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Today: An Economy Sheltering then
Peeking Out
• Rates always move in relation to what else is changing
•
•
•
•
•
•
•
•

COVID ‐19 stopped and changed seemingly everything
Social and economic is slowly re‐opening
Central banks retain careful watch
Consumers want to spend
Small business is opening
Business investment is slow
Stimulus changes attitudes/actions
A mountain of debt has emerged

What did These Conditions Create?
 The curve is reacting to an improving economy and feeding off the stimulus trough that promises even more funds thrown into the economy
 The bond market is foreseeing inflation
 The market will fight the Fed and their asset purchases on the long end. Usually the market wins. The rate are going up
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The long end – often called the ‘bond vigilantes’ are
foreseeing inflation and taking the long end up. This is a
‘bear steepening’.
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2021 Legislative Changes
• None so far on PFIA investments
▫ One attempt to add corporates

• Debt payments
▫ If not voted in debt paid through O&M
▫ Bill is being strongly fought

Conditions Can Spiral Quickly Both Ways
•In 2020:
• Covid 19 stops interaction
• People lose jobs and income
• People stop spending
• Businesses suffer
• Supply chains whither and close

• Businesses close
• Restaurants, service (in a service economy)

• People panic
• Oil prices react quickly to changes and politics
• Rates can move down very quickly as the worst is expected
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
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Tomorrow and Beyond…..
•Some possibilities to ponder:
• Non‐essentials re‐opening should boost spending
• Will Americans turn into savers….?
• Income differences will widen equality
• Policy makers want to continue stimulus – but how much?
• Different relationship between governments and constituents
• De‐globalization and isolationism
• Certain market sectors thrive or falter
• Debt will take decades to work off
• Modified trade flows could improve balance
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
distribute without express permission.
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Investment Strategies Today
• Time to

▫ Extend ‐ the best point has been missed
▫ Look for short term value alternatives
 But be very careful!

▫ Bank rates will be low rates for some time generally

• Situations exert pressures on rates
▫
▫
▫
▫
▫
▫

Rates are hinting at a rise
Stimulus is two edged
Fed tentative continues support by purchases
Economy stuttering ‐ when it restarts is the question
Retail sales and housing and manufacturing showing strength
Trade tantrums, Brexit, politics and conflicts roil the waters

Stages of Economic Cycles
1.
2.
3.
4.
5.

Expansion
Peak
Recession or contractions
Depression, trough
Recovery
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RECESSIONS ARE NOT NEW THINGS
•

And, this is not a ‘depression’ and neither were:

•

1970s
•

oil prices skyrocketed due to restricted output leading to the energy crisis

1980s

•
•

S & L crisis, out‐of‐control inflation, stock market correction of 1987

1990s‐2000s

•
•

technology sector crash, 9/11, accounting scandals
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WHAT IS A RECESSION?

• Two consecutive quarters of negative GDP growth
• National Board of Economic Research (NBER)
•
•
•
•
•
•

Defines it as a significant decline in economic activity over
several months
GDP
Unemployment
A recession is not
real income income
normally or
Productivity
formally declared
until months
retail sales
later.
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ROLE OF INFLATION
• Unemployment and inflation move inversely
• No job means no income = no spending
• High employment creates inflation with spending
• Inflation—a sustained rise in the general price level; that is,
all prices are rising together.
• Inflation becomes a threat with high employment and positive
income projections
• But, deflation is worse….
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
distribute without express permission.

ROLE OF CENTRAL BANKS
•Much of this year has been controlled by central banks
•Sovereign banks control the flow of liquidity
•
•
•
•

Central banks raise interest rates to keep inflation in check but keeping
them too high for too long may result in recession
Central banks lower rates to boost the economy but keeping them too
low too long can cause stagflation and or deflation
Central banks provide liquidity to market sectors
Central banks support the yield curve – quantitative easing
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ROLE OF CENTRAL BANKS
•Sovereign banks control the flow of liquidity
•

Central banks raise interest rates to keep inflation in check but keeping
them too high for too long may result in recession

•

Central banks lower rates to boost the economy but keeping them too
low too long can cause stagflation and or deflation

•

Central banks provide liquidity to market sectors

•

Central banks support the yield curve – quantitative easing
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The Fed as 1st Responder
• Emergency moves to zero on overnight rates
• Stopped the run‐off of 2008‐09 QE assets
• $120 billion per month

•
•
•
•
•
•

Opened corporate credit facilities
Expanded overnight and term repo facilities
Lowered the discount window rates for bank borrowing
Reduced the cost of swap lines
Opened a CP liquidity funding facility
Opened a municipal funding facility

• Borrowed $3T in 1Q to support rescue efforts
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
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TOOLS OF MONETARY POLICY
Discount Rate

•

interest rate charged by the Federal Reserve to banks that borrow on
short‐term (usually overnight) basis

•

Fed Funds

•

Overnight trading rate between banks on excess cash from reserves

•

Reserve Requirements

•

amount of money banks must keep on reserve at the Fed

•

•

Open Market Operations
•

•
•
•

Buying and selling Treasury securities between the Fed and selected
financial institutions in the open market
The most important tool; directed by the FOMC
Functions through the NY Fed
Creates the flow of funds in the system
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
distribute without express permission.
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EFFECTS OF LOW INTEREST RATES
Generally, low interest rates stimulate the
economy because there is more money
available to lend.
• Consumers buy cars and houses
• Businesses expand, buy equipment, etc.
Why does the Fed lower interest rates?
• If inflation is in check, lower rates
stimulate economic activity, thus
boosting economic growth.
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EFFECTS OF HIGH INTEREST RATES
•

Consumers pay more to borrow money,
dampening spending

•

Businesses have difficulty borrowing;
unemployment rises

•

The Fed raises rates to fight inflation

©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
distribute without express permission.
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WHAT IS THE FED LOOKING AT AND FOR?
 US Economic conditions
International conditions
Impact of policies
Dual mandate success
Price stability
Maximum employment

