t h a t  t h e  rate wi l l  not  fal l  below t h e  
CD/Treasury  b i l l  adjustment rate. 

B y  def in i t ion,  t h e  103 percent  adjustment rate is t ied  t o  t h e  preva i l ing  
market  ra te  of T reasu ry  b i l l s  on t h e  secondary market .  D u r i n g  f iscal year  
1984, when t h e  rates f o r  Treasury  b i l ls  were re lat ive ly  high, t h e  in te res t  
spread between t h e  minimum f loor  and  t h e  actual ra te  of in te res t  received b y  
t h e  State was substant ia l .  However, d u r i n g  periods such as fiscal years 1983 
and 1986 when t h e  average CD rates exceeded t h a t  of T reasu ry  b i l l s  b y  a 



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 Pear Year Year Year 
1983 1984 1985 1986 1987 1988 

Return on investment' 9.04% 8 . 7 1 5  9 .09% 7 . 2 7 1  5 . 5 3 1  5 .70% 

Average treasury bill 
rate (July to ~une)' 8 .43% 9.23% 8.69% 6 . 8 3 4  5 .54% 6.01% 

Bank of Hawaii 103% CD 
equivalent adjustment 
rate estimate3 8.90:i 9 .739  9.15% 7.16% 5 .79% 6.28% 

Differential between 
actual earnings and 
proposed rate - . I 4  +1.02 + . 0 6  - . I 1  + . 2 6  t . 5 8  

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 equivalent adjustment formula: 

360 days x T .  Bill rate x 163% 
360 days - (T. Bill rate x 90 days) 
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re lat ive ly  la rge  margin, t h e  minimum f loor  fe l l  sho r t  of be ing  ou tward ly  
benef ic ial .  

A l though t h e  promise of h igher  yields is an obvious incent ive, i t  is 
d i f f i c u l t  t o  determine t h e  ex ten t  t o  which addit ional r i sks  should be  assumed 
i n  o r d e r  t o  earn addit ional p ro f i t s .  Obviously,  t h e  be t te r  t h e  of fer ,  t h e  
greater  t h e  temptat ion. However, i n  l i gh t  of t h e  fac t  t h a t  t h e  in terest  rate 
advantage of t h e  proposed program d u r i n g  t h e  f o u r  f iscal per iods i n  which 
the re  was any  measurable advantage a t  all, was approximately 48 basis 
po in ts - -about  one-half of one pe rcen t - - t he  benef i t  o f  t a k i n g  on t h e  addit ional 
r i sks  o f  consumer o r  commercial loans as collaterai i s  quest ionable. Indeed, 
t h e  estimated BOH minimum f loor  t h a t  would have been o f fe red  t o  t h e  State i n  
f iscai year  1987 (a t  5.79 percent)  would have fal len f a r  sho r t  of t h e  average 
7.27 percent  earned b y  t h e  eleven western state treasuries, u t i l i z ing  
re lat ive ly  convent ional inst ruments as collateral (Exh ib i t  3-1). 

A second major concern of t h e  Department i n  evaluat ing any  potent ial  
asset o r  secur i ty  as collateral is t h e  l i qu id i t y  o f  t h e  ins t rument .  As noted 
earl ier, t h e  marketabi l i ty  o f  a secur i ty  on t h e  secondary market  is o f  pr ime 
concern t o  any pub l ic  deposi tor .  H igh  l i qu id i t y  ensures t h a t  secur i ty  can be  
sold immediately w i thout  substant ial  losses i n  value and t h a t  t h e  secur i ty  can 
be  readi ly  conver ted in to  cash. 

Unsecur i t ized consumer o r  commercial loans are  not  reg is te red securi t ies. 
Securit ies are  l i qu id  and tradeable whi le most loans a r e  not .  T h e  BOH 
prospectus i t se l f  concedes that :  "There  i s  no  act ive secondary market f o r  
commercial loans."24 The  prospectus cont inues: " T h e  ab i l i t y  of pub l ic  
depositors t o  l iqu idate th i s  collateral is based on t h e  character  of those loans 
( sho r t  matur i ty ,  h igh  qual i ty ,  f loat ing r a t e ) . " 2 5  Regardless o f  t h e  qua l i t y  o f  
t h e  loans, t h e  presence o f  an established market  consis t ing of w i l l ing  buyers  
is essential t o  t h e  sale of these assets. Without a market  f o r  assets of t h i s  
nature,  t h e  State may become t h e  owner of t h e  loans, hav ing  t o  collect 
payments on t h e i r  outstanding balances un t i l  t hey  mature--a si tuat ion t h e  
Department would wish t o  avoid. 

Given t h e  fac t  t ha t  as much as 50 percent  of t h e  State's deposits w i th  
BOH would be  subject to  collateralization b y  assets o f  t h i s  nature,  the  State's 
por t fo l io  may consist  of loans i n  amounts exceeding $300 mi l l ion .z6  I n  t h e  
event  o f  a default ,  t h e  chances o f  t h e  Department immediately locat ing a 
b u y e r  tha t  would convenient ly purchase assets of t h i s  size o f f  t h e  books o f  
t h e  State is questionable. 

The  t h i r d  major concern of t h e  Department is t h e  use of Hawaiian T r u s t  
Company as t h e  custodian of collateral pledged t o  t h e  State. A cardinal ru le  
among all pub l ic  depositors requ i r i ng  deposit  collateralization is t h a t  securi t ies 
pledged as collateral should b e  segregated and  physicai iy  piaced i n  t h e  
custody of an independent t h i r d  p a r t y  f o r  safekeeping. T h e  rationale behind 
t h i s  pract ice is t o  ensure tha t  t h e  collateral is independent ly  control led, and 
tha t  i f  t h e  need t o  l iqu idate t h e  securi t ies arises, problems re lat ing t o  t i t l e  o r  
ownership would be  avoided. C u r r e n t l y ,  collateral securi t ies pledged t o  t h e  
State by local depositories are placed i n  the  custody o f  banks o r  t rustees 
located on t h e  mainland." T h e  problem perceived b y  t h e  Department under  
t h e  BOH arrangement i s  t ha t  Hawaiian T r u s t  Company is a subsid iary of t h e  
Bank of Hawaii. A i thougk Hawaiian Trus t  Company wauld be obl igated t o  
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func t ion  i n  a capacity as an independent t rus tee  i n  any  defaul t  proceeding o f  
t h e  BOH, t h e  Department feels t ha t  t h i s  close relat ionship may present  an 
unnecessary conf l i c t .  '' 

Other  concerns may inc lude t h e  addit ional wo rk  hours  t h a t  would be  
requ i red  on t h e  p a r t  o f  t h e  Department t o  evaluate and monitor t h e  pool o f  
pledged loans. Un l ike  convent ional bonds o r  b i l l s  o f  t h e  government  which 
appreciate i n  value as they  mature, consumer loans are constant ly  be ing  paid 
o f f .  While it would be  t h e  bank 's  responsib i l i ty  t o  maintain t h e  p rope r  
col lateral  balance and eliminate loans as they  de fau l t  or mature, t h e  
d imin ish ing value o f  these assets ( inc lud ing  securi t ized assets such as CARS, 
CARDS, and CMOS) complicates t h e  pub l ic  depositor 's ab i l i t y  t o  independent ly  
v e r i f y  t h e  actual value o f  t h e  pool o f  assets pledged as  col lateral .  Without a 
d i rec t  access computerized system o f  collateral monitor ing, i t  may be d i f f i cu l t  
f o r  t h e  Department t o  determine t h e  actual status of t h e  collateral pool (and 
there fore  t h e  actual value o f  t h e  collateral i tse l f )  a t  any g iven po in t  i n  
t ime." 

CARS and CARDS as Col lateral  f o r  State Deposits 

Asset-backed securi t izat ion is an emerging i ndus t r y .  !t is no t  
surpr is ing ,  therefore,  t ha t  state t reasurers  c u r r e n t l y  remain skept ical  o r  
undecided as to t h e  appropriateness of accepting these inst ruments as 
col lateral .  A second concern may be  tha t  such securi t ies may not  be legally 
acceptable as collateral unless author ized b y  t h e  legis lature of t h e  state. 
Among t h e  states surveyed i n  t h i s  s tudy ,  on ly  one state--New Mexico--noted 
t h a t  these inst ruments were being ser iously  considered as collateral f o r  state 
deposits. As indicated i n  t h e  su rvey ,  however, t h e  New Mexico State 
Legis lature has thus  f a r  rejected each b i d  t o  author ize these securi t ies as 
~ o l l a t e r a l . ~ ~  T h e  use o f  CARS and CARDS as  collateral f o r  State deposits i n  
Hawaii would be  unprecedented among t h e  states contacted i n  t h i s  s tudy .  
While t h e  market  out look f o r  receivable-related securi t ies may seem promising, 
t h e  i n d u s t r y  is s t i l l  i n  i t s  in fancy,  and w i thout  a record t o  evaluate the  
performance o f  these securi t ies as inst ruments o f  collateral f o r  pub l ic  
deposits, it is d i f f i cu l t  t o  develop a determinat ion as t o  t h e  re l iab i l i t y  o f  these 
inst ruments.  Without a record o f  performance as legit imate inst ruments o f  
col lateral  i n  t h e  pub l i c  sector, t h e  on ly  a l ternat ive i s  t o  evaluate these 
securi t ies i n  terms o f  t h e  r i sks  t h e y  pose t o  investors.  National securi t ies 
ra t i ng  services such as Moody's investment  Services, I nc .  and Standard and 
Poor's Corporat ion (SGP) p lay an important  role i n  developing t h e  market 's 
percept ion regard ing  any par t i cu la r  investment vehicle. The  s t r u c t u r e  o f  
asset-backed securi t ies, which are  backed b y  pools o f  loans w i t h  l i t t l e  o r  no 
reliance on t h e  issuer's own credi t ,  is so complex tha t  investors r e l y  heavi ly 
on  t h e  r a t i n g  f i rms '  s c r u t i n y .  

