Monterey County Office of Education

Leadership, Support, and Service to Prepare All Students for Success

Dr. Nancy Kotowski
County Superintendent of Schools

November 19, 2008

TO: Monterey County Chief Business Officials

FROM: Garry P. Bousum, Associate Superintendent
Administration and Business Services

SUBJECT:  Quarterly Treasurer’s Report

Enclosed is a copy of the Monterey County Treasurer’s investment report for the
quarter ending September 30, 2008. This report has been submitted to the
Monterey County Board of Supervisors, reviewed by the Monterey County
Treasury Oversight Committee, and distributed to all agencies participating in the

Treasurer’s investment pool.

This report should be helpful to districts in complying with Government Code
53646, requiring that District Chief Fiscal Officers render a quarterly report to

their Boards of Education.

If you need further information regarding this report, please feel free to contact
either Lou Solton (755-5015) or me (755-0307) for assistance.

GPB:cd

Enclosure

901 Blanco Circle P O. Box 8085 & Salinas, CA 93912-085] e www.monterey.kl2.ca.us
Salinas: 831.755.0300 @ Monterey: 831.373.2955 o Fax: 831.753.7888
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MONTEREY COUNTY BOARD OF SUPERVISORS

MEETING: November 4, 2008 — 1:30 | AGENDA NO:

SUBJECT: Approve amendments to the Treasurer’s Investment Policy re-establishing the
Monterey County Treasury Oversight Committee and making certain technical corrections; and
receive and accept the Treasurer’s Report of Investments for the quarter ending September 30, 2008.

DEPARTMENT: Treasurer-Tax Collector

RECOMMENDATION:

It is recommended that the Board of Supervisors:

1. Approve Amendments to the Treasurer’s Investment Policy re-establishing the
Monterey County Treasury Oversight Committee and making certain technical

corrections; and

2. Receive and accept the Treasurer’s Report of Investments for the quarter ending
September 30, 2008.

SUMMARY:

Upon recommendation of the Treasurer, the Board of Supervisors dissolved the Treasury
Oversight Committee on August 15, 2005. The Treasurer is requesting the Treasury Oversight
Committee be re-established to provide further transparency to the investment oversight process.

Government Code Section 53646 (b) requires the Treasurer submit a quarterly report of
investments. The attached Exhibit B describes the investment portfolio position by maturity range
as of September 30, 2008 along with a narrative review of portfolio activity for the quarter.
Exhibit C is an independent review of the investment portfolio by the firm of PFM Asset

Management, LLC.

DISCUSSION:

The proposed Investment Policy re-establishes the Treasury Oversight Committee and makes
certain other technical amendments (Exhibit A). During the period from 1995 to 2005 the
Monterey County Treasurer coordinated the statutorily mandated County Treasury Oversight
Committee. In 2005, legislation was enacted that removed the mandate for Treasury Oversight
Committees. Subsequently, and by a unanimous vote of Committee members, the Committee was
dissolved following Board approval. The current financial climate supports the re-establishment
of the Treasury Oversight Committee. The Treasurer is seeking Board approval through
amendments to the Treasurer’s Investment Policy establishing a member committee of finance
executives from school and special districts and the County of Monterey. The Treasurer will
return to the Board with final recommendations on membership and Committee Charter within the

next 60 days.

Other proposed technical amendments to the Treasurer’s Investment Policy reflect current State
statutory and economic conditions. -

During the first quarter of FY 2008-09, the investment portfolio suffered a default on two
securities totaling $30 million. Their impact and mitigation actions are described in the attached
Exhibit B. On September 30, 2008, the Monterey County investment portfolio contained an
amortized cost basis of $902,431,613 spread among 49 separate investments. The market value as



of September 30, 2008 ($865,091,886) equals 95.8%. The portfolio’s weighted average yield on
September 30, 2008 was 2.618% and earned income for the quarter was $6,205,882.71, which
represents a Net Portfolio Yield (365 day basis) of 2.607%. The weighted average maturity of the
portfolio was .35 years (127.5 days). The Treasurer’s investment portfolio is in compliance with
all provisions of the adopted Investment Policy and with applicable provisions of State statutes.
The sources of market values and prices were Bloomberg LLP., Union Bank of California, and
certain securities dealers. The Treasurer’s report includes a securities listing by maturity range

(Exhibit B)

Exhibit B also contains an analysis of the current market turmoil that has resulted in the default of
two securities totaling $30 million for Monterey County during the quarter. The at-risk assets
include a $10 million Lehman Brothers Holding Company medium term note and a $20 million
Washington Mutual Bank medium term note. The Treasurer, along with other County Officials, is
aggressively pursuing a maximum possible recovery of the defaulted securities.

In order to provide transparency, the Treasurer solicited an independent analysis of the investment

portfolio. That analysis concludes the portfolio is strong in its credit quality and liquidity. The
report was prepared by PFM Asset Management, LLC and is attached as Exhibit C.

OTHER AGENCY INVOLVEMENT:

A copy of this report will be distributed to all agencies participating in the Treasurer’s investment
pool. County Counsel has approved the amendments to the Treasurer’s Investment Policy. The
firm of PFM Asset Management, LLC has prepared a securities analysis of County investments

(Exhibit C).
FINANCING:

Adoption of the recommendations pertaining to the re-establishment of the Treasury Oversight
Committee will not have any fiscal impact on the General Fund.

The investment portfolio contains sufficient liquidity to meet all projected expenditures over the
next six months. Budgeted interest income for FY 2008-09 is $1.25 million. Depending on the
outcome of mitigation pertaining to the at-risk securities, there may be a loss of revenue to the
General Fund. A final determination of any investment losses and their impact on the General
Fund will be presented when all recovery efforts are concluded.