So Who is the Fed?
• Central bank of the United
States
• Governed by Board of
Governors
• Established in 1913
• Purpose is to ensure a
stable economy for the
nation

Dallas Fed

• A system of 12 regional
districts/banks
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
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BOARD OF GOVERNORS
Seven members
• Appointed by the president
• Confirmed by the Senate
• Serve staggered 14‐year terms
Work includes:
• Analyzing economic developments
• Supervising and regulating the
operations of Federal Reserve Banks
• Exercising responsibility in the
nation’s payments system

Can you name these
folks – you should be
able to….
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BOARD OF GOVERNORS
The Board also
• Administers consumer credit protection laws
• Authorizes changes in banks’ reserve requirements
• Supervises Fed member banks
• Supervises other financial entities
• Authorizes changes in Fed’s discount rate
They do not
print the money
– who does?
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REGIONAL FED BANKS
Each District bank has a local Board of Directors of 7 to 9 individuals
•

The regional President serves staggered terms on the FOMC

•

Provide various perspectives and economic data from different regions
•

Influence policymaking at the national level through “real‐world” input.

•

Vote on discount rate

•

Operate a nationwide payments system

•

Distribute nation’s currency and coin

•

Supervise and regulate member banks and bank holding companies
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
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PROVIDING SUPERVISION & REGULATION
•

Promotes safety and soundness of banking system in concert with
other regulatory bodies
•

FDIC, OCC, OTS, state banking regulators

•

Ensures compliance with laws and regulations

•

Oversees international banking interests

•

Administers consumer credit protection laws
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PROVIDING FINANCIAL SERVICES
• Supply currency and coin to banking institutions
• Clear more than one‐third of nation’s checks
• Transfer funds electronically (ACH, Fedwire)
• Serve as bank for the U.S. Treasury

©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
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PROVIDING RESEARCH
• Gather, analyze and disseminate
economic data
• Focus on all aspects of the economy
(regional to international levels)
• Analyze regional and national markets
and economic data
• Design and test econometric models
used to produce hard data that factor
into policymaking decisions
©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
distribute without express permission.
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YIELD CURVES
•

Markets prices generate a ‘yield curve’ of yields

•

Long and short‐term rates generally behave independently

•

Short‐term rates are primarily driven by Federal Reserve policy and
the Federal Funds rate – but also market flows

•

Long‐term rates are driven by longer run growth and inflation
expectations – but also supply

•

Yield curve is a reliable indicator of economic trends and potential
future growth
•

A “compilation of expectations” and expectations drive investors

©2019 Texas Association of School Business Officials. All rights reserved. Do not duplicate or
distribute without express permission.
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A NORMAL YIELD CURVE
•

Long‐term rates higher than short‐term
• Produces an upwardly sloping curve

•

Indicates expectation of normal positive economic growth

•

We measure the ‘spread’ of the rates at certain key points

Source: www.kiplinger.com
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STEEP YIELD CURVE
•

Long‐term rates are more than 3 percentage points higher than short‐term

•

Indicates expectation of economic expansion and growth or potentially
higher inflation

Source: www.kiplinger.com
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INVERTED YIELD CURVE
•

Short‐term rates higher than long‐term

•

Indicates expectation of economic slowdown

•

Market is betting interest rates will be falling

Source:
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A HUMPED CURVE
• A rare occurrence
• Usually represents expectation that short end rates
will rise then fall

Now this is a steep curve – but too far out.
What does it tell us?
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The long end – often called the ‘bond vigilantes’ are
foreseeing inflation and taking the long end up. This is a
‘bear steepening’.
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Banking Changes
• Bank regulations
▫ Liquidity ratios
▫ Leverage ratios
▫ Stable net asset accounts

• These directly affect districts
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Translation for Districts
• Banks will try to reduce collateral
▫ Use of letters of credit instead of securities

• Banks will add fees to address regulatory burden
▫ Balance based fees

• Banks trade investment for service
▫ Service not depository
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Why Letters of Credit?
• Authorized by law but questioned by AG
▫ LOC from FHLB Regional Banks
▫ Cost differential
 Securities cost about 10‐12 bps. and a LOC 5 bps.

• What is a LOC? How do I use it?
• Are there conditions I should be aware of?
▫ Changing the amount
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Regulatory Assessments
• Banks are beginning to pass through costs
▫ Not all banks pass through – ask! ‐ verify

• Based on bank but basically 0.10% to 0.12%
▫ On $5mm that’s $5,000 year

• Higher balances hurt
▫ Reduce balances with structure or pools, etc

Paying for Bank Services All Hinges on
Rates and Fees
• The method hinges on investment rates
▫ Compensating balance basis





Traditional for public entities
You leave money in bank which earns $$ and pays the bill
You never see the charge – it looks “free”
The cost is the use of your money and its potential earnings

▫ Fee Basis
 You pay the fees for the service by debit to the account
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Sweeps
Account A

Money Market
Fund

Account B
Master Account

O/Nite Sweep

Account C
Account D

Sweeps expedite funds plus allow you
to automatically drill down to a comp
balance or to zero balance
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Your Decision Hinges on Rates
• Compare your ECR to outside options
• A 0.40% ECR on $10 million balance will generate
$3,333/month
• If rates outside give you 0.70% the same balance
generates $ 5,833/month
• Invest the funds outside
▫ pay $3,333 directly and keep $ 2,500/mo ($30,004/yr)
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The Rates Say It All
Comp Balance