As noted earl ier,  t h e  y ie ld  spread of receivable-related securi t ies f o r  
investors is of ten a pr inc ipa l  fac tor  beh ind  t h e i r  decision t o  select these 
investment vehicles ove r  convent ional government securi t ies. Without t h e  
" f u l l  f a i t h  and c red i t "  assurance of t h e  government, however, securi t ies such 
as corporate bonds and receivable-related securi t ies r e l y  heavi ly  on good 
ra t ings  issued b y  Moody's and SGP t o  def ine t h e  market  out look f o r  these 
securi t ies. A h igh  ra t i ng  i s  o f ten essential t o  t h e  success of t h e  issue, whi le 
a iow ra t i ng  b y  ei ther  SCP o r  Moody's m a y  spell t roub le  for t h e  secur i ty  in 



COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS 

t h e  market .  While ra t i ng  f i rms have not always been i nv i t ed  t o  rate and 
examine cer ta in issues o f  asset-backed securit ies, f i rms such as Moody's have 
chosen t o  rate these securi t ies w i thout  the  issuer 's cooperation. Moody's 
contends t h a t  several points  o f  v iew may be  necessary t o  judge accurately t h e  
qua l i t y  o f  a f i rm 's  o f fe r ings . "  

A l though the re  are  v e r y  few "AAA"  ra ted  banks i n  t h e  Uni ted States, 
asset-backed securi t ies of ten achieve "AAA"  ra t ings  b y  tack ing  on a whole 
web o f  t h i r d - p a r t y  c red i t  enhancementsn--often t h r o u g h  fore ign banks and 
insurance companies--such as t h e  Union Bank o f  Switzer land's $60 mil l ion 
l e t t e r  of c red i t  guarantee t o  enhance Bank of America's 1986 c red i t  card-  
backed o f fe r i ng . "  Asset-backed securi t ies need t h i r d - p a r t y  suppor t  because 
most investors f i n d  i t  d i f f i c u l t  t o  determine t h e  re l iab i l i t y  of t h e  pool of c red i t  
c a r d  b i l l ings  o r  auto loans held b y  indiv iduals suppor t i ng  t h e  s e c u r i t y . 3 5  As 
noted earl ier,  these c red i t  guarantees can come i n  t h e  fo rm o f  insurance 
policies, o v e r  collateralization, or ,  most commonly, " le t ters o f  c red i t "  (LOC) 
which general ly cost half  t h e  p r i ce  of an insurance p o l i c y . 3 6  

While c red i t  enhancement o f  securi t ies t h r o u g h  LOCs and insurance 
policies are  legit imate means of p ro tec t ing  t h e  investor 's  in terests,  caution has 
been advised on re l y ing  en t i re l y  upon t h e  ra t ings  awarded t o  these securit ies 
and  t h e  guarantors themselves. Both  t h e  Wall St reet  Journa l3 '  and Owen 
Carney, d i rec to r  of t h e  Comptrol ler of Cur rency 's  Investment Securit ies 
Div is ion i n  t h e  Un i ted  States T reasu ry "  warned t h a t  an LOC guarantee is 
on l y  as stable as t h e  p a r t y  issuing t h e  guarantee. I n  many cases, according 
t o  Moody's, t h e  secur i ty 's  r a t i n g  is " s t rong ly "  dependent on t h e  ra t i ng  of t h e  
g u a r a n t ~ r . ' ~  According t o  M r .  Carney, " i f  t h e  guarantor  fai ls,  so does t h e  
guarantee". Indeed, a f i r m  i n  jeopardy wi l l  o f ten f i n d  it d i f f i c u l t  t o  l i ve  u p  
t o  i t s  promise t o  f u l l y  suppor t  t h e  secu r i t y .  l o  

Such was t h e  case i n  Augus t  of 1988, when Moody's placed almost $14 
b i l l ion  o f  asset- and  mortgage-backed securi t ies on watch because t h e  
guarantor 's  condit ion was i n  jeopardy."  When t h e  ra t i ng  o f  t h e  t h i r d  par ty  
guarantor  is i n  jeopardy, t h e  securi t ies'  ra t ings  are  also i n  danger .  Moody's 
decision t o  reconsider t h e  ra t ings  o f  securi t ies guaranteed by cer ta in banks 
was b r o u g h t  on b y  t h e i r  g row ing  concern over  t h e  heavy " th i rd -wor ld "  deb t  
loads threatening t h e  s tab i l i t y  o f  t h e  pa r t i cu la r  i n ~ t i t u t i o n s . ' ~  

Clearly,  a l though asset-backed securi t ies are general ly rated h ighly ,  
caut ion should be  exercised i n  j udg ing  t h e  f u l l  qua l i t y  of any par t i cu la r  
issue. Un l ike  government securit ies, t h e  s t ruc tures  o f  these instruments are  
extremely complex, and  any  fa i lu re  w i th in  t h e  network o f  t h e  s t ruc tu re  can 
cause i ts  collapse. According t o  Moody's, t h e  complexity o f  asset-backed 
technology has resul ted in  a si tuat ion wherein " investors are exposed t o  r i s k  
f rom areas they  may not  e ~ p e c t " . ' ~  The  Wall St reet  Journal  f u r t h e r  warns 
t h a t  " investors who fa i l  t o  understand t h e  subt le  r i sks  of t h e  new securi t ies 
could su f fe r  unexpected losses, as happened w i t h  mortgage-backed notes 
when rates fe l l  and homeowners repaid much fas ter  than expected." 

A concern tha t  is of ten expressed w i th  rega rd  t o  most asset-backed 
secu r i t y  issues is the uniqueness o f  each issue and  t h e  l imited geographic o r  
economic base o f  t h e  ind iv idua l  issue's c red i t  ca rd  o r  auto loan pool. A 
disadvantage of inves t ing  i n  asset-backed securi t ies as well as whole 
mortgages is t ha t  t hey  are  not  homogenous commodities, and are, therefore, 



EVALUATION OF COLLATERALIZATION ALTERNATIVES 

less marketable than convent ional government securi t ies. Due t o  t h e  
uniqueness of t h e  terms of each pool o f  assets and t h e  complexity of t h e  
assets secur ing  it, asset-backed issues are of ten no t  uni form. These 
securi t ies are  regulated essent ial ly by state and local laws t h a t  v a r y  
considerably and are  parochial--an isolated down tu rn  i n  a local area's economy 
may af fect  them ~ h a r p l y . " ~  The  natura l  tendency o f  a bank secur i t iz ing a 
pool o f  receivables is t o  use i t s  own receivables as the  assets o f  t h e  pool. 
Accord ing  t o  M r .  Carney o f  t h e  Of f ice of t h e  Uni ted States Comptrol ler o f  
Cur rency ,  a major defaul t  experience i n  t h e  org ina t ing  state o f  an issue may 
ser iously  af fect  t h e  qua l i t y  o f  t h e  issue. I f  an economic catastrophe i n  a 
local area leads t o  loan payment defaults i n  excess of t h e  "worst-case defaul t  
scenario" guaranteed under  t h e  LOC, t h e  investor 's  in terests may be  
t h r e a t e n e d . " W r .  Carney contended tha t  perhaps t h e  on ly  CARS issues 
hav ing  a national base o f  auto loans w i th in  i t s  pools are t h e  securi t ies o f fe red  
b y  GMAC." Regulators contend tha t  t h i s  exposure is necessary t o  
compensate f o r  regional o r  local d isasters i n  t h e  economy. 

