Conventional wisdom can lead you astray
Why a cash-funded DSR often makes more sense than a surety policy.
—by Julio F. Morales, Vice President, Fieldman, Rolapp & Associates
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Conventional wisdom dictates that an issuer should always seek a surety policy in place of
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save the issuer money, because a surety policy allows an issuer to borrow a lesser

April 26-28

a cash-funded debt service reserve fund (DSR). The assumption is that a surety policy will
(principal) amount when compared to a bond structured with a cash-funded DSR.
On a basic level this assertion is correct. However, a closer examination of this issue reveals that
this “conventional wisdom” can lead you astray. In
order to accurately evaluate these two options, one
must compare the net debt service between the two
structures, taking into account the principal, interest,
and interest earnings from the DSR over the life of
the issue.

Mark this date in
your calendar NOW
and watch for
further details
coming your way!

DEBT SERVICE RESERVE FUND

The majority of tax-exempt municipal bonds are
structured with a debt service reserve fund. This feature has been largely imposed by the investor community and rating agencies in order to provide an
additional layer of protection in the event than an issuer/project faces short-term financial hardship. The
IRS regulations limit the size of a reasonably required reserve to the lesser of:

n Maximum Annual Debt Service
n 125% of Average Annual Debt Service
n 10% of Par Value
IRS regulations effectively set an upper limit to
the size of a reserve fund. However, an issuer can
choose to fund the DSR at a lower level or to reduce
the size of the DSR as the bonds are paid off.
Cash-funded DSR

A municipal security structured with a
cash-funded DSR will have a larger principal amount
than one structured with a surety policy. Yet the DSR
is often used to pay debt service due in the final maturity or to fund a reserve for an issue subsequently offered to refinance the original debt. Moreover,
—Continued on page 2

Beyond total return—
is investment practice following investment policy?
—by Benjamin Finkelstein and Felicia Landerman

The nature of public fund investing is
unique. As stewards of public moneys, government portfolio managers have the fiduciary responsibility to ensure that
investments are suitable. The Wall Street
approach to investment management and
performance evaluation does not apply when
one is referring to the investment of public
funds. Let’s see why.
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SETTING APPROPRIATE BENCHMARKS

What is a legitimate measure of performance
in the management of a public fund? Is it “total return,” as Wall Street would have it? Is it a comparison to peers, as others suggest? Or is it something
totally different?
This article attempts to answer the question of
whether a total-return method of measuring investment performance in practice follows policy. To
begin to answer that question, let’s look at how the
—Continued on page 4
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was tasked to lead a work group of partnering with
our associations to better inform our members of all
training opportunities. We found a solution through
the partnership of Linda Louie, Tuan Do and the
folks at California Debt Investment Advisory
Commission (CDIAC). They have begun to host a
location on their website where members can
find details and date of all sorts of great training
opportunities. Check it out at www.treasurer.ca.gov/cdiac/education.htm.
Please mark your calendar to attend our always
fantastic Annual Conference to be held April 26-28th
in Monterey we have an exciting program line-up to
accompany our conference theme of “Exploring
New Depths”. In addition we have a two day
pre-conference that you won’t want to miss. Please
look for conference registration packets to be sent in
February.
Until next time….Bill

SURVEY OF MEMBERS

The Association of Public Treasurer of United States and Canada (APT US&C) has put together a 30
question on-line survey to get feedback from CMTA members on the national association, its educational seminars and their Annual Conference. If you are interested in participating, please go to:
http://www.zoomerang.com/survey.zgi?p=WEB224QJ5SJYF8

Conventional wisdom...
investment earnings from the DSR can cover its share
of interest costs. An issuer is often able to invest the
DSR from an investment-grade bond issue in an investment vehicle, such as an investment agreement,
which meets or exceeds the arbitrage yield.
The premise is that an issuer can invest tax-exempt bond proceeds in higher yielding taxable investments, and therefore should be able to meet or exceed
the arbitrage yield.
To the extent that such proceeds can be invested
at or above the arbitrage yield and the principal is
used to pay down bonds in the final maturity, then
the DSR effectively pays for itself.
Surety policy

An issuer can obtain a surety policy from a financial institution or bank, in lieu of funding the DSR
with the proceeds a bond sale. Policies are usually
provided by municipal bond insurance firm such as
MBIA, Ambac, FGIC, FSA, etc. Since surety policies
are most often provided by municipal bond insurance
firms, the policies are almost exclusively issued in
support of investment-grade transactions.
The cost of a municipal surety policy varies, depending on the underlying rating of the issuer/borrowing. Premiums typically range from 1.0% to
5.0% of the reserve requirement. For example, a
bond issue with a $2.0 million reserve requirement