Fee Basis

Fee Basis

0.40 %

0.40 %

0.40 %

Bal. Required

$ 5,000,000

00

00

ECR Earnings

$ 1,667

00

00

Sweep %

00

1.75 %

1.75 %

Sweep Amount

00

$ 5,000,000

$ 1,500,000

Sweep Earnings

00

$ 7,292

$ 2,188

2.20 %

2.20 %

2.20 %

Pool Amount

00

00

$ 3,500,000

Pool Earnings

00

00

$ 6,416

$ 1,667

$ 1,667

$ 1,667

Net to You

00

$ 5,625

$ 8,604

Net Annual Earnings

00

$ 67,500

$ 103,248

ECR

Pool %

Net to Bank (fee)
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Comp Balance

Fee Basis

Fee Basis

Then Add in
Balance Based
Fee…
$ 5,000,000
00
00

ECR

0.40 %

0.40 %

0.40 %

$ 1,667

00

00

$500

0

0

Sweep %

00

1.75 %

1.75 %

Sweep Amount

00

$ 5,000,000

$ 1,500,000

Sweep Earnings

00

$ 7,292

$ 2,188

2.20 %

2.20 %

2.20 %

Pool Amount

00

00

$ 3,500,000

Pool Earnings

00

00

$ 6,416

$ 2,167

$ 1,667

$ 1,667

Net to You

00

$ 5,625

$ 8,604

Net Annual Earnings

00

$ 67,500

$ 103,248

Bal. Required

ECR Earnings
Balance Based fee

Pool %

Net to Bank (fee)
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Ah, but now…. With $1,000 fees
Comp Balance

Fee Basis

Fee Basis

Then Add in
Balance Based
Fee…
$ 40,800,000
00
00

ECR

0.05 %

0.05 %

0.05 %

$ 1,700

00

00

$700

0

0

IB/MMA Account

0.10 %

0.10 %

0.10 %

IB/MMA Amount

$ 20,000,000

$ 20,000,000

$ 1,000,000

IB/MMA Earnings

$ 1,666

$1,666

$ 83

Pool %

0.02 %

0.02 %

0.02 %

Pool Amount

00

00

$ 19,000,000

Pool Earnings

00

00

$ 316

$ 1,700

$ 1,000

$ 1,000

$ 34 -

$ 1,666

$ 600-

00

$ 20,000

$ 7,200-

Bal. Required

ECR Earnings
Balance Based fee

Net to Bank (fee)
Net to You
Net Annual Earnings

43

Different Rates Control
• Move to Fee Basis if rates outside better
▫ Pay the bank and keep the earnings
▫ Watch out for the “free services” and balance fee

• Use investment options through the bank
▫ Sweeps take money out of bank
▫ Eliminates regulatory fee
▫ Does not require bank to hold collateral

• Use investment options outside the bank
▫ Pools are just as liquid – transfer in as needed
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Carry-Over Management
• Managed by you monthly
▫ Insist on quarterly/semi‐annual carry‐over
▫ Adjust your balances monthly before close

• Managed by an automatic sweep
▫ Sweep excess funds to a money market fund or account
▫ Have the sweep set at either:
 Compensating balance amount
 Zero
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The All-important
Account Analysis
Your invoice for
service
District earned $4,078
but needed only $ 2,569
Left $1,509 behind
You can use ‘carryover’ to cure this –
it’s in your RFP
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Use FDIC Coverage to your Advantage
• Based on type of account – a change in definitions
▫ All time and savings accounts = $250,000
 Includes NOW and money market accounts

▫ All demand accounts = $250,000
 Includes interest bearing and non‐interest bearing

• Based on location of bank
▫ If the bank is outside the state all deposited are lumped together
▫ This has changed from ‘headquarters”
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Collateral Reports
• Investment officer’s responsibility
• Do you/Can you verify contents
▫ What value is substitution verification?

• New move to money center banks and inquiry
▫ Adding inquiry and daily pricing

Collateral Control
• Collateral covers deposits over FDIC insurance
▫ by tax id and type of account

• Collateral is pledged not owned
• Set the margin at 102% to protect from price volatility
• Establish independent custody
• Require independent monthly reporting
▫ 2013 change in PFCA requires you to request reports
48
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Collateral Policy
• The PFCA does not require a policy but assumes it is established
Collateral
▫ Authorized types, margin (102%), reporting
▫ Designation of custodian (you approve not choose)
In order to anticipate market changes, 102% collateral will be required on
all time and demand deposits. Acceptable collateral will include only:
‐ Obligations of US and agencies including MBS passing the bank test
‐ State and local bonds rated A or better
‐ FHLB Letters of credit
Substitution allowed with prior District approval or as approved by District.
The Bank is responsible for maintaining collateral levels daily.
Custodian must be outside the holding company of pledging bank.
Monthly reports of collateral must be provided to the District (preferably
from the custodian.
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Non-Approval of Substitutes ?
• Banks are changing to Bank of New York as custodian
• Non‐approval of substitution may be requested
• Positive move for daily inquiry access to your pledges
• Why?
▫ Efficiencies for the bank
▫ Cost and possible delays in transferring securities
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Banking Safety comes back to FIRREA
• “Financial Institutions Resource, Recovery and Enforcement Act”
▫ Regulation used by FDIC in bank closures
▫ Key components must be followed
• Requirements:
1. depository/collateral agreement be in writing
2. agreement be approved by resolution of the
Bank Board or Bank Loan Committee
3. resolution must be in ‘official’ bank records
4. must not contain a list of specific securities pledged
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A Different Bank
• You can use other banks
• Investigate rates
• Use money market accounts

• Right now no banks work for you….
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What is your job in investing?
•
•
•
•
•

Provide for cash flow needs
Provide safety through high credit ratings
Use the funds you oversee wisely
Find value through comparison and competition
Use alternatives to your advantage
▫ Banks
▫ Markets
▫ Pools