I n  terms o f  t h e  overa l l  investment p i c tu re  f o r  asset-backed securit ies, 
t h e  f u t u r e  remains promis ing.  As reviewed i n  t h e  prev ious  chapter, 
substant ia l  benef i ts may be  realized b y  cer ta in sectors o f  t h e  economy. 
However, due t o  t h e  l ikel ihood o f  possible repercussions t o  t h e  economy i n  
b r i n g i n g  about such a tremendous r e s t r u c t u r i n g  of t h e  c u r r e n t  system o f  
bank  lending and c red i t  securi t izat ion, government,  as well as investors and 
ra t i ng  agencies, have been keeping a close watch on t h e  emerging i n d u s t r y .  
T h e  In te rna l  Revenue Service, t h e  Federal Reserve System, and t h e  
Securi t ies and Exchange Commission have expressed t h e  need t o  address 
cer ta in  aspects o f  t h e  i n d u s t r y .  

Addi t ional ly ,  whi le r a t i n g  agencies such as Standard and  Poor's have 
issued h igh  ra t ings  on cer ta in issues o f  CARS and CARDS, they  also have 
expressed t h e i r  concerns. S&P noted i n  March of 1988, tha t  a l though t h e  
auto-backed securi t ies i n d u s t r y ' s  net losses i n  relat ion t o  "average 
outstandings"  i e  t h e  average amount o f  t ha t  t y p e  o f  secur i ty  which is on 
t h e  market  at any g iven time) have been under  0.5 percent  f o r  t h e  last f i v e  
years, several factors could cause losses t o  be  s ign i f i can t ly  g rea ter  in  a 
secur i t ized pool o f  auto assets. S&P warned t h a t : " 8  

Actual  losses may be understated s ince  many p o r t f o l i o s  have grown 
r a p i d l y  i n  the  l a s t  few years. The average outstandings would 
the re fo re  be h igher  than appropr iate.  

Recent economic performance has been r e l a t i v e l y  good, but  S&P 
expects s i g n i f i c a n t l y  g rea ter  frequency o f  d e f a u l t  i f  a recession 
occars w i t h i n  the  next  few years. 

. Incen t i ve  f inanc ing  programs by capt ive  f inance companies and 

manufacturers' rebates t o  s e l l  cars have caused used car p r i ces  t o  
dec l ine .  This t rend  may cont inue and w i l l  a f f e c t  the  resa le  value 
o f  vehic les whose owners d e f a u l t  on t h e i r  ioans o r  leases. 

Rapid growth may t e s t  t h e  resources and con t ro l s  o f  many serv icers ,  
r e s u l t i n g  i n  less e f f e c t i v e  c o l l e c t i o n  e f f o r t s  and increased losses. 
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The industry has become very competitive so underwriters of auto 
loans and leases may be pressured t o  accept marginal credi t  i n  order 
t o  maintain or increase market share. 

A final concern regarding the  asset-backed securities industry is the  
fact t h a t  these instruments a re  very new. I n  an interview w i t h  The Bankers 
Magazine, in  March 1988, 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: 5 0  

Given the newness of the  instruments, neither regulators nor 
ra t ing agencies nor potent ia l  guarantors are exacrly sure which 
rules should be followed. There are a lso legal and regulatory 
constra ints .  Congress and regulators have t o  take some proactive 
steps t o  create an environment tha t  w i l l  shape the development of 
securit ized credi t  in to  a sounder system. For instance, the kind of 
regulation tha t  is needed t o  make t h e  securit ized c red i t  system work 
i s  regulation t o  ensure tha t  part icipants make, and are provided 
with, f u l l  disclosure of information; t ha t  only comperent players 
par t i c ipa te ;  tha t  contracts are effect ive;  t ha t  reserves and capi ta l  
are adequate for the r i sk  taken; that  there is  no fraud; and that  
the  information disclosed i s  accurate. 

While the  market for asset-backed securities has expanded dramatically in  
recent years,  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 States 
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 a re  remote. 5 1  According to the  office of Senator Shelby, the  
measure will be reintroduced during the 1989 session of Congress for fur ther  
consideration. 5 2  

I n  brief, S .  2017, as introduced, would: 

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

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; 

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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Allow asset-backed pass- through securities to  qualify, a s  mortgage- 
backed pass - th rough  securi t ies  now qualify, fo r  shelf registration 
unde r  t h e  Securi t ies  and  Exchange Commission's Rule 415 whereby 
i ssuers  can minimize t h e  red t ape  when they  want t o  sell a  series of 
securi t ies  offer ings o r  sell them quickly when market conditions a r e  
favorable without having t o  undergo  t h e  lengthy registration 
process again and  again;  

Allow commercial banks  g rea t e r  cer tainty a s  to  when they  can sell 
off loans with recourse  back t o  t h e  bank t o  cover  potential losses 
on loans in such  securi t ies  to  institutional investors  o r  securities 
firms for  resale without having t o  incur  excessive reserve  
requirements aga ins t  such  potential liabilities; and  

Preempt s t a t e  legal investment s t a tu t e s  to  allow asset-backed 
securi t ies  t o  qualify as  legal investments fo r  s ta te -char te red  savings 
institutions, commercial banks ,  pension f u n d s ,  and  insurance 
companies. 

Of part icular  importance is t h e  concern s ta ted  in item ( 6 ) .  Due in  p a r t  
to  t h e  f ac t  t h a t  t h e  receivables-related indus t ry  has just  recently emerged, 
s t a t e  investment s t a tu t e s  present ly  fail t o  addres s  t h e  issue of t h e  asse t -  
backed securi t ies  market .  T h e  Congressional Record of t h e  United States  
Senate  dated February  1 ,  1988, outlines th is  issue as   follow^:^' 

Keceivabie-related s e c u r i t i e s  rece ive  l e s s  favorable t reatment  
than corporate  bonds and mortgage-backed s e c u r i t i e s  under so -ca l l ed  
s t a t e  l ega l  investment s t a t u t e s  which r e s t r i c t  t h e  types of 
investments which s t a t e  regulated o r  s t a t e  chartered e n t i t i e s  such 
as  banks, savings and loan a s soc ia t ions ,  t r u s t  funds, employee 
pension systems and insurance companies may make. As a  r e s u l t  t h e  
market f o r  r ece ivab le - r e l a t ed  s e c u r i t i e s  i s  l imi ted .  

S t a t e  l ega l  investment s t a t u t e s  usual ly  au thor ize  s t a t e  
regulated o r  char te red  e n t i t i e s  t o  inves t  i n  i n t e r e s t  bearing 
ob l iga t ions  of corporat ions such as  corporate  bonds, provided 
c e r t a i n  condit ions a r e  met. While these  condit ions d i f f e r  from 
s t a t e  t o  s t a t e  they t y p i c a l l y  requi re  t h e  obl igor  on t h e  bonds t o  be 
a  corporat ion char te red  under t h e  laws of t h e  Lnited S t a t e s  or  one 
of  t h e  s t a t e s  and t h a t  e i t h e r :  ( a )  t h e  obl igor  on t h e  bonds meet 
c e r t a i n  f i n a n c i a l  s tandards  such as an earnings t e s t ;  o r  ( b j  t h e  
bonds be r a t ed  i n  one of the  four highest  investment grades by a  
na t iona i ly  recognized r a t i n g  organizat ion such as Standard and 
Poors . 

Such iega l  investment s t a t u t e s  with few exceptions do not 
s p e c i f i c a l l y  au thor ize  invesrment i n  rece ivable- re la ted  s e c u r i t i e s .  
Receivable-related s e c u r i t i e s  of ten  do not qua l i fy  as corporate  debt 
ob l iga t ions  because t h e  obl igors  on the  receivables  a re  indiv iduals  
(such as  would be t h e  case with automobile loan r ece ivab les j  r a t h e r  
than corporat ions (such as  with t r a d e  rece ivables)  and because t h e  
r e a l  issue.r of t h e  s e c u r i t i e s  is a t r u s t  which is n e i t h e r  an obl lgor  
nor a corporat ion and t h e  nominal i s sue r  of t h e  s e c u r i t i e s  i s  not an 
obligor ihereon. In  other cases spec ia l  purpose f inancing 
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c o r p o r a t i o n s  s e t  up t o  i s s u e  t h e  s e c u r i t i e s  have no ea rn ings  h i s t o r y  
and,  t h u s ,  do n o t  meet t h e  e a r n i n g s  t e s t .  

Author i ty  t o  i n v e s t  i n  r e c e i v a b l e - r e l a t e d  s e c u r i t i e s  must be 
found i f  a t  a l l  i n  p r o v i s i o n s  a u t h o r i z i n g  inves tments  i n  r e c e i v a b l e s  
themselves .  

A s  a  r e s u l t  of  t h i s  d i s p a r a t e  t r e a t m e n t  t h e r e  a r e  many 
i n s t a n c e s  where a  s t a t e  r e g u l a t e d  o r  s t a t e  c h a r t e r e d  e n t i t y  such a s  
an insurance  company may i n v e s t  i n  c o r p o r a t e  bonds o r  r e c e i v a b l e s  
themselves  bu t  may n o t  i n v e s t  i n  r e c e i v a b l e - r e l a t e d  s e c u r i t i e s  
having an equa l  o r  s i g n i f i c a n t l y  b e t t e r  investment  g rade  r a t i n g .  