—continued from page 1
and a surety policy fee equal to 3.0% would pay a fee
of $60,000 and could reduce the size of the bond issue by $1,940,000.
There are certain situations for which a surety
policy provides a unique solution. This often occurs
when an issuer has limited bonding capacity. For example, an issuer’s legislative body may have capped
the bond issuance amount to $20 million. However,
due to delays, higher interest rates or increased project costs the issuer can not generate sufficient proceeds with a bond structured with a cash-funded
DSR. In this case, a surety policy can be used to maximize an issuer’s borrowing capacity (e.g., generate
an additional $1.94 million in bond proceeds – as per
the example above).
Nonetheless, the focus of this discussion assumes an issuer is not faced with such constraints
and is making its decision based purely on economic efficiency.
LOWER BORROWING AMOUNT

A comparison between a conventional bond issue with a surety policy and a cash-funded DSR reveals that the surety policy may paradoxically
require an issuer to borrow more in bond proceeds.
To the extent that the DSR can be invested at or
above the arbitrage yield, then the DSR effectively
—Continued on page 3
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pays for itself. Thus, the net impact of a surety policy
depends on the cost of the policy as compared to the
reduction in variable bonding expenses impacted by
the size of the bond issue, such as bond insurance, underwriter’s discount and cost of issuance. For example, if the surety policy cost 3.0% and the bonds
variable costs equal 2.0%, the surety will increase the
par value by 1%.
Impact of Bond-Related Issuance Costs
Cash-fund DSR vs. Surety Policy
Bond Sized
w/ Surety

Bond Sized
w/DSR

Impact of
Surety

Project Fund
$20,000,000 $20,000,000
DSR
—
1,311,310
Surety Policy – 3.0%
37,523
—
(37,523)
Cost of Issuance
200,000
200,000
Underwriter's
164,720
175,120
10,400
Discount1
Bond Insurance2
187,302
202,916
15,614
Additional Proceeds
454
654
199
TOTAL $20,590,000 $21,890,000 $ (11,310)
ASSUMPTIONS

1. $8 per bond
2. 50 bps

less DSR: $ (1,311,310)
$ 20,578,690

As illustrated in the table above, a hypothetical
bond issue structured with a DSR would need to sell
$21,890,000 in order to generate $20 million in net
bonds proceeds. This bond issue would include a
$1,311,310 DSR and $578,000 in issuance costs. By
comparison, the same bond issue structured with a
surety policy would only require $20,590,000 in
bonds to be sold, but would include $590,000 in issuance costs.
Since we assumed that the DSR effectively pays
for itself – the amount of the DSR should not be factored in this analysis. In this example, a surety policy
would actually require the issuer to generate $11,310
in additional bond proceeds ($21,890,000 Bonds –
$1,311,310 DSR = $20,578,690 Net Bond Proceeds
with DSR).
ADDITIONAL ADVANTAGES
OF CASH-FUNDED DSR
Arbitrage implications

The real advantage of a cash-funded DSR is the
ability to recapture negative arbitrage. By utilizing a
surety policy an issuer foregoes the ability to recapture this opportunity cost. If an issuer can invest the
DSR monies in a long-term investment that yields
above the arbitrage yield, these excess earnings can
be used to offset negative arbitrage realized in another
fund (e.g., project fund) from the bond issue.
For example, a $1.3 million DSR invested 0.50%
(50 bps) above the arbitrage yield would generate
$6,500 in excess earnings each year. This amount
would accumulate until the bonds are called, in ap-
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proximately 10 years, which would result in a
recapture of more than $65,000 in negative arbitrage.
It is important to note that the IRS regulates and
controls the ability to earn arbitrage profits. Issuers
are allowed to keep excess earnings to offset up to an
equal amount of negative earnings realized in a bond
issue’s other funds. Otherwise, issuers are not allowed to keep any excess earnings (i.e., must rebate
back to the IRS).
Future borrowing capacity

The cash-funded DSR can also serve as a source
of “new money” in the future. A municipal security
structured with a cash-funded reserve retains an “intrinsic option”, which can be exercised by replacing
the cash-funded DSR with a surety policy at the time
of the next refunding.
Each time the bonds are subject to a refinancing,
the issuer will be faced with the same decision
whether to use a surety or cash-funded DSR; and
each time the issuer elects to retain the cash-funded
DSR, they retain this option for the future.
CONCLUSION

Issuers should always evaluate their financing
decisions on a net debt service basis, and also take
into consideration the impact of interest earnings, future flexibility, and arbitrage implications in each
bond financing decision.
In the case of cash-funded DSR versus a surety,
a lower borrowing amount does not necessarily
equate to lower total borrowing costs.
If the DSR can be invested at or above the arbitrage yield, then the DSR can cover its cost of carry
and effectively pay for itself. The key advantage of a
cash-funded DSR, however, is that it provides the
option to recapture negative arbitrage in the future
and provides a low-cost option to generate additional
bond proceeds with little effort in the future.

