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The sub-prime mortgage crisis has wreaked havoc on the U.S.
financial markets and created a ripple effect
throughout economies around the world. Firms
that were considered Wall Street titans have
disappeared.
Indy
Mac
Bank,
the
Pasadena-based thrift failed. Washington
Mutual Bank failed in the largest bank failure
n U.S. history. Bear Sterns, Wachovia, AG
Edwards, Merrill Lynch and Countrywide were all
purchased by other financial institutions. As it has
been described in various media accounts, “This is
definitely a 100-year happening.”

Lehman Brothers, the fourth largest investment bank on Wall
Street failed. Lehman Brothers filed for Chapter 7 (liquidation) bankruptcy protection on September 15. It is this bankruptcy filing by
Lehman Brothers that has impacted public agencies in California most dramatically.
Lehman Brothers filed for Chapter 7 bankruptcy protection on September 15. On September
16, Barclays, PLC, another investment bank, bought Lehman
—Continued on page 4
Brothers’ core business unit out of bankruptcy. The terms of this

Evaluating the U.S. Treasury Market
vor of ultra-safe U.S. Treasuries. The Federal Reserve also contributed to the Treasury
rally by aggressively lowering short-term interest rates. Finally, if current economic
weakness persists or worsens, some investors believe that yields on Treasury securities will remain extremely low for years to
come.
While it is plausible that Treasury yields
will remain low, there are equally good reasons why rates may rise sharply. The decline
Current Low Yields
in yields leaves little room for further imThere are fundamental reasons why Trea- provement. For instance, the two-year Treasury yields have reached very low levels. As the sury yield has fallen from 5.25% to less than
global financial crisis prompted a flight to safety,
investors abandoned risky asset classes in fa—Continued on page 3
— Brian Perry, Chandler Asset Management

Some market participants are concerned that
as global financial markets normalize investors
will abandon low yielding Treasuries in favor of
more attractive options. Because most bond market portfolios hold Treasuries, these concerns
have presented a dilemma. Should investors continue to purchase Treasuries? Or should they reduce their holdings in the expectation of higher
rates in the future?
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Spring is seen as a time of growth,
renewal, of new life (both plant and animal)
being born. Spring is also a metaphor for
the start of better times.
In these times, with
the many economic and
financial
challenges
facing our nation, we as
municipal
treasurers
and finance professionals are relied upon more
than ever to provide the
leadership necessary to
maintain the fiscal
health of our agencies,
which we all know is
necessary to continue
the important services
Christine Vuletich
President
we provide to our communities.
A positive attitude and the willingness to learn
and grow are essential elements in effective leadership. For 50 years CMTA has been committed to providing its members with the opportunity to do just
that. We have a great program planned for this year’s
annual conference. I hope you can join us in Palm
Springs, April 22-24 for the conference and the celebration of CMTA’s 50th Anniversary
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Evaluating the U.S. Treasury Market
1% since the credit crisis began. Furthermore, in
order to fund increased government spending, the
issuance of Treasury securities has increased dramatically. In a traditional supply and demand relationship, this increased issuance should lead to
lower prices and higher yields. The actions of US
and international policymakers are also designed
to stoke inflation and prevent a deflationary spiral.
Higher inflation could lead to much higher interest
rates in the future.
Regardless of their market outlook though, investors should carefully consider their ability to
predict the future course of interest rates before altering their portfolio structure based upon interest
rate forecasts.
The Difficulty of Predicting
Interest Rates
A significant body of academic research has
demonstrated that correctly predicting interest
rates is virtually impossible to accomplish over an
extended period of time. Studies indicate that
most professional interest rate forecasters fail to
outperform a random walk approach. Despite
years of experience and access to the most sophisticated tools available, the professional economists’ forecasts are less accurate than those
obtained by flipping a coin. In fact, even the forecaster with the best previous track record failed to
consistently outperform a coin flip when attempting to predict interest rate changes.
In order to be successful, portfolio managers
must predict not only the direction of future interest rate moves, but also the magnitude and the timing of the move. This is difficult to do correctly
even once, and virtually impossible to accomplish
consistently over a long period of time. This problem is further compounded by the fact that predicting interest rate changes becomes more
difficult as the time horizon increases.
The risk in trying to time interest rates is
that once a forecaster makes a mistake, it becomes extremely difficult to recapture that lost
performance. Therefore, investors should carefully consider whether they truly have a competitive advantage in forecasting interest rates
before making a decision to alter their Treasury holdings based upon their market forecast. This is especially true considering the
benefits that Treasury securities provide to a
diversified fixed income portfolio.