The b i l l  vould  preempt s t a t e  l e g a l  investment  laws s o  t h a t  
c e r t a i n  r e c e i v a b l e - r e l a t e d  s e c u r i t i e s  r a t e d  investment  g rade  could 
be  purchased by s t a t e  r e g u l a t e d  e n t i t i e s  t o  t h e  same e x t e n t  a s  i f  
t h e y  were f e d e r a l  government s e c u r i t i e s .  Any s t a t e  could enac t  a  
s t a t u t e  w i t h i n  seven y e a r s  a f t e r  enactment p r o h i b i t i n g  o r  l i m i t i n g  
t h i s  a u t h o r i t y .  T h i s  l e g i s l a t i o n  would a l low a  s t a t e  r e g u l a t e d  o r  
c h a r t e r e d  e n t i t y  t o  i n v e s t  through a  r e c e i v a b l e  r e l a t e d  s e c u r i t y  i n  
a  r e c e i v a b l e  n o t  p e r m i t t e d  under s t a t e  law f o r  t h e  e n t i t y  t o  i n v e s t  
i n .  

While t h e  appl icabi l i ty  of t h e  aforement ioned problem t o  a n y  p a r t i c u l a r  
s t a t e  is obviously  c o n t i n g e n t  upon t h e  r e g u i a t o r y  a n d  d i s c r e t i o n a r y  capaci t ies  
of t h e  s t a t e - c h a r t e r e d  e n t i t y  r e g u l a t o r s  of  t h e  ju r i sd ic t ion ,  concern  
a p p a r e n t l y  e x i s t s  in C o n g r e s s  with r e g a r d  t o  t h e  national outlook of t h e  
rece ivab les - re la ted  i n d u s t r y .  A s  s t a t e d  e a r l i e r ,  most s t a t e  inves tment  
s t a t u t e s  c u r r e n t l y  a r e  silent on t h e  i s s u e  of w h e t h e r  o r  not a s s e t - b a c k e d  
s e c u r i t i e s  fall within t h e  s c o p e  of e l ig ible  i n v e s t m e n t s  c u r r e n t l y  permiss ible  
f o r  s t a t e - c h a r t e r e d  ins t i tu t ions .  Al though inves tment  in  a s s e t - b a c k e d  
s e c u r i t i e s  may not  b e  specifically p r o h i b i t e d ,  p rov i s ions  specifically permit t ing 
s u c h  inves tments  a r e  a l so  g e n e r a l l y  a b s e n t .  National legislation c lar i fying 
t h i s  m a t t e r  may eliminate t h e  ambigui ty  t h a t  p r e s e n t l y  e x i s t s  among t h e  
s t a t e s .  

While rece ivab le - re la ted  s e c u r i t i e s  a r e  not  p r e s e n t l y  a d d r e s s e d  in  t h e  
S t a t e ' s  s t a t u t e s  ou t l in ing  t h e  legal inves tment  op t ions  of s t a t e - c h a r t e r e d  
ins t i tu t ions  in Hawaii, sect ion 403-47.1. Hawaii Revised S t a t u t e s ,  of t h e  
Hawaii Bank A c t  of 1931, p r o v i d e s  "wild c a r d "  a u t h o r i t y  t o  a n y  s t a t e -  
c h a r t e r e d  b a n k  t o  func t ion  a s  a  national b a n k .  T h e  sect ion p r o v i d e s  t h a t :  

With t h e  consent  of t h e  commissioner (of f i n a n c i a l  
i n s t i t u t i o n s j ,  every bank organ ized  under t h e  laws of t h e  S t a t e  
s h a l l  have t h e  power t o  and may engage i n  any a c t i v i t y  o r  b u s i n e s s  
and a c q u i r e ,  hold  and d i s p o s e  o f  any p r o p e r t y  o r  i n t e r e s t  a s  and t o  
t h e  same e x t e n t  it would, a t  t h e  t i m e ,  be  s o  a u t h o r i z e d  by f e d e r a l  
l e g i s l a t i o n  o r  r e g u l a t i o n  i f  i t  were a  n a t i o n a l  Sank. 
( P a r e n t h e t i c a l  m a t e r i a l  added . )  

Based o n  t h e  f a c t  t h a t  r ece ivab le - re la ted  s e c u r i t i e s  s u c h  a s  CARS a n d  
CARDS a r e  included in  t h e  portfolios of national b a n k s ,  Hawaii's s t a t e -  
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char te red banks contend t h a t  these inst ruments fa l l  w i th in  t h e  scope o f  
Hawaii's law. A l though t h e  State's so-called "wi ld  card"  prov is ion may indeed 
p rov ide  Hawaii's s tate-char tered banks w i th  t h e  au tho r i t y  and f l ex ib i l i t y  t o  
inves t  i n  t h i s  class o f  securi t ies, a problem may exis t  i n  o ther  states where 
such au tho r i t y  may not  ex is t .  While t h i s  is a rguab ly  a simple technical i ty  i n  
t h e  language o f  t h e  laws of each state, t h e  issue, as stated i n  t h e  
Congressional Record, is t h a t  " the  market  f o r  receivable-related securi t ies is 
l imited".  " Given t h e  fac t  t ha t  a major considerat ion of t h e  State in 
determin ing t h e  qua l i t y  o f  any pa r t i cu la r  inst rument  as collateral is t h e  
marketabi l i ty  o f  t h e  secur i ty ,  and tha t  banks and o ther  s tate-char tered 
ins t i tu t ions  i n  o the r  states may be  an important  ou t le t  f o r  t h e  l iquidat ion o f  
such securit ies, t h e  presence o f  t h i s  ambigui ty  i n  o ther  states should be a 
cause f o r  concern. While t h e  market f o r  CARS and CARDS is admittedly 
large and expanding,  t h e  quest ion as t o  whether o r  no t  s tate-char tered 
ins t i tu t ions  i n  o the r  areas o f  t h e  coun t r y  a re  legal ly permit ted, under  t h e i r  
statutes, t o  inves t  i n  these inst ruments should be  addressed p r i o r  t o  t h e  
acceptance of these securi t ies as col lateral .  I n  estimating o r  j udg ing  t h e  
l i qu id i t y  o f  any pa r t i cu la r  inst rument  as collateral, t h e  broadest possible 
market  should be  an obvious precondi t ion.  The  elimination o f  t h i s  ambiguity 
e ,  passage of a nat ional exemption) may elevate the  status and l i qu id i t y  of 
CARS and CARDS securi t ies t o  a po in t  beyond i ts  c u r r e n t  posit ion i n  t h e  
marketplace. 

CMOs and REMlCs as Col lateral  f o r  State Deposits 

As noted i n  t h e  fo l low-up s u r v e y  of t h e  eleven western state treasuries, 
two states c u r r e n t l y  permi t  deposi tory ins t i tu t ions  t o  pledge CMOS as 
collateral f o r  pub l ic  deposits.  REMICs, a h y b r i d  of CMOs, c u r r e n t l y  are not  
accepted i n  t h e  states surveyed.  

Al though CMOS have been on t h e  market  since 1983, examples o f  t h e i r  
acceptance as col lateral  f o r  pub l ic  deposits a re  s t i l l  l imited. A general lack o f  
fami l iar i ty  w i th  t h e  complex s t r u c t u r e  o f  the  inst rument  b y  t reasu ry  managers 
and t h e i r  overwhelming preference f o r  t h e  use o f  government securi t ies as 
collateral has res t r i c ted  i t s  use i n  t h i s  area. Fu r the r ,  national organizations 
such as t h e  Government Finance Of f icer 's  Association (GFOA) remain skept ical  
as t o  t h e  su i tab i l i t y  o f  these inst ruments as col lateral .  

Exh ib i t  6-2 shows t h e  GFOA's suggested collateralization rat ios f o r  
securi t ies accepted as col lateral .  As noted i n  t h e  table, CMOs and REMlCs 
are  c u r r e n t l y  considered "experimental" i n  terms o f  i t s  use as collateral f o r  
pub l i c  deposits.  T h e  valuat ion ra t io  suggested f o r  each inst rument  is re lat ive 
t o  t h e  degree o f  r i s k  estimated by the  GFOA. According t o  G i ra rd  Mil ler, 
former d i rec tor  o f  t h e  Technical Services Div is ion o f  t h e  GFOA and t h e  
pr inc ipa l  author  of t h e  ar t i c le  f rom which these data were obtained, t h e  
valuat ion rat ios o f  securi t ies considered "experimental"  ( inc lud ing  CARS and 
CARDS) should begin a t  200 pe rcen t .= ;  Clearly,  whi le CMOs may be gain ing 
some measure of acceptance among state treasuries, exper ts  agree tha t  caut ion 
should be exercised i n  deal ing w i th  these inst ruments.  