Investment Process/Cycle
• A disciplined process which assures that circumstances
then prevailing are being met:
Identify risk tolerance levels
Identify cash flow needs
Set macro strategy
Develop internal controls
Write policy
Structure the portfolio strategy and execute
Report and monitor
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Risk Return and Strategy
Belong Together
• Your strategy and opportunities will depend on:
▫ Your resources and risk tolerance
▫ Your cash flow
▫ The time you spend
▫ The economic conditions
▫ The geo‐political conditions
• You are basically a BUY AND HOLD portfolio
• Controls can help minimize risks
55
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What is PFIA Designed to Do?
• Provide guidelines for safety
▫ Highest credit quality limits
▫ Requires controls (maximum maturity, maximum WAM, DVP)

• Provide for flexibility to match individual needs
▫ Allow flexibility for entities to set their own parameters

• Allow for adjustments to internal and external change
• Apply to all entities
• Protect you and your portfolio while supporting you

PFIA Policy Specific Requirements
• Write and adopt a policy annually which must:
▫ Must be adopted by resolution
▫ The resolution must show any changes made

▫
▫
▫
▫
▫
▫
▫
▫
▫
▫

(2256.005)

Be written
Primarily emphasize safety and liquidity
State the maximum stated maturity authorized
Address diversification, yield, maturity & capability of officers
List your authorized investments
Include a procedure to monitor credit rating changes
Set a maximum weighted average maturity (WAM)
Method to monitor market prices
Require delivery versus payment (DVP)
Policy may ‘un-authorize’ any type investment
57

Elements of the Policy
Scope

Investment
Limitations

Objectives
EFFECTIVE
INVESTMENT
POLICY

Authorized
Investments

Prudence

Delegation of
Responsibility

Training

Elements of the Policy (cont.)
Authorized Brokers and
Financial Institutions

Strategy

Ethics and Conflict of
Interest

EFFECTIVE
INVESTMENT

Safekeeping

POLICY

Reporting

Collateralization

PFIA Strategy Specific Requirement
• Write and adopt a strategy (2256.005)
• Governing body must review and adopt the strategy annually
• Strategy must be approved by resolution
▫ Assure that the resolution adopting policy also adopts strategy
▫ To include the maximum weighted average maturity (WAM) by fund
 Or set an overall WAM for the “total portfolio”

• The objectives of the portfolio must address in priority order:
▫ The suitability of the investments to financial requirements
▫ Preservation and safety of principal invested
▫ Liquidity
▫ Marketability if need arises to liquidate
▫ Diversification of the portfolio
▫ Yield
60
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PFIA Investment Officers
• Governing Body Designates Investment Officer(s)
• IO Designation by rule, order ordinance or resolution (2256.005)
▫
▫
▫
▫
▫
▫
▫
▫
▫

Governing body may choose anyone as IO
IO is responsible for investment consistent with policy
A contracted adviser/entity can also be an IO
Effective until rescinded or terminated from employment
IO must follow Prudent Person Rule
Council must provide for the training of officers
No person can deposit, withdraw, transfer or manager unless authorized by law
Council has the option to chose officers (no necessary set position)
Regional Planning Commission can only serve Commission as IO

▫ Governing body retains ultimate fiduciary responsibility
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The Investment Officer
• IO must be a local designated officer (staff Treasurer if there is one)
• Must disclose personal/business relationships by officer
▫ Refers to personal business relationships
▫ IO must file a statement disclosing the relationship

▫ If IO relationship is within two levels of blood or marriage and
1. If IO owns >10% of voting stock/shares or >$5,000 in fair market value of
firm
2. If IO received >10% of IO’s prior year income from the firm
3. If IO received >$2,500 in investments in prior year for his personal account
 If these limits are met then file with the Texas Ethics Commission
▫ Specific income limits are set but full disclosure is safer/easier
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PFIA Officer Training
• Applicable to Treasurer and investment officer(s)
▫ and CFO (if Treasurer is not the CFO)

• Must use an independent source approved by governing body or
its designated investment committee
▫ This is not an annual designation

• All officers take 10 hours within 12 months of taking position
• All officers take 10 hours each successive two fiscal years
▫ Fiscal year begins on first day of fiscal year
▫ City and ISD only: 8 hours each successive two fiscal years

• Training must include:
▫ IO Responsibilities, controls, security risks, strategy risks, market
risks, diversification and compliance to Act
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PFIA Training Exceptions

(2256.008)

• No continued training for municipalities if:
▫
▫

It does not “invest” municipal funds
only investing in certificates of deposit

• Toll Roads and Conservation and Reclamation Districts

▫ If using an RIA and has < 5 employees
▫ Officer of the governing body attends one‐time 4 hours training
▫ Designated investment officers must attend the training with the full provisions

• Housing Authorities

▫ Initial 10 hours in first 12 months
▫ Continuing training is 5 hours each two years – or none if only CD and pool

• Emergency Service Districts
▫
▫

Training is not required for the district BUT
Without training investment only in US Obligations, CDs, pools

• Water Districts
▫
▫

(Health & Safety Code Ch. 775)

(Water Code Ch. 36)

Training of at least 6 hours in first year
Training of at least 4 hours each two years
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PFIA Required Standard of Care
• Investments shall be made in accordance with the Standard
• Investments are governed in order of priority by:
▫ Preservation and safety of principal
▫ Liquidity
▫ yield

• Determination of prudence takes into consideration:
▫ Investment of all funds – not a single investment
▫ Whether the investment was consistent with the policy
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PFIA Standard of Care
• Prudent Person Standard
Investments shall be made with judgment and care under
circumstances then prevailing that persons of prudence, discretion
and intelligence exercise in the management of their own affairs
not for speculation but for investment considering probable safety
as well as probable income.