Prepared by: Approved by:

Richard N. Smith Lou Solton

Revenue Manager Treasurer-Tax Collector
Treasurer-Tax Collector Department October 30, 2008
October 30, 2008

cc: County Administrative Office
County Counsel
Auditor-Controller — Internal Audit Section
All depositors

Attachments:
Exhibit A —- Proposed Investment Policy — FY 2008-09
Exhibit B ~ Investment Portfolio by Maturity Range — 9/30/08
Exhibit C — Independent Review of Investment Portfolio by PFM Asset Management, LLC
Exhibit D - Investment Policy FY 2008-09 strikethrough version



Exhibit A
TREASURER-TAX COLLECTOR

County of Monterey Investment Policy

1.0 Policy.

It is the policy of the Treasurer-Tax Collector of Monterey County to invest public funds in a manner
which provides for the safety of the funds on deposit, the cash flow demands, or liquidity needs of the
treasury pool participants, and the highest possible vield after first considering the first two objectives of
safety and liquidity. In addition, it is the Treasurer-Tax Collector's policy to invest all funds in strict
conformance with all state statutes governing the investment of public monies.

2.0 Scope.

This investment policy applies to all financial assets of the treasury pool participants. These funds are
accounted for in the annual Financial Reports of the County and each of the treasury pool's
participating agencies.

2.1 Participating Agencies. Participants in the Treasurer's investment pool shall be limited to
the County of Monterey, school districts within Monterey County and those special districts,
which, by statute, maintain depository authority with the County Treasurer.

2.2 Outside Agency Participation. It is the Treasurer's policy to prohibit any voluntary
agency participation in the treasury pool.

3.0 Prudence.

The county treasurer is a trustee and therefore a fiduciary subject to the prudent investor standard.
When investing, reinvesting, purchasing, acquiring, exchanging, selling, and managing public funds,
the county treasurer shall act with care, skill, prudence and diligence under the circumstances then
prevailing, that a prudent person acting in a like capacity and familiarity with those matters would use
in the conduct of funds of a like character and with like aims, to safeguard the principal and maintain
the liquidity needs of the county and the other depositors. Within the limitations of this section and
considering individual investments as part of an overall investment strategy, a trustee is authorized to
acquire investments as authorized by law. Nothing in this Chapter is intended to grant investment
authority to any person or governing body except as provided in Sections 53601, 53608, and 53635, of
the Government Code.

4.0 Objectives.

The primary objectives, in priority order, of the County of Monterey's investment activities shall
be:

4.1 Safety. Safety of principal. Investments of the County shall be undertaken in a manner that
seeks to ensure preservation of capital in the overall portfolio. To attain this objective,
diversification is required in order that potential losses do not exceed the income generated from
the remainder of the portfolio.

4.2 Liquidity. The investment portfolio shall remain sufficiently liquid to enable all depositors
to meet all expenditure requirements that might be reasonably anticipated. A minimum of 30%
of the invested assets, including cash held in commercial bank accounts, shall be kept in



overnight liquid assets. In the event that unforeseen cash-flow fluctuations temporarily cause the
ratio of overnight liquid assets to decline below 30% of the portfolio balance, no new
investments will be made until the minimum ratio is restored.

4.3 Return on Investment. The County's investment portfolio shall be designed with the
objective of attaining a market rate of return throughout budgetary and economic cycles, taking
into account the County's investment risk constraints and the cash flow characteristics of the

portfolio.

5.0 Delegation of Authority.

Authority of the Treasurer-Tax Collector to manage the investment program is derived from Section
53608 and 53635 of the Government Code of the State of California. The Treasurer- Tax Collector
shall establish written procedures for the operation of the investment program consistent with this
investment policy. Procedures should include reference to: safekeeping, master repurchase
agreements, funds transfer agreements, collateral/ depository agreements and banking service
contracts. Such procedures shall include explicit delegation of authority to persons responsible for
investment transactions. No person may engage in an investment transaction except as provided under
the terms of this policy and the procedures established by the Treasurer-Tax Collector. The Treasurer-
Tax Collector shall be responsible for all transactions undertaken and shall establish a system of
controls to regulate the activities of subordinate officials.

6.0 Conflict of Interest.

Pursuant to Article 2 (commencing with Section 87200) of Chapter 7 of Title 9 of the'Government Code
and the regulations of the Fair Political Practices Commission enacted pursuant thereto, the Treasurer-
Tax Collector shall disclose his investments, interests in real properties, and any income received during
the immediately preceding 12 months. Such disclosure shall be in writing, and shall be filed with the
officer designated by law within the time periods specified by law.
6.1 Acceptance of Gifts. The Treasurer-Tax Collector and all deputized departmental staff are
prohibited from accepting any monetary or in-kind gift from any broker, dealer, or firm doing
business or seeking to do business with the Monterey County Treasurer.

7.0 Authorized Dealers and Institutions.

The Treasurer-Tax Collector will maintain a list of broker/dealers and institutions authorized to provide
investment services. Repurchase agreements and reverse repurchase agreements shall only be made
with primary dealers designated by the Federal Reserve Bank. The Treasurer-Tax Collector may impose
additional qualifications of brokers and their firms in order to ensure professionalism and suitability. At
a minimum, all broker/dealers and/or financial institutions authorized to provide investment services to
Monterey County shall meet the following criteria:

1 For commercial banks and saving institutions, must be authorized as insured with the FDIC,
SIPC, or NCUA (credit unions), as applicable.