B y  v i r t u e  o f  t h e  under l y ing  guarantees of t h e  federal government ( i . e . ,  
FNMA, GNMA, FHLMC), CMOs are  not viewed as pa r t i cu la r l y  r i s k y .  Federal 
agency issued CMOS are  collateralized by mortgages w i th  t h e  agency's 



Exhibit 6-2 

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

The following percentages constitute the 
minimum market value for collateran instruments 
that are pledged for public deposits (and ac- 
cumulated Interest thereon), under a program In 
which coilateral is revalued and adjustea monthly 

Collateral Ratio 
(market vstuadlvlded 

by dspo*nplua 
Form of Collatsral Pledged B C C I U ~ ~  Intarsat) 

1. US. Treasury Biils and Treasury 
Notes1Bonds 
a. maturing with~n one year 102% 
b. maturing in 1-5 years 105% 
c. maturmg in rnorerhan 5 years 110% 
d, zero-coupon Treasury secunties 

(STRIPS, etc.) with matunties 
exceeding 10 years 120% 

2. Acbvely traded US. Government Agency 
secursties 
a. maturing in less than 1 year 103% 
b, maturing in 1-5 years 107% 
c, maturlng in more than 5 years 115% 

3. U.S. Agency vanable-rate securities 103% 

4. GNMA mortgage pass-through securities 
a. current issues 115% 
b. older issues 120% 
C. I S S U ~ S  for whtch prices are not quotes 125% 

Lower ratios would be  approDrtate for collateral 
systems that mark-to-market more frequently, and 
higher ratios are necessary if coliatera! is adjusted 
less trequently 

Collateral Ratio 
(msrketvaluedhrided 

by deposnpius 
Form of Collateral Pledged acsrued intareat) 

5. Other federal agency or morigage pass- 
mrough securities 125% 

6. Local mortgage pools (1) 150% 

7. Collateralized Mortgage Obligations 
CMOS) and Real Estate Moriqaue 
Investment Conduit ~ecunties- - 
(REMICS) Exoerimerta' 021 

8. Munictpal bonds 
a. General obligation bands issued in 

same stare (3) 
(1) matur!ng!n lessthan 1 yea? 102% 
(2) maturlng in 1-5 years 10i% 
(3) maturmg in more than 5 years 110% 

b. Revenue Bonds (4) 
(1) maturing in less than 1 year 105-1 10% 
(2) maturing in 1-5 years 110-120% 
(3) maturing in morethan 5 years 120-1 30?)0 

Bockvalue, not laievalue. should be studied aswell asmarmet 
value ot mmpaiabie mongages or mortgage pools 

(2 )  Mongage secumes such as CMOS and REMICS may no1 
possess the nigh crmn quai!y asslie6 by puotic dsoosnois. l l 
these ietativeiy untested instruments are used lor deposit 
piedging, hgn coliaieiai rauos are iecommenda?, depelding 
o r  'aaars such as manetabiiiy and the exient of federal 
governmen! a n  agency guarartess 

(3) General oblgatw Mnds issued n other states mig*! be 
coltateraitred at higher levels unless :he,$ c.edtt raungr are'ne 
highest grades IAAA or AA) 

14) Lower rated tevenus bonas (A oi  BBB: shouM !x cai- 
tateraitzed at me higher ratios in2ustnal davebpment ieverue 
bonas unless guaranteed by a thim pamy may nor be a a e a  
able due to cisdit quailly High credn ratings snould be 
demanded il such IDBr are plmged ioi coilaterai 

Source : " t Finance Officers Association, 
, May 1 9 8 7 ,  p. 10. 
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guaran tee .  Most  p r i v a t e l y  i ssued  CMOS a r e  co l la tera l ized by p a s s - t h r o u g h  
secur i t i es  r a t h e r  t h a n  conven t iona l  m ~ r t g a g e s . ~ '  In t h o s e  s i tua t ions  w h e r e  
CMOS a r e  co l la te ra l i zed  by conven t iona l  mor tgages  r a t h e r  t h a n  f e d e r a l  agency  
g u a r a n t e e d  m o r t g a g e - b a c k e d  secur i t ies ,  t h e  conven t iona l  mor tgages  a r e  
s u p p o r t e d  by p r i v a t e  i n s u r a n c e  po l ic ies  t h a t  guaran tee  t ime ly  payments  o f  
p r i n c i p a l  a n d  i n t e r e s t  i n  t h e  pool  a n d  p r o v i d e  f o r  a l im i ted  g u a r a n t e e  on 
i n d i v i d u a l  mor tgages  w i t h  loan t o  v a l u e  ra t ios  above  a spec i f i ed  l i m i t . 5 7  
Regard less o f  t h e  t y p e  of col lateral ,  v i r t u a l l y  a l l  CMOS a r e  overco l la te ra l i zed .  

Most CMOS t h a t  t r a d e  a c t i v e l y  a r e  r a t e d  " A A A " .  T h e  r a t i n g  is  u s u a l l y  
p r e d i c a t e d  o n  t h e  q u a l i t y  o f  t h e  col lateral ,  t h e  s t r u c t u r e  o f  t h e  s e c u r i t y ,  t h e  
o r i g i n a t o r ' s  c r e d i t  u n d e r w r i t i n g  s tandards ,  a n d  t h e  s e r v ~ c e r ' s  a b i l i t y  t o  
s e r v i c e  t h e  assets .  

O n e  o f  t h e  c r e d i t  r i s k  f a c t o r s  CMO i n v e s t o r s  shou ld  b e  aware  o f  is  t h e  
per fo rmance  o f  t h e  t r u s t e e .  T h e  competence o f  t h e  t r u s t e e  i s  o f  major 
impor tance  t o  i n v e s t o r s .  T h e  t r u s t e e  m u s t  a l locate payments  t o  t h e  r i g h t  
i nves to rs ;  w h e n  a major e r r o r  o c c u r s  i n  t h e  s t r u c t u r e  it w i l l  b e  i m p o r t a n t  t o  
h a v e  a t r u s t e e  w i t h  "deep p o c k e t s " .  

L i q u i d i t y  r i s k  i s  also a major  cons ide ra t ion  o f  CMO i n v e s t o r s .  Genera l ly ,  
CMOS issued  by f e d e r a l  agencies en joy  t h e  w i d e s t  secondary  marke ts - -GNMA 
g u a r a n t e e d  CMOS a r e  t h e  most l i q u i d .  "AP.AM r a t e d  p r i v a t e  issues have  a 
w ide  marke t ,  however ,  p r i v a t e  issues a r e  o f t e n  p r o p r i e t a r y  p r o d u c t s  issued 
by t r u s t s  set  up by secur i t i es  f i r m s ,  !t i s  un!ikel., ,, t h a t  Salomon B r o t h e r s ,  
f o r  example, w i l l  bid v e r y  en thus ias t i ca l l y  o n  a CMO o r i g i n a t e d  by a r i v a l  
f i r m  such  as F i r s t  Boston C o r p .  5 3  

As  n o t e d  ear l i e r ,  a major  c o n c e r n  o f  i n v e s t o r s  i n  CMOS is  t h e  
p r e p a y m e n t  r i s k  associated w i t h  t h e  u n d e r l y i n g  mor tgages .  A l t h o u g h  t h e  
s t r u c t u r e  o f  CMOS may c u s h i o n  p r e p a y m e n t  r i s k ,  it does n o t  e l iminate  r i s k  
e n t i r e l y .  D u r i n g  p e r i o d s  o f  r a p i d l y  f a l l i n g  ra tes ,  t h e  co l la tera l  u n d e r l y i n g  
t h e  CMO w i l l  p r e p a y  more  r a p i d l y .  D u r i n g  p e r i o d s  o f  h i g h  i n t e r e s t  rates,  
p r i n c i p a l  payments  w i l l  s l o w . 6 1  Pro jec t ions c o n c e r n i n g  a v e r a g e  l i f e  are,  a t  
bes t ,  educa ted  guesses.  L i k e  mor tgage-backed  p a s s - t h r o u g h  secur i t ies ,  
CMOs w i l l  p r e p a y  when  an  i n v e s t o r  does n o t  w a n t  p repayments  a n d  t h e y  w i l l  
n o t  p r e p a y  a t  t h e  t ime most  i n v e s t o r s  w a n t  t h e  p r e ~ a y m e n t . ~ '  

S imi lar  t o  t h e  concern  s t a t e d  i n  t h e  p r e v i o u s  sect ion r e l a t i n g  t o  CARS 
a n d  CARDS, i n v e s t o r s  may accumulate r i s k s  by p u r c h a s i n g  u n u s u a l l y  l a r g e  
h o l d i n g s  o f  CMOS o r i g i n a t i n g  i n  t h e  same g e o g r a p h i c  a r e a . 6 3  Local ized 
economic cond i t i ons  can a d v e r s e l y  a f f e c t  t h e  q u a l i t y  o f  t h e  CMO a n d  t h e  local 
ra tes  o f  p r e p a y m e n t .  I n  add i t i on  t o  concen t ra t ions  associated w i t h  an  issuer 's  
name, t h e  r i s k s  associated w i t h  CMOS s e r v i c e d  o r  g u a r a n t e e d  by a b a n k  o r  
o t h e r  e n t i t y  t h a t  is  k n o w n  t o  b e  h a v i n g  prob lems s h o u l d  b e  recogn ized .  I f  
t h e  t r u s t e e  o f  a n u m b e r  o f  CMO issues i s  k n o w n  t o  b e  f a i l i n g ,  i n s t i t u t i o n a l  
i n v e s t o r s  w i l l  c e r t a i n l y  b e  l e e r y  o f  p u r c h a s i n g  CMOs g u a r a n t e e d  by t h a t  
p a r t i c u l a r  t r u s t e e .  " 

