Meno 1994- 14 Repurchase Agreenents with Minicipalities

TO Al State Chartered Banks

FR: Kevi n ( endeni ng, Assistant Deputy Conm ssi oner
DT: June 10, 1994

RE: Repur chase Agreements with Miunicipalities

A recent Attorney Ceneral's opinion (no. 94-14) pertaining to K S.A 12-1675
states that when a nmunicipality enters into a repurchase agreenent, the
underlying security mnust be delivered to the nunicipality purchaser or an
i ndependent third party custodian which may include the state treasurer. The
actual transfer of ownership and control of the security used in a repurchase
arrangenent is also known as a "delivery versus paynent" type of repo

The purpose of this nmeno is to provide banks general guidance on A) the
appropriate structure of this type of repurchase agreenment and B) the nethod of
accounting for these agreenents on the bank's books. Banks who currently are or
who in the future plan to engage in repo activities with municipalities are
encouraged to review the AGs opinion and related issues with their |egal and
accounting staff. Qur examners will be review ng these repurchase agreenents
for conpliance with the applicable statute and related AG opinion at future
exam nati ons.

STRUCTURE OF REPO

A nunber of peopl e have asked how a repo agreenent with a municipality would work
under the delivery versus paynent nmethod. There are a nunber of variabl es which
may enter into any specific repo agreenent (described below, however, the
foll owi ng general elenments would be common to all repos of this type

The seller (bank) would instruct its correspondent to deliver the security to the
saf ekeepi ng/ cust odi al account of the buyer (rmuni). Once the security is
transferred to the buyer's (nuni) account it wll no |onger appear in the
sel ler's (bank) safekeeping account, and a confirmation would be sent to the
sell er (bank) showing the withdrawal of the security fromtheir account. Wen
the repo transaction rmatures, the buyer (rmuni) nmust notify the
cust odi an/ correspondent to return the security to the saf ekeepi ng account of the
sel |l er (bank).

Ceneral ly, the municipality nust have a saf ekeepi ng/ custodi al account in order
to carry out these transactions. It appears that in nmany cases, the bank will
set up the saf ekeepi ng/ custodi al account at its correspondent as a service to the
muni ci pality. The nunicipality and/or its custodian, however, would be the
account hol der and the bank woul d not have access to it.

Dependi ng on the terns of the repo agreenent, the seller (bank) may or may not
receive maturity notices or credit advices on the security used for the repo,
al though if possible banks are encouraged to do so. Likew se, the treatnent of
i nterest paynents received on the security during the termof the repo should
al so be covered in the agreenent. These issues will require the seller (bank),
for their own benefit, to keep accurate records of the securities used for these
repos since they may not receive notices fromthe correspondent.

"Book Entry" securities, those for which actual certificates are not generally
i ssued, nay be divided and sold, generally in increnments of $5,000. It is our
understanding that virtually all governnment sponsored securities are issued as
book entry. Based on this assunption, a bank could, as an exanple, sell off
portions of a large denom nation security to different mnunicipalities,
transferring ownership of their respective portions to each. This would appear
to elimnate any problem of a bank using large securities for smaller repo
arrangenents. In these instances, the buyer (rmuni) would be issued a saf ekeepi ng
receipt for their portion of the security purchased and the seller (bank) would
be i ssued a new saf ekeeping receipt for that portion of the security retained.

It's inportant to remenber that the Attorney CGeneral's opinion referenced above



pertains to public funds noney only. I ndividuals or private sector interest
could, in theory, negotiate with the bank for whatever terns they desire. In any
event, the repo agreement should clearly spell out the terns of the arrangenent.

ACCOUNTI NG FOR REPO

Consistent with Call Report treatnent of repurchase agreenents and GAAP, the bank
may continue to carry the security involved in the repo on their books for
recor dkeepi ng purposes. The bank should segregate those securities used for
repos under a separate asset account such as "Bonds held for repo” or sinilar
category. The noney received fromthe nmunicipality for their purchase of the
repo woul d be debited to a cash and due account, and an offsetting entry on the
liability side of the | edger to "Qutstanding repos” or simlar account would be
made. It should be remenbered that the bank's retention of the repo security on
their books for recordkeeping purposes does not alter the AG opinion's
requi renent for the transfer of ownership.