2 Must hold an active corporate registered status with the Secretary of State (California), or an
out-of-state counterpart agency.

3 For commercial banks and savings institutions, must be nationally or state chartered, or be a
state licensed branch of a foreign bank.

4 Must be an active member of the National Association of Security Dealers.

7.1 Limitations on Political Contributions. Pursuant to Government Code Section 27133 (c), the



Treasurer-Tax Collector shall not select for business any broker, brokerage, dealer, or securities firm
that has, within any consecutive 48-month period following January 1, 1996, made a political
contribution in an amount exceeding the limitations contained in Rule G-37 of the Municipal
Securities Rulemaking Board, to the county treasurer, any member of the Monterey County Board of
Supervisors, or any candidate for those offices. :

8.0 Authorized and Suitable Investments.

The Treasurer-Tax Collector of Monterey County may invest in any security within the limits
authorized by Section 53635 of the Government Code of the State of California, and within the limits
of any other Government Code Statute that permits public agency investment in various securities or
participation in investment trading techniques or strategies. Permissible investments are detailed in

Appendix A.

8.1 Limitations. The Treasurer shall not invest in any security not previously purchased prior to
January 1, 1995, which, by its structure, term or other characteristics, has the possibility of
returning a zero or negative yield or could be subject to a loss of principal at the time such
security has attained its maturity date. Investments shall not be made in inverse floaters, range
notes, and interest-only strips.

8.2 Reverse Repurchase Agreements. Any reverse repurchase agreement where securities were
not purchased previous to January 1, 1995, shall have a maximum maturity of 92 days, and the
proceeds shall not be invested beyond the expiration of the reverse repurchase agreement. The
maximum amount of Reverse Repurchase Agreements shall be limited to 20% of the portfolio’s
book value on the date of the transaction.

8.3 Securities Lending. The Treasurer may engage in securities lending programs through
nationally recognized counter parties, with a 20% restriction based on the portfolio’s book
value on the date of the transaction. Instruments involved in a securities lending program are
restricted to those securities provided in Government Code Section 53635 and the County

Investment Policy.

8.4 Maximum Credit Exposure. The Treasurer shall limit the investments in any single
issuer, regardless of the combination of asset class, to no more than 10% of the portfolio’s
twelve month projected minimum size. Obligations of the United States Treasury and its
Agencies are exempted from this restriction.

9.0  Safekeeping and Custody.

All security transactions, including collateral for repurchase agreements, shall be conducted on a
delivery-versus-payment basis. Securities shall be held by a third-party custodian designated by the
Treasurer-Tax Collector and evidenced by safekeeping receipts and tri-party master repurchase
agreements. Securities acquired through reverse repurchase agreement transactions may be held as
collateral by primary dealers acting as counter-parties.

10.0 Criteria for Withdrawal of Funds from the Treasury Investment Pool — Section 27136
and Section 27133 (h) - Government Code.

The County Treasurer is defined by statute (Government Code Sec. 27000.3) as a fiduciary subject to
the prudent investor standard. The Treasurer shall have exclusive authority to approve any
withdrawal request predicated on the impact such withdrawal may have on other depositors and other
criteria incorporated in the Treasurer’s Investment Policy.



An agency having funds on deposit in the county treasury investment pool, and where such agency
possesses specific statutory authority to separately invest funds on deposit in the county treasury, may
make application to the Treasurer for the withdrawal of funds. All such applications must be in writing
and be received by the County Treasurer at least

30 days in advance of the first anticipated date of withdrawal. All application for withdrawal
requests must include the following:

1. A resolution of the governing body of the requesting agency declaring a surplus of funds
targeted for separate investment. The resolution must state the specific purpose for the
withdrawal of funds and incorporate all of the following elements:

a) an investment plan specifying the first target date of withdrawal,

b) complete details of how, where, and by whom the targeted funds would be managed,

c) a statement of compliance assuring that all targeted funds would be managed in full
accordance with all laws pertaining to the investment of public funds,

d) complete explanation of how the targeted investment funds would interface with the
agency’s operating account including the account reconciliation process, the specific
source of all audits of the investment funds, and an explanation of how the agency plans
to coordinate and balance externally invested funds with the agency’s general ledger;

1 An investment policy adopted by the governing board of the requesting agency. Such policy
must conform in all respects to all sections of the Government Code of California pertaining to the
investment of public funds;

3. A contractual safekeeping agreement with a recognized bank or safekeeping institution
providing for third party custody of invested public funds. The safekeeping agent must provide at least
quarterly statements of all account activity and provide copies to the County Treasurer. The safekeeping
agent must provide full delivery versus payment capability, and separate statements or

other documents defining the GASB 3 investment categories encumbering invested funds. All
agency deposits must conform to category 1 of GASB 3;

2 A detailed cash flow projection reflecting at least a 25% liquidity cushion where invested funds
may be immediately withdrawn without the necessity to sell or liquidate other securities that are
separately invested. The liquidity cushion must extend over a projected 12-month time horizon;

3 A statement of justification for withdrawal of funds. The statement must describe how the
withdrawn funds would sustain their safety and liquidity on a basis comparable at least to the funds on
deposit in the county treasury investment pool.

