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Local Agency Investment Guidelines (LAIG)

What is LAIG?
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recommendations for
interpreting and applying
California statute to common
public fund investment topics
related to local agencies.

* Provides information on recent

CALIFORNIA DEBT AND INVESTMENT ADVISORY COMMISSION

changes in state law.

Update for 2022

Reflects state law changes
effective az of January 1, 2022
CDIAC 22.02

* Updated annually.
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Are bonds lssued by departments and flnancing

authoritles of the State of Callfornla permissible
Investments for local agencles?[Sectlion 53601(c)]

Securities issued by the State of California are permissible investments for lo-
cal apencies under Section 53601(c). However, questions arise when considering
whether bonds issued by departments or financing authorities of the State are also
permissible under this section.

MINIMUM LEGAL REGUIREMENTS:

Section 53601 (c) permits a local agency to invest in registered state warrants or
treasury notes or bonds of this state, including bonds payable solely out of the
revenues from a revenue-producing property owned, controlled, or operated by
the state or by a department, board, agency. or authority of the state.

COMNSENSUS RECOMMENDATION:

There are two conditions that 2 bond could meet to be a permisible investment
under Section 53601(c). The first part of Section 53601(c), "state warrants, trea-
sury notes and bonds of this state”, refers to bonds issued by the State of Califor-
nia, for instance, general obligation bonds. This was the operative code section
prior to the state’s issuance of revenue bonds.

The last part of the code section broadens the definition of permissible investments

to include, “bonds pa}ralaln: s:u]dy out of the revenues from a rnrcnu.c—pmdudng
propercy owned, controlled, or -::p:rat:d b:,r the state or a dcpamncnt, board, agen-
Cys or aurh-::rll:_;.r of the state”. This describes stare-issued revenue bonds. lssuance |:r}r
a state a.uﬂmrity or insmun:nm]jty alone is 'Lnai:lncpat: to meet the condidons in

Section 53601(c) as the source of revenue for repayment must meet the qualifier in-
duded in the code section. For a security issued IJ].r a state aul:hurit‘vnr dcparr.mn:nt,
are the und:rlying agrecments considered property n‘wncd.l'cnnl:mllndfapﬂatcd |:r}r

the stare? In gn:nn:l:a], ifa pul:r]jc agency intends to pu:d'lw: bonds issued |:r].r a state

auﬂ'l-::ril:}r or dcparr.m:nt that are not clr-a.rl}r revenue bonds, an agency should con-
sult counsel on the ptn':l.issil:ri]it_'f of such an investment.




FIGURE 1

ALL OWABLE INVESTMENT INSTRUMENTS PER STATE GOVERNMENT
CODE {AS OF JANUARY 1, 2022) APPLICABLE TO ALL LOCAL AGENCIES®
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LAIG: Index of

Statutory
Changes

* Index currently starts in

1995.

* Index was added a few
yedars ago.

* Knowing when a change
was made, can help
understand legislative
intent.

SB b4 AUTHOR: JOHNSTON SECTION(S): 53646

Summary of Changes: Requires treasurers to produce an annual investment
policy and provide detailed quarterly investment reports.

SB 866 AUTHOR: CRAVEN SECTION(S): 53601, 53635
AND 53859.02

Summary of Changes: Authorizes the County Board of Supervisors to delegate
investment authority to the County Treasurer and requires board to establish

a treasury oversight committee (with specific membership requirements). Re-
quires delivery of securities by book entry, physical delivery or third-party cus-
todial agreement. Specifies funds invested for repayment of notes cannot exceed
the term of the notes. Lastly, sets requirements for those elected or appointed o
county auditor, director of finance and county treasurer.

S0 864 AUTHOR: CRAVEN SECTION(S): 270007,
AND KILLEA 27131, 271321, 2711322,
27132.3, 27136, 53601,
53601.6, 53635 AND
EaGgd6



LAIG: Summary

of Changes for
y{opy.

* Statutory Changes: No change.

* No state or federal legislation was passed that impacted the local government
investment related code sections.

* Regulatory Changes: No change.
* No changes in federal regulations that impacted public fund investing.

* Recommended Best Practices:
* Changes made to the Local Agency Investment Guidelines (LAIG) for 2022.



LAIG: Update for
2022

Addition of discussion and consensus recommendation regarding securities
issued by departments or authorities of the State of California, Government

Code Section 53601(c).

53601 (c) Registered state warrants or treasury notes or bonds of this state, including
bonds payable solely out of the revenues from a revenue-producing property owned,
controlled, or operated by the state or by a department, board, agency, or authority of
the state.