• Addresses the cyclical nature of investing
• Periodic required reviews/reports address changes
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PFIA Specific Investment Requirements
• No maximum maturities are set by PFIA – YOU set them
• State and Local Obligations are authorized if:
▫ Rated A, or its equivalent, or better

• Interest bearing deposits at banks and credit unions must:
▫
▫
▫
▫
▫

Must be insured or collateralized
Insurance through the FDIC
Insurance through the National Credit Union Shared Insurance Fund
Must be a Texas bank or through Texas broker
Includes spread product like ICS (Insured Cash Sweep) and CDARS
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PFIA Specific Investments
• Certificates of deposit are authorized if:
▫ Collateral must be 100% of principal value
▫ Collateral can not include PFIA unauthorized MBS
▫ Includes spread product like CDARS

• Repurchase and Reverse Agreements are authorized if:
▫
▫
▫
▫
▫

Has a defined termination date
Secured by authorized investments or cash
Securities are bought and sold DVP
Placed through a primary dealer
Funds invested from the reverse mature before end of the reverse
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PFIA Specific Investment Requirements
• Securities lending is authorized if:
▫
▫
▫
▫
▫

100% collateralized or secured consistent with PFIA
Allow for termination at any time
Securities are pledged and held in entity’s name
Placed through a primary dealer
Have a term of one year or less

• Bankers acceptances are authorized if:
▫ It has a maturity < 270 days
▫ Is eligible as Fed collateral
▫ Accepted by US bank with short term rating at least A1/P1
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PFIA Specific Investment
• Commercial paper is authorized if:
▫ It has a maturity less than 270 days
▫ Is rated A1/P1 or equivalent by two NRCRA
▫ Is rated A1/P1 by one NRCRA with also a US bank LOC

• Guaranteed Investment Contracts (GIC) must:
▫
▫
▫
▫
▫

Have a defined termination
Be fully collateralized to 100%
Be pledged to the entity
Be no longer than five years
Be specifically authorized by governing body, bid, highest yield and have
reasonable admin costs
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PFIA Specific Investment
• Money market mutual funds are authorized if:
▫ Complies with SEC Rule 2a‐7
▫ There is no PFIA requirement for it to strive to maintain $1 NAV

• Mutual fund is authorized if:
▫ Registered with the SEC and WAM < 2 years
▫ Has a duration of 1 or more years but must invest in PFIA investments
▫ Has a duration < 1 year but invests in investment grade securities
 May not invest in asset‐backed securities

▫ The fund must be less than 15% of your operating fund (w/out bonds)
▫ Bond proceeds may NOT be invested in mutual funds
▫ Your investment can NOT exceed 10% of the fund total assets
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PFIA Specific Investment Requirements
• Investment Pools have many internal restrictions
▫ Contents, reporting, NAV, rating, website contents
• To use a pool
▫ Governing body must authorize particular pool by resolution
▫ The pool must stay continuously rated AAA equivalent
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PFIA Specific Investment Requirements
• Higher Education investments include:
▫ Cash mgmt and fixed income funds if Tax Code 501(f) eligible
 Basically referring to the ‘Common Fund’

▫ Negotiable CDs with banks having a CD rating of ‘1’
 Effectively a CP rating of A1/P1

▫ Corporate bonds and debentures
 If they are in two highest ‘long‐term’ ratings
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PFIA Specific Investment Requirements
• Schools Districts are authorized to buy corporate notes if:
▫ It is rated no less that “AA‐”
▫ It is not convertible to stock and is secured
▫ The District has an average of over 50,000 students

• Hedging is authorized in several instances if:
▫ It complies with CFTC
▫ It is segregated and accounted for separately
▫ It is an “eligible entity” and uses for “eligible projects”
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PFIA Specific Investments
• Securities that become “unauthorized” by law or policy
▫ Need not be liquidated
▫ Reinvestment must be as provided by policy

• Securities that lose their required rating
▫ Entity must take prudent steps to liquidate
▫ Must be liquidated but no specific time period

76

PFIA Quarterly Reporting
• Quarterly Reporting must: (2256.022)
▫
▫
▫
▫

describe the investment position of the entity in detail
be prepared jointly by investment officers
be signed by each investment officer
Be presented to governing body and chief executive quarterly



On a timely basis within a reasonable time

▫ contain summary information
 Beginning and ending market value
 Fully accrued interest (net earnings)

▫ detail each position by book/market, maturity date, fund
▫ state compliance with Policy and PFIA
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Audits
• External auditor
▫ If you invest in other than CD and pools
▫ Auditor must review the quarterly reports

• Internal Compliance audit
▫ Compliance to your policy
▫ Compliance to the PFIA
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A Checklist for PFIA Compliance
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PFIA Governing Body Duties
• Board/Council








retains ultimate fiduciary responsibility by law
designates the investment officers
reviews and approves policy annually
reviews and adopts strategy annually
receives quarterly reports
approves broker/dealer list annually
can designate an Investment Committees (optional)
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PFIA Investment Officers’ Duties
•

Investment officers










Must disclose any personal blood/money conflicts
Must prepare and sign quarterly reports
Must attend to training every 2 years
Must comply with the Policy
Must suggest and monitor broker/dealers and
certification
Must monitor credit ratings
Must advise the Council/Board
Must do or arrange for an annual compliance review
Must provide for documented competitive transactions
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Your Counter-party Duties
▫ Policy Certification
 Changed to “business organizations”
 Defined as pools and ‘discretionary investment firms’

 These must review and certify to the Policy
 Perhaps you send the brokers your policy anyway?