Before any withdrawal of funds is approved by the Treasurer, the requesting agency must first meet with
the Treasurer to determine whether a mutually acceptable investment plan can be arranged within the
county investment pool. In the absence of such a plan, and if all conditions for withdrawal (1) through
(5) are satisfied, the Treasurer shall evaluate the proposal for withdrawal. In no instance will the
Treasurer approve a withdrawal request where yield enhancement is the justified purpose for the
withdrawal. A written decision of the Treasurer shall be delivered to the requesting agency no later than
15 days prior to the target date for first withdrawal. All decisions of the Treasurer are final. The value of
the withdrawing participants' interest in the pooled portfolio will reflect its most recent quarterly
valuation. '

11.0 Maximum Maturities.

Any non-marketable investments, such as time deposits, should not exceed a two-year maturity. In
addition, no specific investment shall have a term remaining to maturity in excess of five years except
under the following circumstances, and subject to specific approval of the Board of Supervisors:



Bond proceeds where the maturity term is not integral to short term cash flow
needs.

Other special purpose investments where the maturity term is not integral to
short term cash flow needs.

11.1 Weighted Average Maturity. The weighted average maturity of the overall
portfolio shall not exceed two years.

11.2 Money Market Pool. The maximum maturity of investments in a money market pool
shall not exceed 397 days, and the weighted average maturity of the pool shall not exceed 90
days. A Money Market Pool shall not comprise more than 10% of the portfolio’s book value
on the date investments are made; maximum investment in all Money Market Pools shall not
exceed 20% of the portfolio’s book value on the date that investments are made.

12.0 Audits.

The Monterey County investment portfolio shall be subject to a process of independent review by the
Auditor-Controller's internal auditor. The County's external auditors shall review the investment
portfolio in connection with the annual county audit and requirements of the Governmental

Accounting Standards Board.

1 Compliance Audit Pursuant to Government Code Section 27134, the County Treasury
Oversight Committee shall cause an annual audit to be conducted to determine the County Treasurer’s
compliance with Article 6, Chapter 5 of Division 2 of Title 3 of the Government Code.

2 Performance Standards.

The investment portfolio will be designed to obtain a market average rate of return during budgetary and
economic cycles, taking into account the County's investment risk constraints and cash flow needs.

14.0 Investment Policy Adoption.

The Treasurer-Tax Collector of Monterey County shall submit the Investment Policy to the Board of
Supervisors for adoption at least annually.

14.1 Policy Amendments. As the California Government Code pertaining to investments is
amended, this policy shall likewise become amended and adopted by the Board of Supervisors.
Other amendments may be recommended periodically by the Treasurer-Tax Collector.

15.0 Reporting.

Pursuant to Government Code Section 53686 (b) the Treasurer-Tax Collector shall provide quarterly
investment reports to the Board of Supervisors, Treasury Oversight Committee, and all pool
participants. The report shall include a listing of all securities held in the portfolio. Such listing shall
include investment description, maturity date, par, amortized book value and market values, and a risk
measurement standard such as duration, along with a certification concerning the portfolio's available
liquidity to meet expenditure requirements for the next succeeding reporting period, and disclosure of
the method used to apportion investment interest. Each second and fourth calendar quarter investment
report and the current investment policy shall be provided to the State Treasurer’s California Debt and
Investment Advisory Committee as required by Sections 8855 and 53646 of the Government Code.



16.0 Allocation of Investment Cost.

The costs of investing, banking, and cash management as budgeted annually and applied quarterly shall
be assessed to depositing agencies at the time of quarterly interest apportionment by the County
Auditor-Controller, and in accordance with Government Code statutes. Depositing agencies will receive
net revenue after pro rata application of costs that correspond to a basis point reduction to earned

interest rates.

17.0 Treasury Oversight Committee A Treasury Oversight Committee nominated by the County
Treasurer and confirmed by the Board of Supervisors shall provide oversight through periodic review of
the Investment Policy and compliance with such policy. The Treasury Oversight Committee, pursuant to
Government Code Section 27130 et seq; shall consist of 5 members including: the Treasurer-Tax
Collector, the County Administrative Officer or his/her designee: the County Superintendent of Schools,
or his/her designee, a representative of the governing bodies of county school districts, and a
representative of the legislative bodies of county special districts that are authorized depositors in the
county treasury. The committee shall meet at least quarterly, or as needed, and shall review investment
policy and report on compliance with such policy.

17.1 Treasury Oversight Committee. Pursuant to Section 27130 et seq; of the Government

Code, the Monterey County Treasury Oversight Committee is established. The committee

shall be subject to the provisions of the Political Reform Act of 1974, as amended

(Government Code Sections 8100 et seq).

17.2 Pursuant to Government Code Section 27132.4, Committee meetings shall be open to the
public and subject to the Ralph M. Brown Act (Chapter 9 (commencing with Section 54950) of

part 1 of Division 2 of Title 5).
17.3 Membership Prohibitions

Pursuant to Government Code Section 27132.2, No member of the committee shall directly or
indirectly raise money for a candidate for local treasurer or a member of the governing board
of any local agency that has deposited funds in the county treasury while a member of the
committee.

Pursuant to Government Code Section 27132.3, a member of the Treasury Oversight Committee
may not secure employment with, or be employed by, bond underwriters, bond covered security
brokers or dealers or financial services firms, with whom the Treasurer is doing business during
the period that the person is a member of the Committee or for one year after leaving the

Committee.

ADOPTED 11/04/2008
APPENDIX A

Authorized Investments County General Pool

Instrument Maximum County Restriction Max %/ Dollar Limit
Maturity
California State Treasurer’s Local N/A N/A $40,000,000

Agency Investment Fund



Bonds, including revenue bonds, issued
by The County, its Agencies, or
authorities

U.S. Treasury notes, bonds, bills, or
Certificates of indebtedness bearing a full
faith and credit pledge

Registered warrants, notes, and bonds,
including revenue bonds, of the State of
California and all other 49 States

Bonds, notes, warrants, and other
evidences of indebtedness issued by any
local agency within California, including
revenue bonds

Obligations of federal agencies and
United States govemment-sponsored
enterprises

Bankers acceptances

Prime commercial paper of domestic
issuers with assets in excess of $500
million

Negotiable certificates of deposit issued
by domestic banks, associations, and
state- chartered branches of foreign
banks.