—continued from page 1

ways hold some Treasury securities. In fact, it
would be accurate to say that Treasury securities
form the foundation of fixed income portfolios because they uniquely satisfy the investment goals
of safety, liquidity, and return.
Because they are considered to be free from
default risk, Treasuries add a safety component to
fixed income portfolios. Since safety is an important consideration for fixed income investors, this
benefit should not be minimized. The market for
U.S. Treasuries is also among the most liquid in
the world. During the fall of 2008, liquidity evaporated from most other asset classes leaving investors searching for securities that could be sold at a
reasonable price. During that tumultuous period,
Treasuries provided much-needed liquidity. Finally, although Treasury returns are often lower
than those for other fixed income sectors, this is
not always the case. In fact, during 2008 Treasuries were the best performing asset class in the
world, with a total return of nearly 14%.
Conclusion
While economic fundamentals have contributed to recent strong performance for Treasury securities, there is concern that current levels are
unsustainable. Historically low yields, increasing
supply, and potentially inflationary monetary policy have prompted concern that the Treasury
yields will rise sharply in the future. However, research shows that market participants should carefully consider their ability to successfully forecast
future interest rate moves. The challenging nature
of successful interest rate forecasting, combined
with Treasury securities’ safety and liquidity components, present a strong argument for maintaining a position in Treasuries as part of a diversified
fixed income portfolio.
Yield on the Two-Year Note
February 2007 through February 2009
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Committees

Lehman bankrupcy

EDUCATION

transaction, as reported in the Wall Street Journal,
were that Barclays purchased the core business
unit of Lehman Brothers together with $72 billion
in assets and $68 billion in liabilities, Lehman’s
Manhattan headquarters high-rise building valued
at over $900 million and two back office operations in New Jersey. The market values of the assets and liabilities purchased were later revised
downward to $46.9 billion in assets and $42 billion in liabilities based on changes in market pricing. The bankruptcy judge approved this
transaction pending its completion no later than
September 24. The speed at which this transaction
was approved provided creditors with little time to
assess their options and present objections and/or
alternatives to prior to its completion.
For most creditors, the best indicator of value
available seems to be the market value at which
the Lehman securities are trading—which is currently at about 10 cents on the dollar.
What is even more disconcerting is that the
Lehman Brothers securities remained rated as “investment grade” at “A2” up until the day that
Lehman Brothers filed for bankruptcy on September 15. In fact, Moody’s Rating Agency had reaffirmed Lehman Brothers “A2” rating on
September 10 after a creditors call with senior
Lehman executives only five days before Lehman
filed for bankruptcy. In retrospect, that rating was
clearly questionable. As a result of that September
10 conference call with creditors, the FBI has
launched a preliminary inquiry into whether
Lehman or its executives committed fraud by misrepresenting the firm’s condition to investors.
These potential losses are not insured losses.
Public agencies are not able to purchase insurance
to cover potential losses within the agency’s investment portfolio. Such insurance would effectively encourage unreasonable risk taking which
is the reason cited by Henry Paulson, Secretary of
the Treasury, and Ben Bernacke, Federal Reserve
Chairman, in reinforcing the concept of a “moral
hazard” in investment decisions and deciding to
allow the 158 year-old Lehman Brothers to fail.
Ironically, now the consequences of that decision
look much more dire than anyone could have
imagined. Lehman’s bankruptcy filing on September 15 sparked a chain reaction that sent credit
markets into disarray and accelerated the downward spiral of giant U.S. insurer American International Group (AIG). It also precipitated losses
for everyone from Norwegian pensioners to investors in the Reserve Primary Fund, a U.S. money
market fund that was supposed to be as safe as
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cash. The Norway federal employees’ pension
fund suffered a loss of over $800 million, the largest public agency loss disclosed to date. In an age
where markets, banks, and investors are linked
through a complex web of financial relationships,
the fall-out from their decision to allow Lehman to
fail was clearly not fully understood. Critics have
stated that in hindsight the systemic crisis that has
emerged since the Lehman collapse could have
been avoided if the government had stepped in.
Around the globe, there are literally tens of
thousands of public agencies, corporations and
private citizens that have suffered losses as a result
of the Lehman bankruptcy. In order to assess the
number of public agencies in California that have
been affected by the bankruptcy, Marc Puckett,
Director of Finance/City Treasurer for the City of
Costa Mesa, initiated formation of a working
group of agencies with Lehman Brothers loss exposures. The City of Costa Mesa holds $5 million
in Lehman Brothers senior notes.
Over 80 agencies that are affected by the
Lehman bankruptcy have been identified so far in
California. Collectively, the total loss exposure
for these agencies is just shy of $800 million. The
largest loss exposure among these agencies is
CalPERS which holds over $393 million in
Lehman securities. In addition, public agencies
that had loss exposures to Washington Mutual
(WaMu) securities have been added to the working group.
The key role of the Lehman Brothers working
group (LBWG) is to assess possible courses of action to pursue recoveries and collaborate with
other impacted agencies to recover all invested assets or as a great of a percentage of those assets as
is possible. Conference calls with representatives
of each affected agency are scheduled weekly to
update members of the group on these efforts.
Mary McMillan, Deputy County Administrator for the County of San Mateo, agreed to chair
the conference calls since the County of San
Mateo had the largest loss exposure among cities