U n l i k e  t h e  asset -backed secur i t i es  i n d u s t r y ,  t h e  mor tgage-backed  
secur i t i es  i n d u s t r y  is  recogn ized  by C o n g r e s s .  in  1984, C o n g r e s s  enac ted  
t h e  Secondary  M o r t g a g e  M a r k e t  Enhancement T h e  A c t  a u t h o r i z e d  
b a n k s  t o  p u r c h a s e  m o r t g a g e - r e l a t e d  secur i t i es  in un l im i ted  amounts p r o v i d e d  
t h a t  t h e  s e c u r i t y  meets t h e  A c t s  ei ig ib i i i t i ;  r e q u i r e m e n t s ,  However ,  wh i te  
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banks are  author ized t o  purchase unl imi ted amounts o f  CMOs, t h e  Of f ice of 
t h e  Un i ted  States Comptrol ler of Cu r rency  advises pa r t i cu la r  caut ion i n  t h i s  
p rac t ice  w i t h  CMOs. L ike  CARS and CARDS, investments i n  CMOs should be 
d ivers i f ied  t o  compensate f o r  local o r  regional r i sks .  

I n  conclusion, due  t o  t h e  complexity o f  CARS, CARDS, CMOs, and 
REMICs, investors as well as government t reasurers  remain hesitant t o  re l y  
on  these inst ruments as rel iable inst ruments of col lateral .  T h e  more complex 
these securi t ies become, t h e  more th ings  need t o  go r i g h t  t o  ensure tha t  an 
inves tor  is protected.  The  more th ings  tha t  need t o  go  r i g h t  a t  t h e  same 
time, t h e  greater  t h e  l ikel ihood t h a t  something unforeseen wi l l  go  wrong.  

Given t h e  fac t  t h a t  consumer o r  commercial loans may p r o v e  t o  be  
impossible t o  value and tha t  t h e y  may be  completely i l l i qu id  on t h e  secondary 
market, t h e  acceptance o f  these assets as "secur i ty "  f o r  pub l ic  deposits would 
seem c o n t r a r y  t o  t h e  i n ten t  and purpose o f  requ i r i ng  collateral securi t ies. 



Chapter  7 

CONCLUSION 

" I ' m  n o t  as concerned w i t h  the  r e t u r n  on my p r i n c i p a l  
as I am w i t h  the  r e t u r n  o f  my p r i n c i p a l . "  

( W i l l  Rogers)' 

House Resolution No. 246 requested t h e  Legislat ive Reference Bureau t o  
s t u d y  and review t h e  State's deposit  collateralization requirements and t o  
determine whether h igher  in te res t  rates could b e  obtained on pub l ic  deposits 
t h r o u g h  t h e  adoption of less s t r i ngen t  collateral s tandards w i thout  
compromising deposit  secur i ty .  H . R .  No. 246 was adopted by t h e  House o f  
Representatives i n  response t o  t h e  cont roversy  which arose over  a 1987 
su rvey  conducted b y  t h e  Department o f  Budget  and Finance which found t h a t  
among the  eleven states par t i c ipa t ing  i n  t h e  s tudy ,  t h e  State o f  Hawaii 
received t h e  lowest ra te  o f  in terest  on pub l ic  deposits placed i n  t ime 
cert i f icates o f  deposit  w i th in  in -s ta te  f inancial  ins t i tu t ions .  T h e  Department 
contended tha t  t h e  lack of competit ion in t h e  pub l ic  f unds  market  in Hawaii 
was t h e  major fac tor  responsible f o r  t h e  low y ie lds.  T h e  bank ing  i n d u s t r y  
contended t h a t  t h e  State's "s t r ingent "  collateralization requirements were t o  
blame. 

The  c u r r e n t  c r is is  o f  t h e  nation's banks and savings and loans i n  cer ta in 
areas o f  the  coun t r y  has b r o u y h t  about a new awareness o f  t h e  importance o f  
p rope r  deposit protect ion i n  t h e  pub l ic  sector.  Banks and S&Ls have fai led 
i n  numbers unparal leled since t h e  Great Depression. Deposit secur i ty ,  which 
has of ten been taken f o r  g ran ted i n  t h e  past, has become an issue o f  t h e  
utmost concern f o r  cash managers a t  al l  levels o f  government.  

Deposit collateralization programs ensure tha t  pub l ic  deposits a r e  
p rope r l y  protected i n  t h e  event  of t h e  collapse o r  defaul t  of a deposi tory 
ins t i tu t ion .  Collateralization requirements general ly  requ i re  inst i tu t ions 
accept ing deposits of pub l i c  f unds  t o  pledge marketable securi t ies t o  t h e  
pub l ic  depositor t o  ensure t h e  f u l l  r e t u r n  o f  t h e  funds  deposited. I n  t h e  
event  o f  a bank fa i lu re  o r  defaul t ,  t h e  depositor can l iqu idate t h e  collateral i n  
t h e  marketplace--hopeful ly i n  a t imely manner and on a do l la r - fo r -do l la r  
basis. Public depositors general ly  p r e f e r  t o  work  w i th  performance-tested, 
h igh l y  l iqu id  investment securi t ies w i th  p roven records o f  re l iab i l i t y  and  
s tab i l i t y  i n  t h e  marketplace. According t o  cash managers i n  t h e  pub l ic  sector 
and most investors i n  general, debt  obl igat ions issued b y  t h e  U.S. T reasu ry  
and t h e  various agencies o f  t h e  federal government a re  considered t o  be  t h e  
safest, the  most marketable, and t h e  most r i s k - f r e e  investments i n  t h e  
investment marketplace. A widely  held belief among investors is t ha t  h igher  
y ie ld ing  securi t ies usual ly  pose greater  r i sks .  Conversely,  h igher  levels o f  
secur i ty  usual ly mean lower earn ings.  While federal  securi t ies as collateral 
p rov ide  h igher  levels o f  secur i ty  f o r  t h e  depositor,  these securi t ies of ten 
resu l t  i n  lower yields f o r  t h e  deposi tory ins t i tu t ion .  Al though h igher  yields 
could be  realized on t h e  acceptance o f  o ther  t ypes  o f  investment securi t ies as 
collateral, most cash managers p r e f e r  t o  work  w i th  convent ional government 
securi t ies. 
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From t h e  perspect ive of t h e  bank ing  i ndus t r y ,  therefore,  collateralization 
requirements are  of ten problematic.  Government securi t ies requ i red  as 
col lateral  o f ten earn less than t h e  depository receives on i t s  loans and other  
investments. Addi t ional ly ,  t h e  reserve posit ion and l i qu id i t y  o f  t h e  
i ns t i t u t i on  may be  affected and i t s  capacity t o  loan may be  diminished. 

Confl icts ove r  t h e  issue o f  deposit  collateralization occur  t h roughou t  t h e  
nat ion. However, i n  l i g h t  of government 's obl igat ion t o  safeguard t h e  funds  
of t h e  publ ic,  deposit  collateralization programs have become t h e  standard 
methodology f o r  deposit  protect ion on all levels o f  government.  On 
February  23, 1987, t h e  Government Finance Of f i cer 's  Association (GFOA) 
Committee on Cash Management adopted a pol icy statement regard ing  
collateralization requirements f o r  pub l ic  deposits. T h e  statement was 
subsequent ly  approved by t h e  association's Execut ive Board. Section 1 of t h e  
pol icy statement reads as fol lows:2 

Safety o f  p u b l i c  funds should be the  foremost o b j e c t i v e  i n  
managing p u b l i c  funds. C o l l a t e r a l i z a t i o n  o f  p u b l i c  deposi ts  through 
p ledg ing  of appropr iate s e c u r i t i e s  i s  t h e  on l y  way t o  f u l l y  
guarantee the  sa fe ty  o f  such deposi ts .  

A d d i t i o n a l l y ,  p u b l i c  e n r i t i e s  should implement programs o f  
prudent r i s k  c o n t r o l .  Such programs could inc lude a formal 
deposi tory r i s k  p o l i c y ,  c r e d i t  ana lys is  and use o f  f u l l y  secured 
investments. 

