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SESSION OVERVIEW
 Investment Program Objectives: Safety, Liquidity, Income
 Roles and Responsibilities
 Liability and Ethical Issues
 Terms, Concepts, and Principles
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Investment Program Objectives
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Investment Program Objectives: Safety, Liquidity, and Income

1. Safety of Principal:  Safety of principal is the foremost objective of the [entity’s] 
investment program. Investments by the [designated official] shall be undertaken in a 
manner that seeks to ensure the preservation of capital in the overall portfolio. To attain 
this objective, diversification of security types, sectors, issuers, and maturities is 
necessary in order that potential losses on individual securities do not exceed the income 
generated from the remainder of the portfolio.

2. Liquidity:  The investment portfolio shall be structured to timely meet expected cash 
outflow needs and associated obligations which might be reasonably anticipated. This 
objective shall be achieved by matching investment maturities with forecasted cash 
outflows and maintaining an additional liquidity buffer for unexpected liabilities.

3. Investment Income:  The investment portfolio shall be designed to earn a market rate 
of investment income in relation to prevailing budgetary and economic cycles, while 
taking into account investment risk constraints and liquidity needs of the portfolio.
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Roles and Responsibilities
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Fiduciary and Prudence

California Code 27000.3  
(a) With regard to county funds deposited in the county treasury, the board of supervisors is the agent of the county 
who serves as a fiduciary and is subject to the prudent investor standard, unless a delegation has occurred pursuant to 
Section 53607 in which case the county treasurer shall be the agent of the county with respect to these funds, serve as a 
fiduciary, and be subject to the prudent investor standard and the board of supervisors shall not be the agent, serve as a 
fiduciary, or be subject to the prudent investor standard.

(b) With regard to funds deposited in the county treasury that are deposited by local agencies other than the county and at 
the discretion of those local agencies, the county treasurer serves as a fiduciary subject to the prudent investor standard.

(c) When investing, reinvesting, purchasing, acquiring, exchanging, selling, or managing public funds, the county treasurer or 
the board of supervisors, as applicable, shall act with care, skill, prudence, and diligence under the circumstances then 
prevailing, specifically including, but not limited to, the general economic conditions and the anticipated needs of the county 
and other depositors, 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, investments may be acquired 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, 53607, and 53635.
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Fiduciary and Prudence

California Code 53600.3  
Except as provided in subdivision (a) of Section 27000.3, all governing bodies of local agencies or persons 
authorized to make investment decisions on behalf of those local agencies investing public funds 
pursuant to this chapter are trustees and therefore fiduciaries subject to the prudent investor standard. 
When investing, reinvesting, purchasing, acquiring, exchanging, selling, or managing public funds, a trustee shall 
act with care, skill, prudence, and diligence under the circumstances then prevailing, including, but not limited to, 
the general economic conditions and the anticipated needs of the agency, 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 agency. Within the limitations of this 
section and considering individual investments as part of an overall strategy, investments may be acquired as 
authorized by law.
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Awesome Resources!
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Types of Investment Programs

 Internally Managed
 Internally Managed with and Investment Advisor Acting in a Consulting Capacity
 Mixture of Internal Management and External Management
 Externally Managed: Non-Discretionary
 Externally Managed: Discretionary
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Investment Official (Treasurer, Finance Director, Etc.) Responsibilities

 Investment of Surplus Funds
 Banking and Cash Management
 Custodial and Trustee Relationships
 Bond Issuance
 Reporting
 Segregation of Duties
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Treasury Oversight or Advisory Committees

RESPONSIBILITIES
While the California Government Code 
describes in great detail the composition 
of, as well as restrictions on, the 
membership of county oversight 
committees, it provides minimum 
guidance regarding the duties of the 
committees. The oversight committee shall 
review and monitor the county treasurer’s 
annual investment policy; it also is 
required to “cause an annual audit to be 
conducted to determine the county 
treasury’s compliance” with the California 
Government Code sections dealing with 
oversight committees (Sections 27130-
27137). While the county treasurer must 
provide the oversight committee with the 
county’s investment policy, there are no 
reporting requirements for the committee 
itself. Source: Investment Primer
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Investment Advisors

 Works Exclusively or Primarily with Public Fund Entities 
 Registered with the SEC and the State
 Forms ADV Parts 1 and 2
 RFP Process
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Investment Advisor Due Diligence
Securities and Exchange Commission
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Broker/Dealers
Broker/dealer is a generic term for brokers and/or dealers.  Both are financial intermediaries that help 
individuals and entities with money to invest (savers or investors), connect with those needing capital to build 
and sustain enterprises (spenders, borrows, or users of capital). Firms can act as both a broker and a dealer.