▫ Auditors
 Must review the quarterly reports
 If investments in more than CD and pools are made

▫ RIA: Non‐discretionary Investment advisors
 (Should review the Policy)
 Can assume all investment officer responsibilities
 May be designated as the entity’s investment officer

 Complies to a higher “prudent expert” standard
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PFIA Specific Broker Requirements
• Broker/Dealers
▫ Governing body must annually review, revise and adopt list
▫ List is only for broker/dealers (not banks)
▫ Can be approved by governing body designated investment
committee

• Broker/Dealer certification no longer required
▫ Good idea to send the policy to any broker/dealer anyway
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PFIA Policy Certification Requirement
• The certificate effectively states:
▫ “Business Organization” now defined as pool (or discretionary mgr) has
reviewed the policy
▫ Organization has implemented control procedures except where:
 Policy requirements are dependent on analysis of total portfolio
 Policy requires an interpretation of subjective investment standards
 Policy relates to funds not invested through the organization
• The certificate must be received before any transaction takes place
• Policy certification must be acceptable to both parties – not set by PFIA
▫ Nothing relieves entity of responsibility to monitor investments
▫ You chose whether to get certificates before or after firm is approved
 Better to get it first!

How do I achieve Safety?
•
•
•
•
•
•
•
•
•
•
•

Document all transactions
Use competitive transactions
Use Delivery versus Payment (DVP) Settlement
Use independent counter‐parties
Establish controls and procedures
Establish and monitor collateral
▫ Independent safekeeping and reporting
Diversify
Understand the various securities/opportunities
Review and report regularly
Review bank contracts
▫ establish equality
▫ review for practicality
Recognize changes in your and the markets’ situation
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How do I achieve Liquidity?
• Create and understand your cash flow
• Invest to fund known liabilities
• Maintain a small cash buffer for emergencies
• Use liquidity alternatives
▫ Pools and MMMFs

• Buy high credit quality securities
▫ High quality assures a secondary market

How do I achieve Diversification?
• Create competition in every transaction
▫ Never rely on one institution or broker
▫ Do not allow a broker to do competitive bidding for you

• Diversify by type of security
▫ Knowledge of the alternative securities
▫ Use securities that make sense for the period

• Diversification maturity
▫ Create a ladder to meet your liabilities
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How do I achieve Yield?
• Invest to your cash flow needs
• Reduce lower yielding balances at bank
• Know the securities and use appropriate ones for the time
• Assure there is always competition
• Know, compare and use your alternatives
• Monitor bank costs and structures
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Your Strategy is Based on Cash Flow

CASH RECEIVED – CASH SPENT = NET CASH FLOW

Cash Flow Is The Control
• Identifies when funds are needed
• Protects your liquidity
• Improves investment returns
• Establishes policy parameters
▫ Maximum maturity
▫ Maximum weighted average maturity
▫ Risk benchmarks
• Promotes safe maturity extensions
• Defines your portfolio
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Time Horizons from Cash Flow
Set Your Strategy
• Think and build your portfolio around time horizons
• Cash flows allows you to act pro‐actively
▫ Provides comfort that necessary funds are available
▫ Allows some extension by recognizing future flows

• Defines the portions of your portfolio
▫ And from that the strategy for each

• Yield is not the end‐game but an added benefit
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One Basic Evaluation
• Revenues versus Expenditures
• Stay to the 80‐20 % Rule
▫ Limit the categories

• Look at month‐to‐month
• Find the net cash position
• Fill the gaps with maturities
• Build it as‐you‐go
• Add year by year to get a solid average
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Traditional Category History
Revenues
Taxes

Jan

Feb

Mar

Apr

May

Jun

Jul

8,500,000

7,000,000

3,500,000

750,000

1,000,000

2,000,000

1,000,000

State $$

250,000

200,000

200,000

200,000

250,000

300,000

300,000

Other

150,000

150,000

250,000

275,000

400,000

400,000

400,000

2,000,000

350,000

433,000

400,500

600,000

700,000

750,000

10,900,000

7,700,000

4,383,000

1,625,500

2,250,000

3,400,000

2,450,000

2,000,000

2,000,000

2,000,000

2,000,000

2,000,000

2,000,000

2,000,000

Contracts

300,000

300,000

350,000

450,000

645,000

875,000

750,000

Capital

300,000

200,000

400,000

500,000

400,000

450,000

500,000

Athletics
Total

Expenses
Salaries

Debt Svc

2,000,000
Total

Net Cash

2,600,000

2,500,000

4,750,000

2,950,000

3,045,000

3,325,000

3,250,000

8,300,000

5,200,000

-367,000

-1,324,500

-795,000

75,000

-800,000

Multi-year Layering Smoothes Info
JAN

FEB

2015

10,998,532

9,848,555

2016

15,973,535

4,595,222

2017

10,595,555

9,500,123

12,522,540

7,981,300

2015

8,126,666

7,222,001

2016

10,565,956

8,000,000

2017

7,203,654

7,010,123

8,632,092

7,410,708

3,890,448

570,592

REVENUES

AVG
EXPENSES

AVG
NET Funds

•
•
•
•

Layering each year’s history allows an average
Building off history allows you to compute monthly future flows
Historical % used on new budget creates a forecast
Tie the summary sheet to detail sheets per year
▫ Layering years takes out one year aberrations.
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Now Use It as an Investor
• Use data to visualize your portfolio
• Focusing on balances required to pay expenses

▫ Use historical needs and a buffer to set investment requirements
▫ Ongoing use builds the traditional information

• You can create the basic cash flow in your head

▫ How much is your payroll each month?
▫ How much is your accounts payable each month?
▫ When are your debt service payments? How much?

• Adding a ‘liquidity buffer’ provides for the unexpected
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This District needs $3 million each month
but only needs one investment
S
1

M
2

T
3

9

4

TH
5

10

11

F
6

S
7

Payroll
$1mm

Payables
$250,000

$
8

W

12

13

14

19

20

21

Payables
$250,000
15

16

17

18
Payables

Payroll
$1mm

$250,000
22

23

24

25
Payables
$250,000

26

27

28
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Using the Information – I&S

An overview of the cash flow needs allows the investor to look ahead.
The flow in Jan. alone covers the February payment.
The net balances of each other month can be invested 11, 9, 8 and 6 months.
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A General Fund Sample

We use the excess balances not needed for the next month and extend.
Three excess balances result in 3-month investments.
The cash flow knowledge allows Sept. to be extended to 8-month investment.