News from Division Chairs...
Division II

Our October 19th meeting was hosted by the
City of Arcadia at the Santa Anita Race’s Front
Runner Restaurant. We had a good turn out and
enjoyed the networking. Our December 14, 2005
meeting will be at the Castaway Restaurant in
Burbank. Ray Higgins will speak to us about
rebalancing our portfolios. In addition, we will
have a food & wish list drive for the Los Angeles
Downtown Women’s Center. Since we know we
will have a wonderful meeting, we want to make
someone’s day a little nicer!
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—-Mary M. Kobus, City of El Segundo,
Deputy Treasurer
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Beyond total returns...

EDUCATION

typical public fund manager ranks investment policy
objectives. In a room full of public fund managers,
when asked the question, “In importance, how do
you rank the objectives of safety, liquidity and income in the performance of your job?” most of the
respondents would rank safety and liquidity combined at 80 percent to 90 percent.
In light of the above example, why then would
the typical performance evaluation be based on a
portfolio’s total return – or even a peer group comparison – given that, of the three policy objectives,
return receives the lowest priority?
As for peer group comparisons, how can these
provide relevant insight into how well a public fund
performed relative to its peer when no risk adjustment or standard return calculation is provided?
Having the same investment policy objectives does
not necessarily mean having the same liquidity and
risk tolerance. The only “peer group” that a public
fund realistically has is its own policy and plan, not
-another public fund.
To take this one step further, shouldn’t a performance measurement standard capture and include all
investment policy objectives, not just return? Our
hope is that after reading this article, you understand
that a suitable benchmark is a fiduciary benchmark,
and that a fiduciary benchmark adds the qualitative
component to the quantitative component of performance evaluation.
We will propose a performance measurement
standard, which in practice will follow policy.
We will demonstrate the shortcomings of using
total-return market benchmarks to judge public
funds’ fiduciary performance, and suggest how to
modify a market benchmark to capture the unique
investment objectives of public funds.
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A TALE OF TWO CITIES

A portfolio manager says, “I have great news
for the board! Our unit of local government is in the
top 1-percent quartile of all professional money
managers using the Merrill Lynch 1-3 year Government Index. We realized only a 5 percent portfolio
loss, while the Merrill Lynch benchmark lost 5.5
percent!”
Needless to say, the board or council would not
share the enthusiasm of the manager.
A critical error common in the investment practice is for one manager to compare his or her fund’s
performance to that of a “peer” – another public
fund. Comparing returns does not capture the qualitative elements of performance evaluation. Return is
not capturing the differences in risk between the two
public funds. You will see in the following example
how making this comparison may also obscure the
fact that neither portfolio may be suitable.

Let’s look at two hypothetical cities – City A and
City B. They are located in the same state and have the
same portfolio size. In both cities, the public fund managers believe that the most important responsibility is to
preserve the principal of the fund. Likewise, they share
the same investment objectives –safety, liquidity and
income – in that order. Could one say that these two cities are “one and the same”? Let’s look closer and see.
A retiring investment professional manages the
public fund for City A. The city is a wealthy community
with large surpluses. The investment manager invests
all funds in the state pool and benchmarks the portfolio
return against that of the pool. On average, the funds
earned 2 percent over the past year.
In contrast, a young, highly educated professional
manages the investment portfolio for City B. City B is a
new community with huge developmental needs and no
surpluses. City B earned a portfolio return of 4.5 percent over the past year.
A peer comparison between the two may lead to
misleading, erroneous or irrelevant conclusions. Because the cities are in the same state, have the same investment goals and policy objectives, and both invest in
legal securities, can one conclude that City B has done a
better job than City A, because a 4.5-percent return is
better than a 2-percent return?
Is this type of comparison relevant to ensuring that
public money is being invested wisely? In drilling down
deeper, one can see that “legal” does not mean “suitable.”
City A’s fund manager has the fiduciary role to
manage risk, not to avoid it. The taxpayers may not
think highly of what may appear to be a “risk-avoidance retirement strategy.” With 100 percent of the
assets and liquidity in the state pool, is the portfolio sufficiently well diversified? Because the investment in the
pool is legal, and the comparison with the benchmark is
equal, is City A’s manager fulfilling his or her role as
steward of taxpayer money? One might argue no.
City B uses as its benchmark the Merrill Lynch 1-5
year Market Index. City B beat its benchmark by 0.5
percent, and therefore must be doing a good job. Right?
The city outperformed its benchmark and peer group
(income); invested in all U.S. Treasuries (safe); and
paid all obligations without a principal loss (liquid).
The results seem positive, however, was risk properly
accounted for in the evaluation? Without including a
thorough risk assessment as part of the equation, beating an index is not relevant to determining investment
prudence.
If City B was using gains as a source of liquidity,
any significant move in interest rates could leave it with
no short-term, cash-equivalent securities. The current
practice of peer group comparison doesn’t pick up the
fact that City A and City B have different indexes, and
—Continued on page 5
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that neither is suitably fulfilling its role as financial
steward. Liquidity, interest-rate risk and market rate
of return have a large effect on performance and
should be included as part of the performance evaluation process. Evaluating return without accounting
for risk is incomplete and rather meaningless.
BENCHMARKING SUITABILITY