and counties in the state at $155 million in the
County investment pool and had also already initiated a partnership with the County of Monterey to
hire a New York bankruptcy firm at the time the
LBWG was formed. Members of the LBWG have
been able to partner with San Mateo and Monterey
Counties on efforts related to the bankruptcy
proceedings.
San Mateo and Monterey County officials had
also already been in touch with California’s fed—Continued on next page
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eral representatives in hopes of getting language
to hold public agencies harmless included in the
financial markets “bailout” plan that was introduced with bi-partisan support by President Bush.
The language ultimately included in the bill entitled H.R. 1424, ‘‘Emergency Economic Stabilization Act of 2008’’ resides in Section 103(7) which
reads “the need to ensure stability for United
States public instrumentalities, such as counties
and cities that may have suffered significant increased costs or losses in the current market turmoil. This bill was initially rejected 228-205 by
the House. However, the U.S. Senate breathed
new life into the bill by passing it on a vote of
74-25. The Senate’s version of the bill added a few
new provisions including a provision to increase
the FDIC insurance limits on individuals’ bank accounts from $100,000 to $250,000. This limit had
remained unchanged since 1980. The following
day the bill was reintroduced in the House and
passed by a vote of 263-171. It was then almost
immediately signed into law by President Bush.
This bill established the Troubled Asset Relief Program (TARP) and gave broad authority to
the Secretary of the Treasury to either purchase or
guarantee troubled assets. The actual mechanics
of how the program works have never been fully
disclosed. However, with the inclusion of Section
103(7) in the bill that was signed into law, there
was hope that local agencies holding Lehman
Brothers Corporate Notes in their investment portfolios would benefit from its passage.
After passage of HR 1424, a letter jointly
signed by members of the LBWG was written to
then Treasury Secretary, Henry Paulson, asking
him to purchase the troubled assets from California public agencies into the TARP. Letters were
also sent to Paulson from Senators Feinstein and
Boxer and California representatives requesting
that the troubled assets be purchased into the
TARP. Secretary Paulson did not respond to any
of the letters or requests for a meeting and did not
take any action to assist the LBWG.
On December 17, 2008, a small group of the
LBWG met with Senator Feinstein to discuss any
new developments in their efforts to seek federal
relief under the TARP. During the meeting, Senator Feinstein indicated that she would be preparing
a “follow-up” letter to Secretary Paulson asking
for a response to her first letter. The purpose of the
follow-up letter was to provide a clear and compelling impact statement of the loss to California
local governments. And compelling it is. For one
district, bonds had been issued to construct a public facility and the bond proceeds deposited into a
County pool. With the Lehman bankruptcy, the
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bond proceeds have been lost leaving the district
without the needed facility and debt service payments on the bonds. Similar stories have been
re-told across the state.
At the conclusion of the meeting, Senator
Feinstein also indicated that she would be introducing a bill at the start of the 111th session of
Congress to specifically allocate $10 billion from
the second tranche of the TARP funds to be used
solely to purchase troubled assets from local government agencies. Congresswoman Jackie Speier
also agreed to prepare a companion bill to be introduced in the House. S. 116 and H.R. 467 have
been introduced and are currently in committee.
To assist with the legislative efforts and in
hopes of attracting co-sponsors for the bills, attempts have been made to identify loss exposures
for public agencies nationwide. So far, public
agencies with Lehman loss exposures have been
identified in 22 states with loss exposures totaling
over $1.8 billion. The list includes agencies from
Alaska to Florida, from New York to Texas, state
agencies, counties, cities, and special districts and
continues to grow daily as new agencies are
identified.
With the new administration taking office, the
LBWG has sent a second letter jointly signed by
the group to new Treasury Secretary, Timothy
Geithner, in hopes of enlisting his support in seeking relief under the TARP. California’s congressional delegation also sent “dear colleague” letters
to all members of the House seeking to enlist their
support of this effort. Twenty-nine representatives
have signed on to the letter so far.
Hopefully, California agencies will see some
relief under the TARP program. Only time will
tell. Otherwise, the undesirable alternative is waiting out the five years it is expected to unwind
Lehman Brothers and accept whatever level of recovery the bankruptcy yields.
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Division News
From Division I
Division I is looking for a new Chairperson. Anyone interested in joining the board of CMTA as the Division I representative, please contact Nadine Mandery at (619) 407-3562
for more information.

From Division II
Division II is going to quarterly meetings, rather than
bi-monthly meetings now.
We had a meeting on Feb 11 at the Bluewater Grill Seafood Restaurant in Redondo Beach. Mike Moreland and
Kathryn Beseau of Macias, Gini & O’Connell, LLP were the
speakers. They provided information regarding “The Auditor’s Communication with those Charged with Governance.”
Division II has two vacancies, Secretary and Treasurer.
Anyone interested please call Sharon Duckworth at (323)
826-1471.
The next meeting is in May. Exact date and topic is to be
announced.

Attention Commercial Associates
Dear Fellow Associates,
I would like to thank the individuals and companies
that participated in the advanced education training in
January. The annual conference is less than a month
away and I look forward to seeing you and sharing
market commentary. We will be electing a vice associates chair at this conference as well as looking for volunteers to speak at various area meetings. Please feel
free to contact me at any time (866-579-2578).
Take care,
— Don Collins, Commercial Associat e Liaison
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