LAIG: Update for
2022

Addition of discussion and consensus recommendation regarding securities
issued by departments or authorities of the State of California, Government

Code Section 53601(c).

53601 (c) Registered state warrants or treasury notes or bonds of this state, including
bonds payable solely out of the revenues from a revenue-producing property owned,
controlled, or operated by the state or by a department, board, agency, or authority of
the state.

10



LAIG: Update for
2022

* Removal of a paragraph related to a 2020 temporary federal rule
change (IRS Notice 2020-25) that extended the holding period for
variable rate debt subject to a qualified tender purchased by the
issuing agency was deleted. The time-limited authority of the
temporary rule change expired.

11



HOW TO STAY UPDATE - TO - DATE
THROUGHOUT THE YEAR?

On an ongoing basis CDIAC tracks legislation
at both the state and federal level and
follows federal regulatory efforts. This
information is available on CDIAC’s website.

12



For 2022 CDIAC
is Following:

* State legislation: Legislative Update published as part of Debt Line.

* Federal Regulations: Regulatory Activity Calendar is published month
with Debt Line.

* The SEC proposed amendments to Money Market Fund Rules.

* CDIAC’s Regulatory Resources for Municipal Issuers (MMRA) webpage:
www.treasurer.ca.gov/cdiac/mmra/index.asp

13


http://www.treasurer.ca.gov/cdiac/mmra/index.asp

CURRENT TOPIC

Monique Spyke
Managing Director | PFMAM
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Session Overview

This year’s current topic is sophisticated approaches to
investment management, such as structured agreements and
other innovative, yet often complex, strategies that may require
internal deliberation and legal counsel.

The discussion may include the use of California Government
Code in a more sophisticated manner, such as leveraging
opportunities afforded by the updated accredited investor and
qualified institutional buyer (QIB) rules, as well as the use of
technology to manage investment operations and an
exploration of grey areas in Code that pose challenges to local
agencies.

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public

15



Updated QIB Rules

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or | &
quotation to the general public




Why did the SEC

enact these
changes?

e Dodd-Frank Wall Street Reform and Consumer Protection Act of 2013
* Harmonize private /public market approaches

* Simplify capital raising

* Input from issuers, investors and the general public

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 17
quotation to the general public



What are the

highlights of the
new rule?

Expands access for local
governments to private

market securities

*  Commercial paper
* Negotiable bank deposits

* Corporate bonds

Qualification based on
sophistication or size

rather than type of entity

Investors must meet

an asset test

Accredited investor: Control
at least $5 million in assets

QIB: Own at least $100

million of securities

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or

quotation to the general public
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Why are these

changes
important?

* |ssuers have increasingly resorted to private market securities
* Government investors were not able to participate in these markets

* Access to private market securities means:

B  Expanded investment options for government investors
B Potential for greater diversification

- Enhanced market liquidity

*Source: PFMAM analysis of Bloomberg offerings and of ICE BofAML Corporate For Institutional Investor or Investment Professional Use Only
Investment Grade Bond Index — This material is not for inspection by, distribution to, or 19
quotation to the general public



What is the
downside or risk

to these rule
changes?

Private market securities tend to be:
* Less liquid
* More complex

* Less credit-worthy issuers may favor private market issuances

These securities necessitate an extra ' @

layer of due diligence

*Source: PFMAM analysis of Bloomberg offerings and of ICE BofAML Corporate For Institutional Investor or Investment Professional Use Only
Investment Grade Bond Index — This material is not for inspection by, distribution to, or 0
quotation to the general public



What should |
consider about

commercial
paper?

GFOA cautions investors Does our policy Do we have the internal
to carefully consider: permit it? resources?
Corporate promissory

There are different structures:
notes

Asset-backed
commercial paper

Develop policies and

procedures to manage the
associated risks.

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public

21



Risk Management
is Important

The new rule does not alleviate the need for best practices, including:

Develop policies and procedures I

Diversify by issuer, sector and maturity

Perform credit research and monitoring I
Stay disciplined to an investment s'rrq’regyl

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public

22



POLLING QUESTION

Woas your investment program impacted by the
recent QIB changes?

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 23
quotation to the general public



What other opportunities
are we missing?