Suitability is the one standard that can “specify
performance measures as are appropriate for the
nature and size of the public funds within the custody
or the unit of local government” (Section
218.415(3), Florida Statutes).
In the beginning of this article, we made the
statement “The only peer group that a public fund
has is its policy and plan, not another public fund.”
What do we mean by this? An investment plan converts a static investment policy—the rulebook—into
a dynamic portfolio interpretation—the playbook.
The plan is predetermined. It is a portfolio representation of what is suitable for the public entity, and
what the portfolio should look like over time – i.e.,
diversification of investments, liquidity, level of interest rate risk, etc. Investment plans provide strategic flexibility as well as a framework for monitoring
and reporting the suitability of an investment portfolio. In performance evaluation, the qualitative as
well as quantitative components form the basis for
reporting how well a manager is doing in meeting
investment objectives.
THE FIVE “WE’S” OF SUITABILITY

n “We have enough liquidity to pay
obligations.”
n “We have appropriate interest-rate risk.”
n “We have a diversified portfolio.”
n “We have a portfolio of legal investments.”
n “We have an appropriate market
rate of return.”
A public fund manager makes the above statements to his or her investment policy committee. Assuming that these statements are accurate and can be
verified, has this fund manager composed a suitable
investment portfolio? We would argue yes. Let’s
look further at each component and illustrate how
Palm Beach County benchmarks the suitability of its
$1.8-billion portfolio.
LIQUIDITY. Liquidity risk, or the premature
sale of a security to meet an unexpected obligation,
is the greatest principal risk to preserving principal.
If a fund manager is forced to sell a security when
market conditions are unfavorable – i.e., prices are
down, rates are up – principal losses may be incurred. Likewise, a “safe” AAA-rated security sold
before maturity to pay an obligation exposes principal to market risk. As Orange County, Calif., aptly
demonstrated, safe does not mean liquid.
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Palm Beach County uses cash-flow forecasting
and scenario analysis in order to ensure that the portfolio has sufficient liquidity without having to prematurely sell a security. The budget office provides the
schedule of receipts and expenditures that are incorporated into a spreadsheet of projected portfolio cash
flows. The spreadsheet may be shocked up and down
using various interest rate environments to gain a
truer picture of liquidity. Having this information
available helps the investment manager to balance the
need to preserve principal with investing to optimize
return.
INTEREST-RATE RISK. Interest-rate risk quantifies a public fund’s willingness to take principal risk
in pursuit of the third investment policy objective –
income. How is interest-rate risk determined for a
given entity? Each public fund may or may not extend
duration in order to increase income. And each will
define different levels of interest-rate risk appropriate
to its budget, politics and other immediate needs.
Again, we are highlighting why peer group comparisons are irrelevant. For example, if you compare two
cities, and one has the ability to incur a longer duration than the other, then the idea that one has a higher
yield is unrelated to providing insight into which one
did the better job.
In Palm Beach County, duration and convexity
are two measures that are calculated and useful in
managing interest rate risk. Duration is a measure of a
bond’s price sensitivity to a change in interest rates,
and convexity is a measure of the stability of duration
of that bond. Both are calculated using various rate
shifts to ensure that the portfolio’s interest rate risk is
fully understood. For investments containing options
such as callable bonds and mortgage-backed securities, the portfolio is frequently “shocked” up and
down 300 basis points (3 percent) in order to see the
potential extension and contraction effects on the
total portfolio.
The investment plan provides an advance warning system for interest-rate risk management. Supervisors and/or investment policy committee members
can easily monitor and compare the actual portfolio to
the proposed investment plan. The investment plan
provides non-financial peers with an effective tool for
oversight and review of the day-to-day investment
decisions.
DIVERSIFICATION. Florida Statutes 218.415,
Section 8, states that “investments held should be diversified to the extent practical to control the risk of
loss resulting from over-concentration of assets in a
specific maturity, issuer, instrument, dealer, or bank
through which financial instruments are bought or
sold.” As Orange County, CA, has shown, having all
of your money, or an over-concentrated amount, in
one issuer that has a diversified portfolio does not
make you diversified. Having different issuers is di-
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Beyond total returns...

