Meno 1994-4 Pl edgi ng and Proposed Custodi an Agreenents

TO Al Staff

FROM WlliamD. Gant, Jr., Staff Attorney
DATE: February 14, 1994

RE: Pl edgi ng to Public Deposits;

Proposed Pl edge Custodi an Agreenents

This nenmo is intended to describe, in a brief, general fashion, a few
recent devel opnents which affect a bank's public deposit activity and this
departnment’'s future role in this particular matter

In April, 1992, a U S. Court of Appeals decided an Arkansas case invol ving
public deposits by ruling that a nunicipality's pledging arrangenent was
i nadequately structured, and therefore, the FDIC (as receiver of an insolvent
bank) was entitled to the pledged securities, |leaving, the nunicipality to get
inline with other unsecured creditors.

This ruling nost recently caused the Kansas State Treasurer to exam ne
their deposit practices. The result of this exam nation was the devel opnent of
a pl edgi ng agreenent which the Treasurer has required the banks to sign prior to
recei ving state deposits.

What has surfaced nost recently is a simlar type of agreenent on the | oca
governmental |evel. The attached agreenent is a prototype devel oped by an
official in the Departnment of Adm nistration's Minicipal Accounting division
Apparently this form has been supplied to nunicipal auditors who have recently
been suggesting mnunicipalities should require banks to execute this agreenment in
order to enhance the municipalities' security interests in the pledged assets.

The question has since arisen froma few bankers as to whether or not this
department has a position regarding the agreenments. Followi ng a thorough review
of the docunent, the cases, and the public fund deposit laws found at K S A
9-1401 et seq., it has been decided that the execution of a docunent
substantively simlar to the one attached would not be criticized by our
exam ners.

Therefore, so long as the bank remains in conpliance with the requirenents
of the Kansas Statutes regardi ng pl edgi ng, any additional protective measures
required by the public entity as a condition to public deposits, should be
considered a negotiating point, to be worked out between the bank and the
muni ci pality.

PLEDGE CUSTCDI AN AGREEMENT

Thi s agreenment nmade and entered into by and between the City of Manhattan
a depositor of public funds, hereinafter referred to as "Depositor"; and
a banking institution, hereinafter referred

to as "Depositor Bank", and
hereinafter referred to as "Custodi an" as of the day of 19

VWer eas, Depository Bank has been sel ected by Depositor as an appropriate banki ng
institution to act as a |l egal depository of public funds; and

VWereas, Kansas law, K S. A 9-1401 et seq. as anended, requires public funds to
be continuously secured by the deposit of securities of the kind and character
prescribed to be suitable collateral for public deposits; and

Whereas, all parties to this agreenment intend to fully conply with applicable
federal and state | aws governing pl edged securities arrangenents; and

VWereas, in order to secure the public funds for the Depositor, the Custodi an has
been selected as a disinterested banking institution to safekeep and hold the
pl edged securities under the conditions hereinafter set forth in this agreenent;



IN WTNESS WHEREOF, the parties hereto agree as foll ows:

1. Depository Bank agrees to deliver to Custodian fromtine to tine the
necessary securities, as prescribed by K S.A 9-1402 as anended, to be pl edged
which are to be held by Custodian. The market value of the pledged securities
must at all times equal or exceed the uninsured deposits at Depository Bank. At
t he end of each nonth the Custodian will provide the market val ue of each pl edged
security to the Depository Bank. Upon receipt of the market value report
provi ded by the Custodian, the Depository Bank will send a photocopy of the
report to Depositor

2. To perfect the security interest of the Depositor in the collateral pledged
by the Depository Bank, the Custodian will hold the collateral in a custody
account for the benefit of the Depositor. Depositor Bank hereby agrees to

Depositor and grants to Depositor a security interest in those assets owned by
the Depositor a security interest in those assets owned by the Depository Bank
and held by Custodian for the benefit of Depositor, in accordance with the terns
of this Pl edge Custodi an Agreenment to secure the deposits hel d by Depository Bank
for Depositor as required by State and federal |aw.