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 4
quotation to the general public




Investment Universe vs. California Government Code

SEIEE 180 Days 270 Days 1 Year 5 Years Over 5 Years
U.S. Treasuries v' Permitted Requires Approval
Federal Agencies v’ Permitted Requires Approval
Municipal Securities v/ Permitted Requires Approval
Negotiable Certificates of Deposit v/ Permitted Requires Approval
Commercial Paper v/ Permitted | X Prohibited
Bankers’ Acceptances v’ Permitted | X Prohibited
Medium-Term Corporate Notes v' Permitted X Prohibited
Asset-Backed Securities (ABS) v Permitted X Prohibited
Supranationals v' Permitted X Prohibited
Repurchase Agreements v’ Permitted | X Prohibited
Money Market Funds/Bond Mutual Funds v Permitted X Prohibited
Local Government Investment Pools v Permitted X Prohibited
Foreign Sovereign X Prohibited
Fixed-Income ETFs X Prohibited
High-Yield Bonds X Prohibited
Private Placements X Prohibited
Convertibles X Prohibited
Non-U.S. Dollar Investment Grade X Prohibited
Emerging Markets Debt X Prohibited
Bank Loans X Prohibited
Domestic Equities (Large, Mid, Small Cap) X Prohibited
International Equities (Large, Mid, Small Cap) X Prohibited
Emerging Markets X Prohibited
Preferred Stock X Prohibited
Equity Mutual Funds and ETFs X Prohibited
Commaodities X Prohibited
Real Estate X Prohibited
Hedge Funds X Prohibited
Private Equity X Prohibited
Venture Capital X Prohibited
Tangible Assets X Prohibited
Complex Derivatives X Prohibited

For Institutional Investor or
Investment Professional Use
Only — This material is not
for inspection by,
distribution to, or quotation
to the general public
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What Does the
Government Code

Expressly
Prohibit?

* Inverse floaters

* Range notes

* Mortgage-derived, interest-only strips

For Institutional Investor or Investment Professional Use Only

— This material is not for inspection by, distribution to, or 26
quotation to the general public



Inflation Rising Costs

What are our
concernse

Volatility and Future Return
Market Risk Expectation

70 %% % % I3

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 7
quotation to the general public



First, A Structured

Products Advisor
Perspective

* Structured and customizable products are a potential avenue for sophisticated
investors

* Employing structured products in an investment portfolio requires specialized
knowledge and swift market access

* Given the complexity of structured products, PFMAM maintains a dedicated group of
four strategists, including three CFA charterholders

* Strategies should be highly customized

Active Management Passive Strategies

Manage & adjust portfolios over time based on One-time procurements to meet cash flow
cash flow needs and market conditions requirements without ongoing management

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 8
quotation to the general public



Considerations for

Structured
Investments

Benefits

Fully customizable

Agreements can be structured to
include downgrade triggers and
collateralization requirements

May provide exposure to
infrequent issuers

Potential to utilize different
coupon structures

Typically valued at par, which
may limit interest rate risk

Credit and bankruptcy risk

Lack of pricing transparency
and limited liquidity due to
reduced provider participation
and lack of secondary market

Customization premium reduces
return, particularly for secured
structures

Two-way collateralization may
be required based on
creditworthiness of investor

Requires extensive analysis to
determine relative value versus
other alternatives and in-depth
conversations with counsel

Applications

Lock in rate of return on future
cash flows and/or deposits

Achieve exposure to an area of
the yield curve potentially without
taking on interest rate risk

Use of floating- or variable-rate
coupons, including potential
exposure to different indices

More complex coupon structures
and/or underlying indices will
have less provider participation

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public
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What a Variable

Rate Coupon
Looks Like

Deposit agreement with floating coupon

Index Level Index can provide exposure to different
Increases/Decreases market sectors

Coupon Payment is Coupon payment is a function of the
Adjusted change in and/or level of an index

This process can occur on a monthly,
quarterly, or semi-annual basis

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public

30



POLLING QUESTION

Does your agency currently use structured
investments?

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 31
quotation to the general public



Potential
Implementations

of Variable Rate
Coupons

Repurchase Agreements

Deposit Agreements

Forward Delivery Agreements

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public

32



REPURCHASE

AGREEMENTS

California Government Code Section 53601 (j)

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public 33



California

Government Code

53601

(i) Investments in repurchase agreements or reverse repurchase
agreements or securities lending agreements of securities. . .