—continued from page 5

versified. Public funds that have all of their money
invested in their state pool may believe they are safe,
but clearly they are not diversified.
To ensure diversification, Palm Beach County
sets limits within its policy. Two examples are as follows: “Investments in commercial paper shall be
limited to a maximum amount of 25 percent of the
total portfolio, at the time of purchase, with no more
than 3 percent of the portfolio invested with any single issuer,” and “Investments in Collateralized
Mortgage Obligations (CMOs) shall be limited to 10
percent of the market value of the total portfolio.”
Limitations also are tracked in the investment plan –
adjustable rate mortgages may not exceed 15 percent, and all mortgages combined may not exceed 60
percent of the total portfolio.
LEGAL. A public fund should be able to demonstrate that investment holdings are in fact authorized
as to issuer, maturity and structure. In Palm Beach
County, as part of the annual audit, external auditors
review investment holdings and indicate compliance.
MARKET RATE OF RETURN. Palm Beach
County moved from using a total return benchmark
to a market rate of return benchmark in August 2002.
Its reasoning focused on suitability and relevance.
Its mandate is to preserve principal and protect the
public money while achieving a reasonable rate of
return. A reasonable rate of return is in the context of
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the ability of the portfolio to achieve a stable, market rate of return for budget
purposes. Looking at short-term price fluctuations inherent in a total return benchmark would confuse budget stability with market volatility.
A mention should be made here that Palm Beach County complies with
GASB (Government Accounting Standards Board) Statement No. 31. Investments are valued and reported at fair value, and changes from year to year are recognized as investment income. The county does not, however, incorporate these
fair value changes for budgeting purposes. The changes are recognized, yet not realized. GASB 31, in our view, has focused on the bondholder at the expense of the
taxpayer. By utilizing a market rate of return while complying with GASB 31 reporting requirements, both the bondholder and the taxpayer are equally served. It
is important that practitioners avoid allowing GASB 31 reporting requirements to
exert undue influence over their investment practices and strategy. The investment plan and policy should be the primary governors for constructing, managing
and monitoring the investment portfolio.
SUMMARY

Ensuring that investment practice follows investment policy means modifying Wall Street to fit the needs and realities of Main Street (public funds). The
most important modification is to move away from peer group comparison and total return performance measurement. Adopting a fiduciary benchmark founded on
suitability will measure not one, but all of the investment policy objectives, and
will provide both relevant and reliable insight into the quality of that stewardship.
* Source material drawn from a soon-to-be published book titled The Politics
of Investing Public Funds.
Benjamin Finkelstein is managing director of public funds for Stanford Group Company. Felicia Landerman is cash and investment manager for the Palm Beach County
Clerk and Comptroller’s Office.
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Annual Conference
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will once again
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n Acknowledgement as SPONSOR in the conference
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luncheon award
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Thank you for past participation and we look forward to
working with continuing and new participants this year.
Please contact CMTA Consortium Development Committee members for further information.

] Dale V. Belcher, dale.belcher@ci.oxnard.ca.us
] Camee Lewis, camee_lewis@uboc.com
] Phyllis Garrova, phyllisg@ci.fullerton.ca.us
] Martha Lasser, marthal@ci.brea.ca.us
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The conundrum past and present—what the future may hold
—By Jayson Schmith, Portfolio Manager