Reverse repurchase agreements and
Securities Lending

Repurchase agreements

Medium term notes issued by domestic
corporations and depository institutions
rated “A” or better

Money market mutual funds
Collateralized deposits and investment
contracts

Securitized pass through instruments
rated at least “A”

Overall portfolio weighted average
maturity

5 years

5 years

5 years

5 years

5 years

180 days
270 days

5 years

92 days matched
maturities

1 year

5 years

N/A S years

5 years

N/A

N/A

N/A

N/A

N/A

N/A
N/A

N/A

N/A 20%

20%

No inverse floating rate
instruments

N/A

N/AN/A

10% limit/ issuer (*)

N/A

10%limit/ issuer (*)

10%limit/ issuer (*)

N/A

40% ()
40% (%)

30% ()

N/A

N/A
30% (%)

20% Total all funds
10% any one fund
10% limit/ issuer (*)

20% (%)

2 years(®)

Total exposure of all asset classes to any single issuer shall not exceed 10% of the 12-mo projected
minimum size of the portfolio. (**) Collateralized at 102% or greater with Treasury/Government

Agency assets



Exhibit B - Narrative

MARKET IMPACT ON COUNTY INVESTMENTS

Over the past 6 months, all sectors of the financial markets reached critical points of
volatility and correction — in most cases more than at any time since the Great
Depression. Some examples include:

o [reezing of credit where banks would not lend to other banks or 10 commercial

markets

Housing foreclosure rates and unsold inventories reaching all-time highs

Equity losses averaging over 30% year over year (expressed in trillions of dollars)
Commodity prices falling over 50%

Personal and corporate bankruptcies reaching record levels

¢ & e @

Background — Investment Portfolio

The County investment portfolio represents assets of mandatory depositors including
schools and special districts as well as all county funds. The funds are held on a
relatively short term basis (average maturity all assets is 98 days) pending their use for
operational expenses. Some funds are held in special investments for infrastructure needs
or to match short term borrowing with investments aligned to repayment dates

(e.g TRAN proceeds). As noted in the Board adopted investment policy, all assets are
invested first to preserve their safety; second, to align maturities to support liquidity
needs and, as a third priority, to achieve a market rate of return.

In connection with the first priority of safety, the Treasurer invests exclusively in fixed
income securities pursuant to Government Code restrictions and limits. To achieve a
level of diversity, the investments include U.S. Treasuries, Government Sponsored
Enterprises, corporate bonds and a substantial position in a variety of liquid (immediately
available) funds. Investments in corporate bonds have ranged between 15 to 20 percent
of the total portfolio assets. They are selected based on asset quality as determined by
statutorily required investment grade credit ratings and are primarily investments in
bonds issued by the largest and most established U.S. banks.

Background — Financial Institutions

The recent market turmoil, resulting in large part from investments in poor quality
mortgages, has caused substantial stress to the entire banking community ~ particularly to
the largest banks that generate the major source of market liquidity. As liquidity began to
seize, equity holders sold their positions which drove stock prices to record low levels,
This in turn prompted credit rating agencies to lower ratings on several of the largest



banks. Ultimately, this resulted in either governmental intervention, corporate mergers or
bankruptcy. At the same time, investors worldwide became fearful of a total collapse of
the financial infrastructure of the U.S. banking system. Most of these events have
occurred within the past 90 days, Finally, in early October, following a lengthy political
engagement, a financial rescue plan was signed into law known as the Emergency
Economic Stabilization Act of 2008. This legislation initiated the recovery process of the
core banking system participants.

Impact on Investment Portfolio

As of September 30, 2008 the County investment portfolio contained 17.5% of assets in
corporate bonds of the largest U.S. banks. The bonds were purchased in conformance
with Government Code requirements, the adopted Investment Policy and in recognition
of the required investment grade credit ratings. When market conditions deteriorated,
corporate bonds of financial institutions lost their liquidity resulting in the loss of market
access to the sale of those securities. Thus, the corporate bond sector of the county
investment portfolio was at risk of default. In fact, two of the County’s assets (Lehman
Brothers Holding and Washington Mutual Bank) did default and entered into Chapter 11
bankruptcy thereby creating a potential loss of up to $30 million.

* The Economic Stabilization legislation was designed in part to prevent any further
defaults to the major U.S. banks. The county investment portfolio contains the corporate
bonds of most of the banks that are under specific protection against default, Therefore,
it 1s unlikely that any other county investments are at risk of loss.

Recovery Efforts

The County has retained a specialized law firm to represent its interests in securing an
optimal recovery of assets encumbered in the bankruptcy. In addition, the County has
joined with San Mateo County in the bankruptcy recovery effort. It is unclear at this time
what the amount of or the timeframe for recovery might be.