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 34
quotation to the general public



Repurchase
Agreement

lllustration

Cash

e EAE e

Investor < > Issuer

Repurchase Agreement

e mLIRIEE et

Collateral

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 35
quotation to the general public



Repurchase

Agreement
[llustration

Ln)

Investor << Issuer

Can be structured as a fixed
rate or variable rate

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 34
quotation to the general public



Repurchase

Agreement
[llustration

Collateral

oseseas T

Investor Issuer

B BN

Cash

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 37/
quotation to the general public



Additional
Thoughts &
Considerations

Repurchase Agreements

1 Cost of funding collateral is prohibitive in current interest rate environment

2 Limited provider universe and no secondary market — complex coupon structures
may have limited or no providers

3 Extensive negotiation of agreement documentation required

4 Collateralization by investor of negative mark-to-market values in between
Y d
payment and /or coupon reset dates may be required

5 Agreements maturing beyond one year are treated differently than shorter-
maturing /overnight repurchase agreements in the event of an issuer bankruptcy

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 38
quotation to the general public



DEPOSIT

AGREEMENTS

California Government Code Sections 53601 (i) and (k)

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 39
quotation to the general public



California

Government Code

53601

(i) Negotiable certificates of deposit issued by a nationally or state-
chartered bank, a savings association or a federal association (as
defined by Section 5102 of the Financial Code), a state or federal
credit union, or by a federally licensed or state-licensed branch of a
foreign bank.

(k) Medium-term notes, defined as all corporate and depository
institution debt securities with a maximum remaining maturity of five
years or less, issued by corporations organized and operating within the
United States or by depository institutions licensed by the United States
or any state and operating within the United States.

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public
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Deposit

Agreement
lllustration

Cash

e EE S oo

Investor < > Bank

Deposit Agreement

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 4 ]
quotation to the general public



Deposit

Agreement
[llustration

L(wn)

Investor <

Interest Payment

Can be structured as a fixed
rate or variable rate

Bank

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public
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Deposit

Agreement
lllustration

Investor Bank

o U e

Cash

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 43
quotation to the general public



Additional
Thoughts &
Considerations

Deposit Agreements

1 Credit risk and initially unsecured nature underscores importance of diversification
and reducing concentration risk

2 Complex coupon structures may have limited or no providers

3 Determination of permissibility will require extensive conversations with counsel and
supplemental legal opinions may be required by providers

4 Collateralization by investor of negative mark-to-market values in between
payment and /or coupon reset dates may be required

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 44
quotation to the general public



POLLING QUESTION

When do you believe it’s appropriate to use
structured investments?

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 45
quotation to the general public



FORWARD DELIVERY

AGREEMENTS

California Government Code Section 53600 et seq.

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 464
quotation to the general public



Forward Delivery

Agreement
[llustration

Investor

<

FDA

Both parties agree to a
contract that specifies delivery
dates and amounts for eligible

securities

>

Seller

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public
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Forward Delivery

Agreement
[llustration

Lt n)

Fixed cash flows occur on a set schedule I

Cash

PZzameisass

Investor

—

—

Seller

/

Underlying Securities

Yield of securities can be tied to the
level of an index, if desired

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public
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Additional
Thoughts &
Considerations

Forward Delivery Agreements

1 Highly structured agreement requires fixed cash flows with any deviations subject
to potential breakage fees

2 Cost to provider of hedging exposure of underlying deliverables is extensive and
passed along to investor in form of lower contract yield

3 Limited provider universe and no secondary market — complex coupon structures
may have limited or no providers

4 Collateralization by investor of negative mark-to-market values in between
payment and /or coupon reset dates may be required

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or
quotation to the general public
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POLLING QUESTION

Which of the following is not a trait of structured
investments?

For Institutional Investor or Investment Professional Use Only
— This material is not for inspection by, distribution to, or 50
quotation to the general public



Questions?

Angelica Hernandez
Deputy Executive Director
CDIAC
(916) 653-3269

ahernandez@treasurer.ca.gov

Monique Spyke
Managing Director
PFM Asset Management LLC (PFMAM)
(415) 982-5544

spykem@pfmam.com
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THANK YOU

We look forward to your participation in the next
webinar in this series:
Advanced Investment Analysis




PFMAM
Disclaimer

Investment advisory services are provided by PFM Asset Management LLC
(“PFMAM?”), an investment adviser registered with the U.S. Securities and
Exchange Commission and a subsidiary of U.S. Bancorp Asset Management,
Inc. (“USBAM?”). USBAM is a subsidiary of U.S. Bank National Association (“U.S.
Bank”). U.S. Bank is a separate entity and subsidiary of U.S. Bancorp. U.S.
Bank is not responsible for and does not guarantee the products, services or
performance of PFMAM. The information contained is not an offer to purchase
or sell any securities. Additional applicable regulatory information is available
upon request.

For more information regarding PFMAM’s services please
visit www.pfmam.com.
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