The question remains, why have longer-term interest rates not increased as fast as short-term rates? The
interest rate on the 10-year Treasury note remains relatively unchanged even though the Federal Reserve has
raised the overnight federal funds rate 12 times to its current level of 4.00%. Chairman Greenspan defined it as
the “conundrum” (a paradoxical, insoluble, or difficult problem) during his semiannual Monetary Policy Report to
the Congress before the Committee on Banking, Housing, and Urban Affairs on February 16, 2005.
During Chairman Greenspan’s testimony, he outlined some commonly cited
causes for the conundrum. These included the impact of foreign central bank purchases of US fixed income securities; globalization of markets and the relative attractiveness of US securities; low business demand for credit due to very strong
profits and healthy corporate balance sheets. Let’s take these points one at a time
and discuss the current shape of the yield curve and what the future may hold.
Central bank purchases have been strong, with Japan and China having the
largest foreign holdings of US Treasuries. One reason demand has been strong is
due to our large trade deficits which result in billions of dollars that our trading
partners need to invest. Also, interest rates have been rising in the US making investments more attractive to overseas investors. At the current time there seems
to be nothing on the horizon to change this behavior.
Globalization has also led to low long-term rates by making the general marketplace more competitive, contributing to a decline in the pricing power of businesses. Inflation as measured by the CPI has averaged 2.6% for the last 5 years
well below the 25-year historic average of 3.7%. Low, stable inflation usually
correlates with a low overall interest rate environment. Globalization has also
provided the US with access to large amounts of foreign capital at a time of low
domestic savings rates. Integration of the world’s economies continues to increase and will only become more prevalent in the global marketplace.
Decreased business demand for credit is also contributing to low rates on
long-term fixed income instruments. Corporations have strengthened balance
sheets since the WorldCom and
Enron debacles of 2001 and
2002. Corporate profits have
also been very strong, leading
to lower demand for credit because most capital projects can
be funded by internal sources.
The average maturity of corporate bonds has declined from 18
years to 9 years since 1980. If
interest rates overall continue to
climb, especially on the
short-end of the yield curve,
corporations may borrow on the
longer end of the yield curve,
thus putting pressure on
long-term interest rates.

One item that Chairman Greenspan did not mention in his speech is the lack of availability of
long-term Treasury bonds. In fact, the last time the
US Treasury issued a 30-year Treasury bond was in
February 2001. However, the US Treasury is scheduled to issue a 30-year in February 2006. This, in
conjunction with proposed spending on hurricane relief, may put pressure on longer-term rates due to the
increased supply of US Treasury debt.
Most likely all of these issues have contributed
to the conundrum, but this may be changing as we
have recently seen longer rates start to rise along
with short-term rates. It is important to remember
that the Federal Reserve can control the Fed Funds
overnight interest rate but the market controls longer-term interest rates through the discipline of supply and demand. Only time will tell if Greenspan is
right about the conundrum or if there has been a
structural change in the yield curve going forward.
Reprinted from the Chandler Asset
Management Newsletter, November 2005.

CMTA wants you!
The CMTA Nominating Committee is seeking recommendations for candidates for
the CMTA Board positions. All candidates must be active CMTA members. Nomination
forms are available on the CMTA Website (www.cmta.org). Please send nominations by
February 17, 2006 to Shari Freidenrich, Immediate Past President - CMTA, City of Huntington Beach, P.O. Box 190, Huntington Beach, CA 92648.
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Decoding the Fed
How the Federal Reserve affects interest rates—
and the economy
—By Nancy Jones, Managing Director,
PFM Asset Management LLC

Among the many nicknames that have been given to Alan Greenspan, one in
particular—The Sphinx—testifies to the mystery that seems to surround
him as chairman of the Federal Reserve.
Because municipalities and schools are so affected by the impact that Greenspan and the Federal
Reserve have on the economy, especially in terms of
the interest rates they pay on loans or earn on investments, entities should have some understanding of
what the Fed, as it is commonly called, really does.
And to do that, it’s best to start at the beginning.
Rooted in History

Congress created the Federal Reserve in 1913 to
help prevent the financial panics that periodically
rocked the U.S. economy and led to widespread unemployment, bank failures, and volatile prices
throughout the 19th and early 20th centuries. Although it was designed to smooth the sharp ups and
downs of the business cycle, over the years, the Federal Reserve has assumed other responsibilities. Today, it:

n conducts monetary policy to achieve full
employment and stable prices;
n regulates banks and other financial
institutions to ensure their safety and
soundness;
n protects the credit rights of consumers;
n maintains the stability of the financial system;
n provides financial services to the U.S.
government and private financial institutions;
and
n plays a role in operating the nation’s payment
systems, in part by handling and processing
paper checks.
The “Federal” in Federal Reserve refers to the
system’s structure. On the national level, the Fed has
a central Board of Governors in Washington, D.C.
Greenspan is the chairman. Twelve regional Federal
Reserve Banks, each led by a bank president, are located in major cities, around the country including
Philadelphia, Atlanta, Chicago, and San Francisco.
The regional banks monitor economic activity in
their districts and provide information that helps the
central bank develop policies.
A Measure of Independence