Everyone has a CORE Portfolio
Measuring and Using the Core
80

40

60

30

40

20

20
0

core

10
0

core

What is the apparent maximum maturity and WAM of each of these?

• A core is money you have not touched for an extended period
▫ allows you to extend the portfolio

• If you have no core you have a maximum maturity of one year or less
• Your WAM should fit the cycles of your cash flow
• Your WAM will set a benchmark to compare risk
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Strategies are a must
on capital projects

1

2

3

4

5

6

7

8

•

Often a large nonrecurring expenditure
▫ unique cash flow
▫ like projects can show trends

•

Preliminary work with departments
▫ Set expenditure plan before funds arrive
▫ Bond documents contain basic plans

•

Ongoing updates to departments
▫ Builds trust and good plan
▫ Explain impact of investment

•

Explain to generate support
▫ Impact of additional earnings
▫ Arbitrage impacts

9 10 11 12 13 14 15 16 17 18 19 20

‐Slow start setting contracts
‐Building takes place
‐Building slows
‐Funds live on…..
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MANAGING RISK
•
•
•
•

All investments involve risk.
Risk cannot be avoided
Risk must be managed
You are a risk manager

•

There is risk of losing money, but there is also risk of
not earning all that you could.

•

A balance must be established between risk and
return
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CREDIT RISK
Credit Risk: risk of value loss due to issuer default or
delays on payment of interest or principal on a timely
basis
Minimized by:
▫ Buying high credit quality securities
▫ Monitoring credit rating
▫ Diversifying between issuers
▫ Using investments and deposits that are
collateralized
▫ Pre‐qualifying the financial institutions and
intermediaries
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LIQUIDITY RISK
Liquidity Risk: the risk that the district will need the
money before the investments’ maturity date and will
not have access to money without taking a loss or will
have to pay penalty (CD) to get it
Minimized by:
▫ Accurate cash flow projecting
▫ Laddering maturities
▫ Maintaining a small liquidity buffer for
unanticipated needs
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COLLATERAL RISK
Collateral Risk: the risk of insufficient collateral if institution
fails or ownership of collateral is not perfected or no
collateral. Also, a risk on an event of contract default
Minimized by:
▫ Requiring a minimum of 102% (110% MBS) markt
value on the pledged collateral
▫ Ensuring confirmation of the pledged collateral
▫ Ensuring security collateral is of PFIA authorized
quality
▫ Monitoring the collateral at least monthly – now
daily is available

Market Risks
• Market Risk
▫ The risk that market prices will fall
▫ Lower prices threatens liquidity
 If you can not sell at a loss

▫ If sold you might recognize a loss of principal
 If not sold it is an “unrealized” loss and no threat

• Volatility Risk (the “Fear Index”)
▫ The risk of significant changes in market prices
▫ Higher the volatility = higher risk
▫ Volatility increases with longer maturities, low credit and structured
securities
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Managing Event Risk
• Event Risk
▫ An unforeseen change that affects markets.
▫ Moves markets especially with uncertainty

 “Risk –On” and “Risk‐Off”
( as in ‘how much risk appetite you have)

• Managing Event Risk
▫ Diversification
▫ Remember you are buy and hold
▫ Your events risks are internal more often than not
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Security Structure Risk
• Extension Risk
▫ Risk that securities lengthen in maturity unexpectedly
▫ Primarily in mortgage backed securities
 when mortgage rates rise people do not refinance

• Re‐Investment Risk
▫ Risk that reinvestment will be at lower rates
▫ Represented when rates are falling – especially in liquidity
▫ Primarily in callable securities
 when they are called as rates fall
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Non-Market Risks
• Counterparty risk

▫ Broker background checks
▫ FINRA registration
▫ Independent safekeeping outside brokerage

• Banking risks

▫ Reconciliation within 30 days
▫ Verify availability of funds
▫ Continuously monitor cost of services with account analysis

• Employee risk

▫ Separation of duties
▫ Oversight and cross training
▫ Cash controls like numbered receipts, safes, assigned tills
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Technology’s Risks
• Employee controls
▫ Pin numbers and separation
▫ Limited access to applications
▫ Stand alone computer access

• PCI control
• Bank fraud controls
▫ Filters/blocks on ACH
▫ Payee positive pay
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Safekeeping and Custody Risk
• Custody Risk
▫
▫
▫
▫

Accompanied by high fiduciary responsibility
Custody of pledged securities
Risk to proof of the pledge
Risk to control of the pledge

• Safekeeping Risk
▫ Lower fiduciary responsibility
▫ Safekeeping of securities you own
▫ Risk to your proof of ownership
 Proving your ownership
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What is Settlement and Safekeeping
• An institution holding securities owned by you.
The Trade

ISD buys
a security

Broker sells
the security
Broker sends security

ISD approves
trade and funds
Tells bank

Broker sends to
bank DVP

Bank safekeeps
the security
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Safekeeping Bank Accounts
Depository Bank
Relationship

Safekeeping
Account
Safekeeping is tied
directly to an account

Interest Bearing
Account

Money Market
Account

Safekeeping accounts are not regular bank accounts but must be tied to a demand deposit
account (DDA) so that money that buys a security can only flow back to the same account.
These accounts are in the securities clearing section of the bank and assigned by name.
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Sample Safekeeping Fees

Key Custody and
Safekeeping Factors
• Custodian/safekeeper must be independent
• Custodian/safekeeper should report to you directly
• Custodian will verify authorized collateral and margin
• Safekeeper will not be responsible past your request
• Custodians rarely mark‐to‐market
• You chose your safekeeping agent
• You approve your custodian
113
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OPPORTUNITY COST RISK
Opportunity Cost Risk is the difference between current
investment return and alternative investment offering a higher
return.
An example would be purchasing safer US T‐Bill yielding 0.3%
instead of commercial paper yielding 1.0%
• 0.7% difference in yield is the opportunity cost
• On $1mm that’s $7,000/year!
•