In a separate venue, a consortium of at least 25 other California public agencies that are
sitilarly impacted by the bankruptcies of Lehman and Washington Mutual are working
together in the recovery effort. To that end, Monterey and San Mateo counties were
successful in securing mitigation language that is now contained in the Emergency
Economic Stabilization Act of 2008. That language is found in Section 103 of the Act
and directs the Secretary of the Treasury to consider the financial stability of public
instrumentalities such as cities and counties that have suffered losses in the market. In
that context, the above noted 25 public agencies are in the process of submitting a joint
claim for recovery of their lost assets in connection with Section 103 of the Act. Again,
it is unclear at this time what the outcome of this effort may be.
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EXHIBIT ‘C’

In order to provide transparency, the Treasurer solicited an independent professional
analysis of the September 30, 2008 investment portfolio. Accordingly, the financial
advisory firm of Public Financial Management, Inc. (PFM) performed a detailed analysis
of all assets contained in the portfolio, exempting Washington Mutual and Lehman
Brothers bonds. The Treasurer has separately reported on those assets and their status in
US Bankruptcy Court along with their associated recovery efforts.

In summary, PFM found the portfolio to be well diversified by sector and by issuer. In
addition, PFM reported the investment sector of corporate assets is well diversified and
that the assets are at or above minimum investment grade credit ratings. PFM found all
assets to be in compliance with adopted investment policy and all applicable statutes of
the California Government Code. In addition, PFM stated the overall credit quality of the
portfolio is strong and there is sufficient liquidity to meet cash flow needs. PFM also
noted the assets invested in Student Loan Marketing Association Corporation (SLM),
originally, purchased at an ‘A’ level credit rating have reduced to minimal investment
grade due to slowing economic conditions; see discussion on page 5 of PFM report. In
its third quarter report, SLM stated the corporation was profitable, earning $117 million
in the quarter, or 19 cents per share. Moreover, SLM maintains $11 billion in liquidity
and excess cash flow over the next 15 months that exceeds its maturing debt by $600
million. More importantly, SLM is largely insulated from the financial crisis because the
corporation’s loan portfolio is 82 percent government guaranteed. The U.S. Department
of Education will fund all SLM loans through July 2010. The Monterey County SLM
assets mature in 2009.

Overall, PFM has reported the Monterey County investment portfolio is safe and highly
liquid with 47% of assets held in overnight maturities.
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Public Financial Management, Inc.

PFM Asset Management LLC
PFM Advisors
October 22, 2008
Memotandum
To: Lou Solton, Treasurer/Tax Collector

County of Monterey

From:  Nancy Jones, Managing Director
Ken Schiebel, CFA, Managing Ditector
Sarah Meacham, Consultant
PFM Asset Management LLC

Re: Review of County Pool as of September 30, 20008

In response to the recent turmoil in the financial markets, the County has requested that PFM Asset
Management provide a review of the Monterey County Treasurer’s Investment Pool. Our review is
based on the County’s portfolio as of September 30, 2008. The County is already aware of the issues
associated with its investments in Lehman Brothers and Washington Mutual; therefore, we have
excluded these securides from our review.

As with many public entities, the County’s investment objectives, in order of priority, are safety,
liquidity, and return on investment. In the current market environment, safety and liquidity are even
more paramount, even if that means a lower yield for participants. For that reason, this
memorandum will only address the safery and liquidity characteristics of the Couaty Pool. Excluding
the investments issued by Lehman Brothers, Washington Mutual, and SLM Corp (Sallie Mae), which
we will discuss later, the securities in the County Pool are safe. The majority of the County’s Pool is
allocated to U.S, Treasuries, Government Sponsored Enterprises, investments backed by
government securities, and securities in S&P’s top two rating categories. 9% of the portt"olio s
invested in LAIF, the State of California’s investment pool for local agencies, which is not rated.

The County has determined that 30% of the portfolio needs to be liquid at all times to ensure that
the County can meet its cash flow needs and pool withdrawals. The portfolio currently has more
than 30% of its funds in overnight investments. In addition, 21% of the Pool is allocated to highly
liquid U.S Treasuries.

Investment Objective: Safety

Portfolio safety is a function of two primary elements: (1) the satery of each investment in the
portfolio, and (2) diversification of the portfolio to avoid overconcentration in anv one sector or
issuer.

Diversification

Diversification is a key element of safety. Investng ina variety of different sectors and issuers
reduces the likelihood that a marker disruption or credit event, such as in the current market, would
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catastrophically affect the entire portfolio. The County’s portfolio is well diversified by sector, as

shown in the chart below.
Distribution by Sector
as of September 30, 2008

Money Market
Fund

U.S. Treasury
21.0%

11.8%
Repurchase
Agreement /:
14.1% Federal
i Agencies
LAIF [ 10.1%
8.0%

CalTrust Corporate Notes

3.8% Pordiis 15.6%
12.1% Certificates of
’ Deposit
2.5%

The following chart shows that the Poot is also well diversified by issuer.
Distribution by Issuer
as of September 30, 2008

Money
Market Fund
11.8% U.S. Treasury
21.0%
Repurchase
Agreement FHLB
14.1% 5.6%
- - FHLMC
9.0% 4.5%
CalTRUST
3.9% Corporate
CAMP Issuers
12.1% 18.1%

nsideted the safest and most liquid

U.S. Treasnries
21.0% of the County Pool is allocated to Treasuries, which are co
fixed-income investment sector, as they are backed by the full faith and credit of the U.S

Government.
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Gowernment Sponsored Enterprises
10.1% of the portfolio is invested in Government Sponsored Enterprises (GSLs)—FHLB and

FHLMC,

FHLB, FHLMC, and FNMA are GSEs that were established primarily t support the housing
markets, When the housing market began w deteriorate in 2006, causing a rise in mortgage
delinquencies, the financial markets became concerned about the losses incurred by these GSEs,
The market was especially concerned about the impact the continued housing downrurn would have
on the long-term financial stability of FHLMC and FNMA. The County did nor, as of September
30, hold any securities issued by FNMA,