History has shown that the Federal Reserve can
only respond to business cycles, not control them.
And to help maintain its focus on the long term, the
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Federal Reserve was designed to
resist political pressure to act only
for the short-term gain.
The U.S. president appoints the seven members of the Board of Governors,
subject to Senate approval. To ensure independence, governors’ terms are staggered so that no president can appoint a majority of the board until late in his second term. Congress oversees the Federal Reserve, and frequently calls on the
board of governors to testify on economic conditions. Otherwise, the Federal Reserve functions fairly free of external pressure.
Indeed, the Fed is considered an independent body within the government.
Its revenue comes from the banks and other financial institutions that are members and use its services, not from Congressional appropriations. The Fed’s
best-known tool for conducting monetary policy, its primary mission, is “its
power to influence interest rates. However, the power is indirect and the results
are far from immediate.
Influencing Rates—and the Economy

The Federal Reserve holds sway over interest rates by periodically setting a
target for the federal funds rate. This is the rate that banks charge each other for
overnight loans between their accounts at the Federal Reserve. The rate is set by
the Federal Open Markets Committee, a 12-member panel that includes the Federal Reserve governors and some of the regional bank presidents, who serve on a
rotating basis.
Changes in the federal funds rate ripple through the economy, affecting all
other rates and, ultimately, the economy as a whole. In fact, some banks tie their
prime lending rates to changes in the target rate. How does the Fed try to reach its
target? It uses three tools: open market operations, discount window lending and
reserve requirements, all of which are related.
Open market operations refers to the buying and selling of U.S. Treasury and
federal agency securities. When the Federal Reserve buys securities from banks,
it adds cash to the banks’ reserves, easing credit and leading to lower interest
rates. When the Fed sells securities, the opposite occurs.
Discount window lending is lending to banks directly from the Federal Reserve at rates set by the board of governors. The Fed can create demand for borrowing from the discount window and charge higher rates by raising banks’
reserve requirements, the Fed’s third tool.
Reserve requirements dictate how much cash banks and other depository institutions must hold in reserve as a percentage of the deposits held by their customers. The Federal Reserve can set the requirement to affect demand for cash
depending on how it would like to influence interest rates. When banks need cash
to meet reserve requirements, the rates go up. When the demand for cash goes
down, the rates fall.
The language of the Federal Reserve and its operations can seem impenetrable at times. To find the real meaning, just remember the Fed’s ultimate goal of
economic stability, which has a big impact on municipalities and schools. For
more information on the Federal Reserve, log onto its Web site at
www.federalreserve.gov.
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Public Treasury Institute and
Division VI of the CMTA to Host

SubCommittees
EDUCATION
Chair: Donna Mullally
Members:
Dale Belcher
Bill Blackwill
Josie Fong
Ray Higgins
Mike Reynolds
Kelley Williams
BUDGET
Chair: Maureen Lennon
Members:
Bill Gallardo
Debbie Michel
MEMBERSHIP
Chair: Marie Bernardo
Members:
Bill Gallardo
League Liaison
Debbie Michel
GENERAL CONFERENCE
AND SITE SELECTION
Chair: Adair Most
Members:
Dale Belcher
Bill Gallardo
Linda Lorenzetti
Mike Reynolds
LEGISLATION
Chair: Charlene Parker
Members:
Vince Amado
Kay Chandler
Gay Eichhoff
Kim Sarkovich
NOMINATION
Chair: Shari Freidenrich
2006 CONFERENCE
Monterey, CA
April 26-28, 2006

CASH HANDLING TRAINING SEMINAR
For Managers and Cash Handlers
About the course

About the Trainer

The Association of Public Treasurers’ CASH
HANDLING TRAINING SEMINAR is this program designed to train government employees and
officials in proper cash handling techniques. Finance officers, treasury officials, city clerks, and
cash handlers are encouraged to attend. The Cash
Handling Training Manual is required text for the
seminar. The Manual serves as a model for governments to base their own program and manual
with a comprehensive set of cash handling techniques; a training syllabus; and instructions on
how to develop a manual/program for an individual government, which may be submitted to the
Association of Public Treasurers for review and
certification. Seminar participants will receive a
Certificate of Completion at the end of the course.