3. It is expressly understood and agreed that so long as no notice of default
has been given to Custodian said Depository Bank shall have the right to
substitute other legally qualified securities for the pledged securities held
hereunder at any tine provi ded the Depositor has approved such substitution and
that the market value of all pledged securities shall equal at |east 100% of the
uni nsured deposits of Depositor

4. Until Custodian has been notified in witing that a default has occurred,
Depository Bank shall be entitled to receive all interest and other incone which
may beconme due on or fromthe pledged securities, and the Custodian is hereby
aut horized and directed to pay the same to the Depository Bank

5. Cust odi an shall have no responsibility to determne if the original pledged
securities, or any additions thereto or substitutions therefore, are permtted
collateral under the then applicable laws and regul ations in effect.

6. Upon receipt of a notice in witing by the Depositor that there has been
a default by Depository Bank, Custodian is hereby authorized and directed to
deliver the pl edged securities which are demanded by the Depositor, having first
gi ven notice of such delivery to Depository Bank, and Custodi an shall thereby be
di scharged of all further responsibility in respect to the securities so
surrendered. However, in the event Custodian is notified in witing by either
party of a disagreenent between Depositor and Depository Bank as to right of
possession of any funds or securities demanded by Depositor under default,
Cust odi an shall hold the same, together with any earnings thereon, until the
Depositor and Depository Bank notify Custodian in witing that the dispute has
been resolved and directing to which party the funds should be rel eased, or until
Custodian is directed as to the delivery of the securities and funds by an order
or decree of an appropriate court.

7. At such tinmes as Custodian receives securities to be retained by it under
the terns hereof, it shall execute in duplicate its receipt setting forth in
sufficient detail and identifying such securities so placed with it; and such
recei pt shall state that the securities are deposited under this agreement. Such
recei pts, which are neither transferable nor assignable, shall be furnished to
t he Depositor and Depository Bank, and be accepted by the parties as sufficient
evi dence of the pl edgi ng and depositing of such securities with Custodi an Bank

The return of the receipt is required for the release of any or all of the
securities. However, fax copies of the receipts, which include the signature of
t he Depositor or the Depository Bank as appropriate, will suffice to rel ease the
securities.

8. The Custodi an agrees to act as the pledge hol der under the terns hereof

i n holding and di sposing of the securities deposited hereunder, exercising the
sane care in regard thereto as it does in protecting and disposing of its own
securities, but assuming no responsibility other than for the safekeeping and



di sposition of the securities and the proceeds thereof as provided herein.

9. Custodi an shall not be liable in any respect on account of the identity,
authority or rights of the persons executing or delivering, or purporting to
execute or deliver, any docunent, directive, or paper received hereunder, and it
may rely upon such document, directive, or paper believed by it to be authentic
in maki ng any delivery of nobney or securities hereunder

10. Custodi an shall be entitled to reasonabl e conpensation for its services,
which will be paid entirely by Depository Bank. The parties may termnate this
agreenment upon thirty (30) days witten notice to the other parties. 1In the

event of termnation, the Custodian agrees to deliver to the successor custodian
all the securities and funds hel d hereunder

11. This agreement shall be executed in triplicate with one executed
counterpart to be retained by each of the parties hereto, and shall be in ful
force and effect when executed by all of the parties hereto and upon Depository
Bank depositing the securities to be pledged with Custodian. This agreenment is
nei t her assignable nor transferable, and there is no requirenent that the
agreenment be returned to Custodian before delivery of any securities held
pur suant thereto.

12. A new pl edge custodi an agreenment will be required if at any time there
is a lapse of all pledged securities held by the Custodi an Bank

13. In order to fulfill the "contenporaneous" requirenent of federal |aw
(section 1823(e) of Title 12 of the U S. Code), and recognizing that it is

i npracticable to conpletely re-execute this agreenment each tinme the noneys on
deposit and the collateralizing securities change, the parties hereby agree that
t he transacti on paperwork evi dencing these changes in noneys and securities shall
constitute limted updating executions of this agreement.

14. The Depository Bank agrees to make this agreenent an official and
conti nuous record of the Depository Bank

I N WTNESS WHEREOF, the parties hereto have caused this Agreement to be signed
as of the date above indicated. The Depository Bank agrees to provide the
Depositor with a copy of the m nutes show ng approval of this agreenent by the
Board of Directors or |oan conmittee.

Deposi t or Deposi tory Bank

by by
Title Title

Cust odi an Bank

by
Title