Statewide c o l l a t e r a l i z a t i o n  programs have genera l l y  proven t o  
be cost  e f fec t i ve  and b e n e f i c i a l  fo r  bo th  t h e  p u b l i c  sec tor  and i t s  
depos i to r ies .  I n  the  absence o f  an e f f e c t i v e  statewide c o l l a t e r a l  
program, l o c a l  o f f i c i a l s  should e s t a b l i s h  and implement 
c o l l a t e r a l i z a t i o n  procedures. 

The  GFOA notes tha t  general statewide programs r e q u i r i n g  100 percent  
deposit  collateralization f o r  pub l ic  deposits are b y  f a r  t h e  most pervasive 
collateralization s t ra tegy  among t h e  states. There  seems t o  be  no recent 
evidence t h a t  "many mainland jur isd ic t ions have decided t o  relax t h e i r  
collateral requirements" o r  t h a t  "some jur isd ic t ions have removed t h e  collateral 
requirement en t i re ly " . '  Instead, i n  l i g h t  o f  t h e  alarming increases i n  bank 
and t h r i f t  fa i lures i n  cer ta in areas o f  t h e  nation, G i r a r d  Mil ler,  formal ly o f  
t h e  GFOA, noted tha t  cash managers th roughout  t h e  c o u n t r y  are evolv ing 
toward  "a more conservat ive approach" i n  t h e  areas o f  deposit  investment and 
protect ion.  Typical ly ,  t h i s  involves t h e  development o f  more s t r i ngen t  
deposi tory c red i t  evaluation standards, t h e  mechanization o f  collateral 
information and moni tor ing systems, and t h e  adoption of s t r i c t  investment and 
collateral securi t ies selection c r i t e r i a .  

While it may seem t h a t  o ther  states have "less s t r i ngen t "  collateralization 
requirements than the  State o f  Hawaii, par t ia l  collateral p ledg ing  rat ios ( i .e . ,  
10 percent,  50 percent ,  e tc .  1 of ten resu l t  i n  unwanted, ye t  unavoidable 
t radeof fs .  For example, i n  Utah, where t h e  state requ i res  no deposit  
collateralization, a s t r i c t  system of bank c red i t  evaluation is ut i l ized.  As a 
resul t ,  many ins t i tu t ions  may not be  qual i f ied t o  receive deposits over  and 
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above t h e  FSLlC and FDIC l imits. Consequently, most o f  Utah's deposits a re  
invested out-of -s tate.  

I n  Washington, where t h e  state maintains a pooled collateralization 
program, the  collateral p ledg ing  rat io  has been reduced t o  10 percent  of t h e  
deposi t  w i th  t h e  largest  deposi tory ins t i tu t ion .  Th i s  "shared r i sk "  approach 
ensures tha t  i n  t h e  event  o f  a fa i lure,  each deposi tory par t i c ipa t ing  i n  t h e  
pool would cont r ibu te  i t s  share o f  collateral t o  cover  t h e  losses experienced 
b y  t h e  depositor as a resu l t  o f  t h e  defaul t .  T h e  pooled system allows greater  
par t ic ipat ion i n  t h e  pub l i c  f unds  market--smal ler,  less secure inst i tu t ions 
fo rmer ly  incapable of meeting f u l l  col lateral  p ledg ing  requirements may b e  able 
t o  meet the  lesser rat ios requ i red  under  a pooled system. I n  states such as 
Hawaii, however, where as much as 86 percent  of t h e  State's deposits a re  
concentrated w i th in  t h e  two largest  bank ing  inst i tu t ions,  a pooled program 
may meet w i t h  opposit ion f rom ins t i tu t ions  seeking t o  p ro tec t  t h e i r  p resent  
market  share. Moreover, t h e  "shared r i s k "  approach may be perceived as 
u n f a i r  b y  larger ,  more secure ins t i tu t ions  i n  t h a t  al l inst i tu t ions par t i c ipa t ing  
in t h e  pool must suppor t  t h e  c red i t  and cover  f o r  t h e  defaults of the  weaker, 
less secure ins t i tu t ions .  

D u r i n g  t h e  course o f  t h i s  s tudy ,  numerous comments and 
recommendations were received f rom local depositories regard ing  the i r  views 
on t h e  State's deposit  program. The  major concern w i th  most depositories 
was t h e  issue of f l ex ib i i i t y  i n  t h e  ins t i tu t ion 's  opt ions i n  p ledging deposit  
col lateral .  A l though attempts have been made i n  the  past t o  reduce t h e  
State's s ta tu tory  requirements f o r  colIateraiization, t h e  recommendations 
submit ted f o r  t h i s  s tudy  propose no actions o f  t ha t  nature.  Instead, t h e  
proposals submitted would more than l i ke ly  qua l i f y  under  a prov is ion already 
establ ished b y  t h e  Legis lature i n  1984. Paragraph (9) o f  section 38-3, Hawaii 
Revised Statutes, authorizes t h e  Department o f  Budget  and Finance t o  
consider  a b road range o f  investment securi t ies as el igible collateral. 
Accord ing  t o  local depositories, t h e  classes of assets and securi t ies 
recommended would increase t h e i r  earn ing power, reduce t h e i r  r isks, and 
p rov ide  them w i th  g reater  f l ex ib i l i t y  i n  meeting t h e  State's requirements f o r  
deposi t  col lateral izat ion. In turn, t h i s  f l ex ib i i i t y  wouid allow depositories t o  
p a y  a h igher  rate t o  t h e  State on i t s  deposits.  Among t h e  al ternat ives 
suggested b y  depositories f o r  considerat ion were: 

(1)  Asset-backed securi t ies inc lud ing :  C red i t  Ca rd  Asset-backed 
Securit ies (CARDS) and Cert i f icates f o r  Automobile Receivables 
(CARS); 

(2)  Mortgage-backed securi t ies inc lud ing :  Real Estate Mortgage 
investment  Condu i t  Securit ies (REMICs) and Floating Rate 
Collateralized Mortgage Obligations (CMOS); and, 

(3) A proposed collateralization program based on t h e  p ledging of an 
ins t i tu t ion 's  consumer loans as secur i ty  f o r  pub l ic  deposits. 

While t h e  Bureau is f u l l y  cognizant o f  t h e  fac t  t h a t  t h e  capital marke t  is 
perpetual ly  evolving, and  t h a t  new securi t ies and investment opportuni t ies f o r  
banks, t h r i f t s ,  and o the r  investors are  cont inual ly  being created, it should 
be  noted tha t  t h e  pr inc ipa l  obl igat ion o f  cash managers i n  t h e  pub l ic  sector--  
t h e  protect ion o f  pub l i c  deposits--remains t h e  same. Newly created 
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inst ruments o r  securi t ies i n  t h e  marketplace, whi le a t t rac t i ve  t o  investors 
because o f  t h e i r  h igher  yields, may not  meet t h e  levels of secur i ty  requ i red  
t o  safeguard t h e  funds  of t h e  pub l ic .  T o  ascertain t h e  ex ten t  t o  which these 
securi t ies are  c u r r e n t l y  be ing  ut i l ized as collateral i n  o the r  state programs, 
t h e  Bureau conducted a s u r v e y  of eleven state t reasur ies i n  t h e  western 
region o f  t h e  b n i t e d  States. Aside f rom t h e  acceptance o f  CMOs i n  two 
states, t h e  su rvey  found t h a t  most states have not  y e t  considered these 
securi t ies as vehicles o f  col lateral .  Most states expressed reservat ions 
regard ing  t h e  l i qu id i t y  o f  these securi t ies on t h e  secondary market .  Because 
of t h e  l imited market f o r  these secur i t ies-- in  cont ras t  t o  t h e  enormous market 
f o r  Uni ted States T reasu ry  b i l ls  a n d  notes--cash managers were of ten 
concerned w i th  t h e  marketabi l i ty  o f  mortgage- and asset-backed securi t ies. 

Acceptance o f  t h e  class of securi t ies (CARS, CARDS, consumer loans, 
and REMICs) proposed by several local depositories i n  Hawaii would be 
unprecedented among t h e  states surveyed i n  th i s  s t u d y .  Factors such as t h e  
complexity o f  t h e  asset- and mortgage-backed securi t izat ion technologies, t h e  
ambigui ty  t h a t  c u r r e n t l y  ex is ts  i n  t h e  regu la tory  f ramework o f  t h e  asset- 
backed i ndus t r y ,  and t h e  r i sks  associated w i th  inves t ing  i n  asset-backed 
securit ies, have cont r ibu ted  t o  t h e  development of an atmosphere of caution 
among state t reasurers  responsible f o r  assessing t h e  potent ia l  o f  these newly 
established investment inst ruments as el igible col lateral .  Given t h e  choice 
between work ing  w i t h  securi t ies backed b y  t h e  " fu l l  f a i t h  and c red i t "  of t h e  
federal government and securi t ies backed b y  c red i t  cards, auto loans, and 
mortgage pools, state t reasurers  overwhelmingly p r e f e r r e d  t h e  conventional 
a l ternat ive.  When asked t o  contrast  t h e  levels o f  r i s k  associated w i th  
securi t ies issued b y  t h e  federal  government and securi t ies such as CARS, 
CARDS and CMOs, H a r r y  Jorgenson o f  t h e  Board o f  Governors of t h e  Federal 
Reserve System, stated t h a t  t he re  is "absolutely no comparison" between t h e  
levels o f  secur i ty  p rov ided b y  t h e  two investment classes.' Debt obl igat ions 
o f  t h e  U.S. Treasu ry  are widely considered t o  be t h e  safest, most r i s k - f r e e  
securi t ies i n  t h e  capital markets.  