In response to the market’s concerns, the Federal Government enacred the Housing and Economic
Recovery Act of 2008 to support the GSEs. The Act gave the Federal Reserve the authority to lend
directly to FNMA, FHLMC, and FHIB, increased the GSEs’ line of credit from the Treasury,
created a new, independent regulator called the Federal Housing Finance Agency, and authorized
the Treasury to make direct equity investments in ENMA and FHLMC,

In September, the Treasury did in fact use this new power to place FNMA and FHLMC into
conservatorship, taking over 80% ownership of these two GSEs. In addition, the Treasury made an
explicit commitment to protect the holders of FNMA, FHLMC, and FHLB'’s senior and
subordinated debt and mortgage-backed securities. All of the County’s investments in FHLB and
FHLMC are senior debt, and therefore, benefit from this Federal Government support and are
considered safe investments,

Ouvernight Investments

47%% of the County Pool is invested in securities with overnight liquidity, including Credit Suisse and
UBS money market funds, repurchase agreements with ING and Cantor Fitzgerald, LAIF, and
CAMP.

The Credit Suisse money market fund is a government portfolio, which was invested in FHLB,
FHIMC and a tri-party repo with Deutsche Bank collateralized by government securities as of
September 30. The Fund has opted into the Treasury’s guarantee program for moneyv market funds.
Under the program, “the Treasury will guarantee the share price of shares of the Fund held by
sharcholders as of September 19, 2008 at $1.00 per share if the Fund’s net asset value per share falls
below $0.995 (a “Guarantee Event”) and the Fund liquidates.”

In addition to Agency and Agency-collateralized obligations, the UBS money marker fund invests in
certificates of deposit, commercial paper, asset-backed commercial paper, and corporate notes. The
UBS money market fund is rated AAAm/Aaa by S&P and Moody's.

The repurchase agreements with Cantor Fitzgerald and ING are both required to be collateralized at
102% of the repo value with U.S. Government securitics only. The County’s exposure to these
financial institutions is therefore mitigated by the inherent structure of a repo and by the
government-only collateral.

" Source: Supplement to Prospectus available at htrp:/ /us.csam.com
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[.AIF is the Srate of California’s investment pool for local agencies. LAIF is not rated. As of
September 30, LAIF’s investment portfolio contained 21% loans, 21% Federal Agencies, 20,
z

certificates of deposits and bank notes, 14% tme deposits, 14% commercial paper, 8% Treasuries,
2% morgages, 1% corporate notes, and -1% reverse repos.

4

CAMP is a statewide JPA that was established, and is managed, by Treasurers and Finance Directors
ot California local agencies. Portfolio management is provided by PFM Asset Management LLC,
The Pool is rated AAAm by S&P. The CAMP Pool’s permitted invesuments are limited to U'S,
Treasuries, Federal Agencies, repurchase agreements with only U.S, Treasuries and Federal Agencies
as collateral, certificates of deposit, commercial paper, and bankers’ acceptances with sector and
issuer limits consistent with the California Government Code. CAMP's weighted average maturity

was 41 days as of Seprember 30.

[ ariable Share Price Boud Fund

CalTrust is another statewide JPA. CalTrust’s Medium Term Fund is not rated. As of September 30,
the CalTrust Medium Term Fund was invested in 39% Agencies, 23%, corporate notes, 15%
commercial paper, 10% money market funds, 6% mortgage-backed and asset-backed securities, 5%
certificates of deposit, 2% Treasuries, and 1% repo. The Fund does not maintain a stable share
ptice/net asset value (NAV), As of September 30, the Fund’s NAV was $9.80 for every $10 of
deposits. The duration of the Fund was 1.04 vears as of September 3().

Corpurate Issuers
The County’s corporate exposure is well diversified. The table below provides details about the

County’s corporate issuer diversification and credit ratings.

Details of Corporate Issuers

Credit Ratings
S&p Moody’s Fitch

Sccurity Type

‘Corporate Issucr 0 of Portfolio

Corporate Notes
Morgan Stanley 3.4% A+ Al A
Sallic Mae 3.4% BBB- Baa2 BBB
Citigroup 2.2% AA- Aa3 AA-
Goldman Sachs 2.2% AA- Aal AA-
Merrill Lyach 2.2% A A2 A+
Bank of America 1.1% AA+ Aaa A+
General Electric 0.6% AAA Aaa not rated
JP Morgan Chase 0.4% AA- Aa2 AA-
Certificates of Deposit
Union Bank of CA 2.5% A-1 P-1 F1

The County’s holdings of corporate notes are in compliance with the maximum 30% allocation
stipulated in the County’s investment policy. Excluding Lehman Brothers and Washington Mutual,
15.6% of the portfolio is allocared to corporate notes. The Counry has additional corporate
exposure with the 2.5% allocation to Union Bank of California certificates of deposit, which are also



County of Monterey
October 22, 2008
Paue 5

2

in compliance with the County’s investment policy. The total allocation to any one issuer is less than
5%b, as mandated by the investment policy.

In response to the severe market disruptions causing major financial firms to experience default,
insolvency, and problems accessing credit, the Federal Government passed the Economic
Stabilization Act of 2008 in September. The Act provides $700 billion for the Treasury and Federal
Reserve to use to provide liquidity to the cash starved financial markets. Several corporate issuers
held in the portfolio—Citigroup, JP Morgan Chase, Bank of America/Merrll Lynch, Morgan
Stanley, and Goldman Sachs—were part of an initial $125 billion capital injection made to nine large
financial institutions through the purchase of senior preferred shares. The direct purchase of equity
stakes will immediately enhance each firm’s capital position. Numerous other banks will receive a
portion of the remaining $125 billion by the end of the vear. The government initiatives also
included a 30-day guarantee of newly issued commercial paper and senjor debt for all FDIC insured
bank and bank holding companies. Additionally, the government will guarantee newly issued debt
through June 30, 2012 from financial institution that optinto the program and pay a fee. This
guarantee does not apply to debt issued before jts inception, but does imply a higher leve] of
ongoing financial support from the Federal Government, which will strengthen the financial
condition of the firms involved.