Minimized by
• Diversification
• Monitoring market sectors for the best rates
• Buying short when rates rise – longer when rates fall
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You Need Investment Controls
• Outline the controls you need for safety and liquidity and yield
• Give you the flexibility to match your portfolio to your situation
• Require you to set internal and external controls/procedures
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Procedures and Controls
• PFIA mandated controls
▫
▫
▫
▫
▫

Write and annually adopt a policy and strategy
Designate investment officers and train them
Set your objectives
Choose your securities
Report in a timely quarterly manner

• PFCA controls
▫ Develop a collateral policy
▫ Set parameters for collateral
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Procedures to Support Your Policy
• Assigning responsibilities and authorizations
• Carefully and succinctly define authorized investments
▫ Especially CDs

• Monitoring credit rating changes
• Internal controls
▫
▫
▫
▫
▫

Cash flow
DVP
Competitive bidding
Monitoring credit
Monitoring FDIC status
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Why Expand Procedures/Controls?
• Written procedures can supplement policy
• Explain and define
• Online references and sign‐ons, etc.
• Providing for continuity and safety
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Defining Securities Concisely
• Authorized Investments
▫
▫
▫
▫
▫

Authorized investments include only the following
Set the maximum maturity for each security type at time of purchase
Set credit criteria
Set additional requirements by type
Add or delete securities to accommodate your and market situations

Example:
Authorized investment under this Policy shall be limited to the instruments listed below and as
further defined by the PFIA.
o Obligations of the US, its agencies and instrumentalities, excluding MBS and CMOs, with a
stated final maturity less than 2 years
o Fully collateralized or insured CDs of banks doing business in TX…collateralized in
accordance with the district collateral policy
o FDIC insured CDs from any state
All security transactions will be made on a competitive basis.
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Controls for Buying
Brokered CD Securities
• Differentiate from “depository” CD
▫ Define issuers
▫ Take possession DVP
▫ Check
• FDIC insured brokered certificates of deposit securities from a bank in any
US state, delivered versus payment to the safekeeping agent, not to
exceed one year to maturity. Before purchase, the Investment Officer
must verify the FDIC status of the bank on fdic.gov to assure that the bank
is FDIC insured.
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Procedure for Monitoring
Brokered CD Securities
• Even more important than credit ratings
• Difference created by FDIC coverage limited to $250,000
▫ No reprieve for mergers and acquisitions

• The Investment Officer shall monitor, on no less than a weekly basis, the
status and ownership of all banks issuing brokered CDs owned based upon
information from the FDIC. If any bank has been acquired or merged with
another bank in which brokered CDs are owned, the Investment Officer
shall immediately liquidate any brokered CD which exceeds the FDIC
insurance level.
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Monitoring Credit Control
• Monitoring credit on securities requiring rating
▫
▫
▫
▫
▫

Commercial paper
Bankers Acceptances
State and Local government bonds
(Corporate bonds – only for higher education)
Pools

• Policy must have a procedure to monitor ratings
▫ Act: “an investment that requires a minimum rating…does not qualify
during period without minimum rating…take all prudent measures to
liquidate…”
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Monitoring Credit with Analysis
• The Officer shall monitor on a monthly basis, the credit rating
on all authorized investments requiring a rating based on
independent information from a nationally recognized rating
agency.
• If the security falls below the minimum rating, the Officer will
notify‐‐‐‐‐‐ of the loss of rating, conditions affecting the rating
and possible loss of principal along with liquidation
alternatives available for action within two weeks of the loss
of rating.
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Monitoring Credit on Automatic Pilot
• The Officer, or adviser, shall monitor on a monthly basis, the
credit rating on all authorized investments requiring a rating
based on independent information from a nationally
recognized rating agency.
• If the security falls below the minimum rating, the Investment
Officer shall immediately solicit bids for and sell the security,
if possible, regardless of loss of principal.
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Broker/Dealer Procedures/Controls
• Broker/Dealer Requirements
A list of no more than five brokers will be maintained and reviewed by the
Board annually.
Brokers will be registered with the State Securities Commission
Brokers will complete a District questionnaire
Every pool will be provided a copy of this Policy and must certify to having
read it and not sell any investments not authorized by Policy.
Limiting brokers for efficiency
Adding brokers for competition
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Banking Controls
•
•
•
•
•
•
•

Reconciliation
Account analysis review
Payment methodology according to rates
Timely Reporting
Availability Policies
Independent safe‐keeping
Collateral
• 102% level
• reporting
• Written agreement
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Monitor Your Bank
• Know your depository
• Understand the collateral terms and agreement
• Check collateral report monthly from custodian
• Take action if necessary
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Bank Rating Services
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HIGHLINE and BEST Bank Rating Agencies
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Bank Repo Sweep Caution
• Repo Sweeps pose a unique risk
▫ Segregation of assets not a buy‐sell transaction

• Collateral is segregated not bought and sold
• As a sweep, repo must be established as buy‐sell
• Unclear FDIC construction by bank could cause loss
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Your Post-Class Quiz
1.
2.
3.
4.
5.
6.
7.
8.
9.

Who sets monetary policy?
What shape yield curve do we have now?
Give two ways to pay for banking.
What is a ladder in investing?
What are the 2 foundation points for your portfolio?
Name three types of risk.
Give three ways to achieve safety.
What margin percent do you use for collateral?
What determines how you pay for banking?
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Relax – we’re done…for today…
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Linda Patterson
Patterson & Associates
linda@patterson.net
512‐320‐5042
512‐415‐0945