Pools o f  consumer loans a r e  not  regis tered securi t ies. T h e  r i sks  
associated w i t h  t h e  acceptance o f  consumer loans as collateral are extensive. 
A major concern i n  t h i s  proposal is t h e  marketabi l i ty  o f  t h e  loans. Without a 
market f o r  these loans, t h e  State may become t h e  owner of t h e  loan pool-- 
col lect ing payments un t i l  t h e  loans mature--a s i tuat ion t h e  State wishes t o  
avoid. 

F indings and Recommendations 

Based on t h e  foregoing analysis t h e  Legislat ive Reference Bureau f inds  
tha t  Hawaii's system o f  deposit  collateralization is not  undu ly  un fa i r .  
A l though t h e  issue of " fairness" t o  in-state depositories is a legit imate 
concern, t h e  Bureau f inds  tha t  t h e  def in i t ion of fa i rness d i f f e rs  markedly 
among ins t i tu t ions .  One ins t i tu t ion 's  idea of fairness may be  perceived by 
another as an attempt t o  capture  a greater  share o f  t h e  pub l ic  f unds  market .  
Accept ing cer ta in classes of securit ies as collateral f rom one ins t i tu t ion  
hold ing a large por t fo l io  of such securit ies ( i .e . ,  CARS, CARDS, etc. )  may 
be  viewed as un fa i r  b y  others not  maintaining large amounts i n  t h e i r  
reserves.  Similarly, al lowing on ly  cer ta in ins t i tu t ions  t o  pledge t h e i r  
consumer loans as collateral may be perceived as u n f a i r  b y  smaller ins t i tu t ions  
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not  able t o  meet t h e  c red i t  standards o f  t h e  l a rge r  depositories. As noted 
ear l ier ,  deposit  protect ion programs based on t h e  asset size and 
credi tworth iness of each deposi tory wi l l  o f ten be  viewed as un fa i r  b y  t h e  
smaller, less stable ins t i tu t ions .  Clearly,  a simple solution which would 
sat is fy  t h e  needs and desires o f  eve ry  deposi tory accept ing deposits of t h e  
State is d i f f i cu l t  t o  develop. I n  t h i s  regard ,  f u l l  deposit  collateralization 
programs al lowing vo lun tary  par t ic ipat ion i n  t h e  pub l ic  f unds  market have 
become t h e  most widespread prac t ice  o f  state and local deposit  protect ion 
programs.  

A l though t h e  Bureau i s  aware tha t  deposit  collateralization requirements 
reduce t h e  p r o d u c t i v i t y  of pub l ic  f unds  f o r  deposi tory inst i tu t ions,  i t  should 
be  noted tha t  t h e  condit ions which led t o  p r o f i t  losses i n  t h e  ear ly  1980s are  
no longer present  i n  t h e  economy. D u r i n g  t h e  course o f  t h i s  s tudy,  no  
repo r t s  of bank losses o f  bank  earn ings as a resu l t  of t h e  State's 
requirements were received. While depositor ies contend t h a t  cer ta in r i sks  
cont inue t o  exist ,  t h e  in terest  vo la t i l i t y  o f  t h e  ear ly  1980s tha t  led t o  bank 
losses o f  p r o f i t  have long since stabi l ized. 

A l though t h e  promise o f  h igher  r e t u r n s  t o  t h e  pub l ic  depositor may be  
at t ract ive,  reduct ions i n  deposit  secur i ty  should not  be  an acceptable method 
o f  generat ing new income f o r  t h e  State, unless a conscious decision is made 
b y  t h e  Legislature tha t  as a mat ter  o f  pol icy, t h e  reduct ion of secur i ty  is a 
p r i ce  wor th  pay ing .  Based on t h e  opinions of state t reasurers,  federal 
government regulators and organizat ions such as t h e  GFOA, t h e  acceptance o f  
securi t ies such as CARS, CARDS, CMOs, and REMlCs by t h e  State would 
present ly  seem con t ra ry  t o  t h e  Department of Budget  and Finance's object ive 
of ensur ing  secur i ty  and l i qu id i t y  f o r  pub l ic  deposits.  Similarly, t h e  
acceptance o f  consumer loans as collateral may jeopardize t h e  State's secur i ty  
and l i qu id i t y  i n  t h e  event  o f  a bank ing  defaul t .  

While local bankers have argued t h a t  " t he  community der ives no d i rec t  
benef i ts t h rough  t h e  local deposit  o f  pub l ic  f unds "  as a resu l t  o f  t h e  State's 
collateralization requirements, t h e  Bureau is o f  t h e  opinion tha t  t h e  greatest  
benef i t  t h e  State can de l iver  t o  t h e  taxpayers  is t h r o u g h  t h e  responsible 
protect ion o f  t h e i r  tax  dol lars.  

Recommendation 1 

The  Legislat ive Reference Bureau recommends tha t  t h e  Department o f  
Budget  and Finance maintain i t s  c u r r e n t  s tandards of deposit  collateralization. 
While t h e  Bureau does not  recommend t h e  acceptance o f  any  of t h e  proposals 
reviewed in th i s  repo r t  a t  t h e  present  time, t h e  Department should cont inue 
t o  monitor t h e i r  acceptance and performance as collateral i n  o the r  states. 
Un t i l  t h e  re l iab i l i t y  of these inst ruments can be  ver i f ied  empir ical ly t h rough  
market  performance and u n t i l  a re l iab le " t r a c k  record"  has been established, 
these securi t ies should remain unacceptable as collateral f o r  pub l ic  funds .  
The  Bureau f inds  tha t  i t  would be  inadvisable f o r  t h e  State t o  be  among the  
pioneers i n  tes t ing  t h e  re l iab i l i t y  o f  CARS, CARDS, CMOs, REMlCs, and 
consumer loans as collateral f o r  deposits o f  pub l ic  funds .  



COLLATERALIZATION REQUIREMENTS FOR STATE DEPOSITS 

Recommendation 2 

While cash  management a l t e r n a t i v e s  s u c h  as e x t e n d i n g  t h e  a v e r a g e  
m a t u r i t i e s  of t h e  Sta te 's  t ime  c e r t i f i c a t e s  o f  d e p o s i t  a r e  b e y o n d  t h e  scope o f  
t h i s  r e p o r t ,  t h e  B u r e a u  recommends t h a t  t h e  Depar tmen t  o f  B u d g e t  a n d  
F inance  c o n s i d e r  e x t e n d i n g  t h e  l i f e  of i t s  i nves tmen ts  in local depos i to r ies .  
C o n t i n g e n t  o n  t h e  c u r r e n t  cash f l o w  needs o f  t h e  State,  a c e r t a i n  s h a r e  o f  
t h e  t r e a s u r y ' s  i d l e  depos i t s  can  b e  p laced  in l o n g e r - t e r m  CDs .  A s  a d v i s e d  
by A r t h u r  Y o u n g  and Company i n  i t s  1977 a u d i t  o f  t h e  S ta te ' s  cash 
management p r o g r a m ,  l e n g t h e n i n g  d e p o s i t  m a t u r i t i e s  may r e s u l t  in h i g h e r  
e a r n i n g s  t o  t h e  S ta te  a n d  r e d u c e d  r i s k s  t o  i n s t i t u t i o n s  co l l a te ra l i z ing  s u c h  
i n v e s t m e n t s .  
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Appendix A 

II0L:SF: O F  REPRESESTATIVES 
FOI'RTEENTH LEGISLATCRE. 1988 
STATE OF HARAII 

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

WHEREAS, the safe investment of state monies in federally 
insured banks and savings and loan associations 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 liquidity 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 
sf public funds; and 

WHEREAS, approximately eighty-six per cent of all state 
fands are deposited in the major banks located in Hawaii, 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 r 5 3  per 
cent; and 

WHEREAS, a recent survey conducted by the Departaent 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 Hawaii Bankers Association claims there is a 
direct and unquestioned link between the collateral requirements 
and interest earned; and 

WHEREAS, the Hawaii Bankers Association also c l a i m  that 
other states have been able to enhance their yield strategy and 
investment flexibility due to less restrictive collateralization 
requirements; and 
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WHEREAS, it is 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 Hawaii, 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 requirements 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 FURTHER 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, Hawaii Revised Statutes, 
could allow financial institutions which are not currently 
depositories oE 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 to the Director of the Legislative 
Reference Bureau. 