The Economic Stabilization Act of 2008 increased the FDIC insurance for accounts held at
depository institutions to $250,000 per account holder. Accordingly, only $250,000 of the $30
million of Union Bank of California CDs owned by the County is directly insured by the FDIC.

The corporate issuers held in the County’s Pool that are not assisted by the government’s initiatives
were the non-bank corporations, General Electric and SLM Corp. General Elecrric is a highly
regarded industrial issuer, which is rated AAA/Aaa by S&P and Moody’s, and is therefore a
mainstay for many public investors,

Sallie Mae, the largest provider of student loans in the United States, was a Government Sponsored
Enterprise until 2004 when it became a private corporation, SL\ Corp. Along with the rest of the
financial markets, the student loan market is in disarray, with many securities backed by student
loans now in trouble, and many financial institutions refusing to offer new loans. Due to the slowing
economy and the rising delinquency rates for all types of loans, SLM Corp has experienced financial
difficulties, which have affected the credit quality of its debt. SLAI Corp’s corporate obligatons now
carry a BBB-/Baa2/BBB from S&P, Moody’s, and Fitch, respectively, which is below the minimum
credit quality allowed by the California Government Code for purchase. The credit is also on
negative watch by Moody’s. However, at the time of purchase, the SLM Corp investments were
rated A/A2/A+, within both the limitations of the California Government Code and the County’s
investment policy. SLM Corp’s third quarter earnings are scheduled to be released toda and may
provide a clearer picture for SLAM Corp continued viability. ’ )

Credit Quality

The overall credit quality of the County Pool is strong. 86.0% of the Pool is invested in U.S.
Treasuries, investments in or backed by U.S. Government securities, ot securities in S&P’s top two
rating categories (AAA/A-1+ and AA). Excluding I.ehman Brothers, Washington M utual, and ST
Corp, the corporate holdings are rated at least A, which is the minimum rating allowed by the
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California Government Code. The chart below shows the breakdown of the Pool’s holdings by
credit quality. All ratings shown in the charr are by Standard & Poor’s. The 25.9% of the portfolio
that is not rated consists of the 9.0% allocation to 1.AI F, 3.9% in the CalTrust Medium Term Fund,
14.1% in government collateralized overnight repo, and 9.2% in a government money market fund.

The UBS money market funds and CAMP are rated AAAm by Standard & Poor’s. The “m™ simply
denotes that the rating is for a money market fund or an investment pool with a stable net asset
value (NAV). S&P’s definition for a AAAm rating is that the fund’s “safety is excellent [and the]
fund provides superior capacity t maintain principal value and limit exposure to loss.”
Distribution by Credit Quality
as of September 30, 2008
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Investment Objective: Liquidity
/ quidity of the County Pool. The first and most common

We used two criteria to determine the i \
measurement for short-term pooled investments s the weighted average maturity (WAM) of the
portfolio. The WAM viewed alongside the portfolio’s maturity distribution provides a good
indication of the portfolio’s liquidity,

The weighted average maturity of the Pool was 0.3 years as of September 30, 2008, which is
relatively short. The WAM of (.31 years indicates that securities in the portfolio will turnover on
average every 4 months. The County’s eXposure to interest rate movements is mitigated by the
shortness of the portfolio. The chart on the next page shows that the Poo] had 47% invested in
securities with overnight liquidity, which is well beyond the 30%, stpulated in the County’s
investment policy,

* Source: Standard & Poor’s Fund Services, Gorernment Investment Posr, Winter 20 4, page 3.
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Distribution by Maturity
as of September 30, 2008
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The portfolio’s liquidity may also be measured by analyzing the rélative liquidity of the individual
securities within the portfolio. The liquidity of the portfolio is significantly. enhanced by the 21",
allocation to U.S. Treasuries, as Treasuries are considered the most liquid fixed-income sector.
Overnight investments, such as money market funds, repo, LAIF, and CAMP, provide excellent
liquidity because they allow the County to withdraw funds whenever necessary without, in general,
incurring any loss of principal.

The CalTrust Medium Term Fund requires five days notice for withdrawals, and withdrawals are
only allowed only once per month on the last business day.

Federal Agencies and corporate notes are less liquid than Treasuries and overnight investments.
Historically, Federal Agencies were nearly as liquid as Treasuries, but in the current market,
increased demand for “risk-free” Treasuries has diminished the demand for Agency debt. This has
caused Agency vield spreads to widen to record levels, while bid/ask spreads (another indication of
liquidity) have also widened sharply. Concerns about the financial markets and slowdown in the
economy have impaired the liquidity of corporate obligations. The prices of these securities in the
current market retlect a number of factors including: (1) lesser investor demand, (2) reduced
earnings prospects in a slowing economy, (3) currently frozen funding markets, and {4) significant
market illiquidiry.

In the event that the County requires funds to meet a large volume of withdrawals, the funds
maintained in overnight investments and Treasuries should provide sufficient liquidity to meet cash
flow needs. Selling Agencies and corporate obligations to meet these withdrawals is not advisable in
the current market.

If you would like to discuss this analysis further or have any questions, please contact Nancy Jones
at (415) 982-5544,