Linda Patterson, CTP has served as Deputy
State Treasurer/Director of Investments for the state
of Texas. She was responsible for a $20 billion portfolio, as well as the Divisions of Cash Management,
Federal Reserve Transfer/Clearing, Texas Trust
Company, Securities Management and Cash Flow
Forecasting. Linda was also City Treasurer of the
City of Fort Worth. She initiated the Public Funds
Investment Act of 1987, which opened investment
alternatives for all Texas governmental entities. In
1989 she initiated the Public Funds Collateral Act.
She sat on the GFOA Cash Management committee
and has been on the Board of Texas Tech University
SW School of Governmental Finance since 1989.
She has been an officer and President-Elect of APT
US&C and founded the Texas Treasurer’s Association. She received the APT US&C’s highest aware,
the Phillips Award, in 1990.
Enrollment for this
class—the only one held
in Northern California—will be open to anyone handling cash in your
city.
Sign up early!
Only 175 seats will be
available so contact Vince Amado, Division chair at:
div6cmta@yahoo.com for advanced seating.

About the Association of Public Treasurers
of the United States and Canada
APT US&C represents 2,000 public treasury
officials in local, county and state/ provincial governments throughout North America. The Association provides education, certifications and
technical assistance to its membership, and state
chapters and universities.

About the Public Treasury Institute
The Public Treasury Institute was formed in
January 2004 to develop training manuals and
programs focusing on a wide range of public finance topics. The Institute is the sole coordinator
of these seminars, bringing programs and training
to counties, cities, states, provinces, universities
and state and provincial treasury and finance associations throughout North America.

Some topics covered in the seminar
o Cash Handling Program
Certification—-Application &
Procedures

o The Purpose of the City Treasurer’s
Office; Your Job as a Cash Handler

o Federal Cash Handling Regulations
o The Federal Reserve System
o Legal Background for Treasury
Functions

o Currency and Check Recognition
o Receiving Monies; Steps to Receive
Currency and Coins; Making Change

o Strapping and Bundling Currency;
Handling Mutilated Currency; Rules
for Redemption of Mutilated Currency
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Dates:

Thursday, March 2, 2006

Time/
Location:

9:00am- 3:00pm
Sunset Center/ Rocklin
2650 Sunset Blvd, Rocklin,
CA 95677

o Counterfeit Currency; Raised Notes
o Checks and Check Cashing; Types and parts of
a check; Check Negotiability; Check
Endorsements, Identification of Checkwriter;
Check Fraud

o Credit/Debit/Charge Cards; Credit Card

o Sample Cash Handling

o Common Errors Causing Out-of-Balance
Situations; Reasons for Hard-to-Find Errors
Night Deposits

o Introduction to Security Procedures/ Loss
Prevention

o Robbery; How to Prevent a Robbery;
Procedures to Follow During a Robbery;

Emergency Procedures

o Other Forms of
o Glossary of Terms

o Daily Cashier Operations

o “Non-Government” Money

o Fire/Bomb Threat;

Payments

Transactions

o Filling Out Deposit Slips; Armored Car and

Procedures to Follow
After a Robbery

Legislation:
Procedures and
Documentation-City
Cash

o Cash Handler’s
Training Syllabus

o Sample Cash Drawer
Reconciliation Sheet

o And much more!
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Thank You to the Sponsors of Dollars & $ense!
(All advertisers throughout the newsletter)
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Calendar of Events

What’s Inside....
s Conventional Wisdom

CMTA DIVISION MEETINGS

Can Lead You Astray

1

Division I

Dates, locations and topics tbd

s Beyond Total Return

1

Division II

Feb 8, 2006: Payment Resources accepting credit card payments

s 2005-2006 Officers

2

Division III

Dates, locations and topics tbd

s President's Message

2

Division IV

Dates, locations and topics tbd

s Division News

3

Divisions V

Dates, locations and topics tbd

Division VI

Mar 2, 2006: Cash Handling Training Seminar, Sunset Center, Rocklin

s Division Chairs

3

Division VII

Dates, locations and topics tbd

s Committees

4

Division IX

Dates, locations and topics tbd

Division X

Dates, locations and topics tbd

s Special Announcement:
Commercial Associates

7

s The Conundrum Past and
Present—What the
future may hold

s Decoding the Fed

UPCOMING CONFERENCES/MEETINGS
Apr 23-27, 2006

CMTA Conference, Monterey

8
9

Members!

s Cash Handling
Training Seminar

10

s Sub-Committees

10

s Calendar of events

12

California Municipal
Treasurers Association
c/o Christine Vuletich, CCMT
1052 Tata Land
City of South Lake Tahoe, CA 96150
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Our website is currently
under construction as a
major upgrade takes place.
Look for the exciting new
CMTA website in January!

PRSRT FIRST CLASS

U.S. POSTAGE

PAID

Concord, CA
Permit No. 249
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