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Collateral Damage
Understanding Wall Street history with the mortgage-backed
securities market will help you protect your district’s
investments

I

t’s sadly a well-known story to us
all: The collapse of the housing market
in 2007 sparked a crisis in the mortgage-backed securities market. In
response, central banks around the
world provided cash and loans—giving
banks and brokers a financial lifeline.
Along with domestic policy measures
such as low interest rates and government bailouts for auto manufacturers,
this action prevented a complete collapse of global financial markets.
Unfortunately, even these extraordinary measures could not prevent hundreds of bank failures, massive layoffs, corporate bankruptcies, and con-

tinuing home foreclosures.
In the aftermath of the economic
crisis, Congress enacted new laws and
regulations to prevent a recurrence of
the disaster. Many believed these measures would change the way Wall
Street conducts business. However, in
2011, MF Global, a financial derivatives
broker, sought bankruptcy protection.
MF Global broke the rules by not keeping customer accounts separate from
the company’s trading accounts. This
was the eighth-largest bankruptcy in
U.S. history. It shocked the markets
and shattered the belief that Wall Street
had mended its ways.
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School district impact

What does Wall Street history have to do
with school districts? Plenty. It’s essential to understand an important aspect of
protecting your district’s investments.
Understanding how collateral works is
more important than ever as the financial stability of many banks and brokers
has come into question.
Collateral is a form of protection that
ensures a transaction is completed as
agreed upon in a contract. Just as a
house is offered as collateral in a mortgage agreement, government securities
or stocks may be offered to ensure
repayment for a deposit or investment
made with a bank or brokerage firm.
One of the cardinal rules in securities
trading requires that customer accounts
be segregated from the trading accounts
used by banks and brokers. This rule
applies to cash accounts as well as to
those used to hold securities as collateral.
In 1984, Lion Capital, a government
securities dealer, victimized more than
two dozen school districts by improperly managing client collateral. The districts were investing their excess funds
in repurchase agreements. This type of
investment allows a customer to purchase securities from a bank or broker
with an agreement to sell the same security back at a higher price on a specified
date in the future. The price difference
represents the interest earned by the
customer for lending the money to the
bank or broker. Each customer’s investment is protected with collateral
pledged by the bank or broker.
Problems arose when Lion Capital
pledged the same collateral for repurchase agreements made with multiple
school districts. The company falsely
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assured each district that its collateral
was kept separate within the dealer’s
vaults. Instead, it pledged the same collateral again and again for multiple districts’ investments.
The scheme unraveled when the bond
markets deteriorated. Each district wanted additional collateral to secure its
repurchase agreements. Eventually, the
firm was forced to admit that it did not
have enough collateral to secure all of the
transactions. When the firm entered
bankruptcy, school districts in New York
were forced to settle a $40 million claim
for their invested funds for a mere $17.5
million.
As a result of the turmoil created in
the repurchase agreement market by
Lion Capital, another firm, RTD
Securities Inc., also was forced into
bankruptcy. Again, the primary losers
were school districts with improperly
collateralized investments. These bankruptcies caused hardship for these districts. Taxpayers paid the price for faulty
collateral arrangements. Don’t let this
happen to your district.
Tri-party agreement

If your district invests in repurchase
agreements or certificates of deposit or
makes deposits larger than $250,000,
take effective precautions. Require the
bank or broker to provide sufficient collateral, such as U.S. government securities. In addition, it is essential to transfer
the collateral to a third-party institution
that will hold the securities on behalf of
the district.
Be wary if banks or brokers say they
want to hold the collateral because it is
more cost-effective for them to do so, or
because they will pay a higher interest
rate on the deposit if they retain custody.
Remember: If the district lacks control
over the securities, the investment is not
protected.
Should the bank or brokerage firm be
unable to meet its obligation, the district
retains control of the collateral because
it is held by the third-party firm. After the
matter is settled legally, the third party

can sell the securities and return the proceeds to the district. Because terms and
legal requirements vary by jurisdiction,
your attorney should review all investment contracts to be sure your district
has clear custody of the collateral.
Protect your investments

Although it may be true that most school
board members are not financial experts,
it is important to be informed about the
risks involved when investing district
funds. Understanding the basics of how
collateral and third-party agreements
work will prepare you to ask the right
questions. To prevent insufficient “collateralization” of investments, your board
can develop a policy that requires the use
of tri-party collateral agreements.
Investment guidelines also may
address specific strategies for managing
collateral. For example, financial markets are constantly moving up or down in
value. As a result, securities used as collateral will be gaining or losing value over
time. Be sure that your third-party firm
determines the value of the securities on
a daily basis so sufficient collateral levels
are maintained.
When market conditions drop, the
third party will inform the bank or broker
that additional securities are required.
This is referred to as a “margin call.”
A better strategy, perhaps, is to
require additional securities at the start
of the transaction. The extra securities
are called margin or over collateralization. This margin, sometimes referred to
as a “haircut,” may be anywhere from 2
percent to 5 percent of the amount of the
transaction. Requiring margin will minimize the need to request additional collateral as the market moves.
Of course, the amount of margin
required depends on the type of collateral that the district is willing to accept. In
most cases, it is advisable that the collateral be “on-the-run” government securities. These are securities traded in the
government bond market on a daily basis.
In addition to sufficient margin, liquidity is another important consideration

Copyright 2012 National School Boards Association. All rights reserved. This article may be printed
out and photocopied for individual or noncommercial educational use (50 copy limit), but may not
be electronically re-created, stored, or distributed; or otherwise modified, reproduced, transmitted,
republished, displayed or distributed. By granting this limited license, NSBA does not waive any of
the rights or remedies otherwise available at law or in equity. By granting permission to use of our
materials, NSBA does not intend to endorse any company or its products and services.

when determining which securities will
be acceptable to the district as collateral.
A liquid security is one that can be easily
bought and sold in the market and quickly converted to cash.
Obscure or illiquid securities, if permitted by your local regulators, require a
larger margin because they are harder to
sell. In addition, a higher interest rate
can compensate the district for lending
money backed by less marketable collateral.
Finally, be sure the third party holding
the collateral has an unblemished reputation. When a district enters a tri-party
agreement, it must be a direct relationship with a clear understanding that the
third party is protecting the district’s
interest. Be sure there is no conflict of
interest between the bank or broker and
the third-party firm.
In 1996, school district investments in
Pennsylvania were placed at risk when a
financial advisory firm controlled the
third-party firm holding the collateral.
The investment advisor pleaded guilty to
21 counts of investment advisor fraud.
The adviser did not notify districts about
shortages of collateral pledged against
their investments.
Board members must educate themselves regarding safe investment practices. Be informed regarding policies and
guidelines that regulate investment procedures in your state. Review your district’s own policies regarding collateralized investments. When investing, secure
signed conflict-of-interest statements
from all parties involved. And be sure
your administrators handle collateralized
investments with care. After all, without
diligent board oversight, an investment
thought to be reasonable and safe may
destroy district finances and inflict severe
collateral damage on taxpayers. ■
Charles K. Trainor, an ASBJ contributing editor, is a certified fraud examiner and certified
internal auditor. He is president of
Management Audit Consultants, Inc.
(www.mgmtaudit.com) and served for 21
years on a school board in New York state.
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