Broker Dealer

 Executes customers’ orders

 Charges a commission

 Must disclose the amount of 
commission

 Participates in the trade as a 
principal

 Charges a markup or markdown

 Makes a market in the security

 Must disclose the fact that they are a 
market maker, but not the amount of 
the markup or markdown
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Liabilities and Ethical Issues
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Fiduciary Responsibilities and Personal Liability

Treasury and Investment Positions
Fiduciary 

Responsibility
Personal 
Liability

Board of Supervisors/City Council/Etc. X X

County Administrator/City Manager X X

County Treasurer X X

City Treasurer/Finance Director/CFO/Etc. X X

Chief Investment Officer X X

Investment Officer X X

Investment Analyst X X

Treasury Oversight Committee X Null

Finance/Investment Committee X Null

Staff Accountants Null Null

Auditors: Internal and External Null Null

Investment Advisors X Null

Selected Government Codes Dealing with Responsibilities & Liabilities : 820, 1708, 1714, 3060, 41006, 53679 
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Checks and Balances…Internal Controls…Legal vs. Suitable

Orange County 1994
1995 Wymer Fraud

Institutional Treasury Management

Source: Google, CDIAC
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Terms, Concepts, and Principles
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The 7 Habits of Highly Effective Investment Programs

1. You Have a Detailed Asset/Liability Matching Model (aka: Cash Flow Model)

2. You Have a Responsible Amount of Interest Rate Risk and Credit Risk
3. You Don’t Try to Time the Market
4. You Love Losses and Hate Gains (the unrealized kind)

5. You Follow GAAP (Generally Accepted Accounting Principles)

6. You Benchmark Your Investment Program and Portfolio in Multiple Ways
7. You Provide Quality, Timely, Transparent Reporting
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Terms, Concepts, 
and Principles

The Investment Portfolio is the Only Area of State and Local Governments Where 
Income Can Be Generated Without Charging Taxes or Fees to the Citizenry 

Financial Markets Overview

Time Value of Money

Details of Debt Instruments

Relationship of Risk and Return
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Financial Markets Overview: Purposes of Capital

Barter System

Capital Markets Channel:
Savings & Investments

Suppliers of Capital:
Retail Investors & 

Institutional Investors

Users of Capital:
Businesses, 

Governments & 
Individuals

Primary Markets and Secondary Markets
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Financial Markets Overview: Market Sectors

 Fixed Income
 Equity
 Foreign Exchange
 Commodities
 Futures
 Derivatives
 Interbank Lending
 Cryptocurrency

Source: Google
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Types of Financial Markets: Exchanges 

Exchange:
 Examples: NYSE, CME, CBOE
 Highly organized market
 Centrally-cleared trades
 Securities: equities, commodities, forex, futures, and 

options
 Standardized instruments
 High degree of transparency and trades are publicly 

disseminated
 Typically a higher degree of liquidity in exchange-traded 

securities

Source: Google
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Types of Financial Markets: Over-the-Counter

 Examples: Bonds, swaps, credit default swap, bulletin board stocks, derivatives
 Transactions done directly between two parties
 Market makers in OTC drive liquidity
 Allows for customization of securities to fit both parties’ needs
 Exposure to counterparty risk

Source: Google
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Financial Markets Overview: Regulation

Source: Google
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Time Value of Money: “I Want More Money and I Want It Sooner”

Future Value
Present Value x (1+ Interest Rate 5%) = Future Value
$100 x 1.05 = $105

Present Value
Future Value / (1 + Interest Rate 5%) = Present Value
$105 / 1.05 = $100 

Compounding
Present Value x (1 + Interest Rate)^# of Periods = FV
$100 x (1.025)^2 = $105.0625

$250             $250             $250            $250

Principal

Source: Google
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Time Value of Money: Inflation

Source: Advisor Perspectives
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Time Value of Money: Inflation vs. Rates

Source: FRED
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Time Value of Money: Rates in the “Upside Down”

Source: Bloomberg
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Details of Debt Instruments: Types
 U.S. Treasury Obligations
 U.S. GSE/Federal Agency Obligations
 Commercial Paper
 Certificates of Deposit (Negotiable/Non-Negotiable)
 Corporate Securities
 Certificates of Deposit Placement Services
 Time Deposits
 Bank Deposits
 Bankers’ Acceptances
 Money Market Mutual Funds
 Mutual Funds
 Local Government Investment Pools
 Joint Power Authority Pools

 Mortgage-Backed Securities
 Asset-Backed Securities
 Repurchase Agreements
 Municipal Securities
 Supranational Securities
 Securities Lending/Reverse Repurchase Agreements
 Guaranteed Investment Contracts/Collateralized 

Investment Agreements
 Foreign Securities
 Futures
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Details of Debt Instruments: Structures – Discount 

Source: Bloomberg
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Details of Debt Instruments: Structures – Fixed Rate

Source: Bloomberg
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Details of Debt Instruments: Structures – Floating Rate

Source: Bloomberg
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Details of Debt Instruments: Structures – Floating Rate

SOFR (Secured Overnight Financing Rate)

Fed Funds

Source: Bloomberg
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Details of Debt Instruments: Structures – Fixed to Float

Source: Bloomberg
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Details of Debt Instruments: Structures – Callable 
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Details of Debt Instruments: Structures – Callable 

When you purchase a callable bond, you are selling a call option to the issuer.  This gives them 
the right to call the bond when it is advantageous for them, not you.  

5 Year Securities: Callables’ Lockouts 1 Year

Instrument Number of Calls Yield
Treasury 0 .37%
Agency/GSE Bullet 0 .44%
One-Time Call 1 .56%
Discrete Call (quarterly) 15 .62%
Continuous Call* 1,450 .72%
*10 Day Call Notice

Over the long run, bullets (non-callables) have outperformed callables.

Source: Bloomberg, 12/11/20
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Details of Debt Instruments: Structures – Callable (Yield to Call) 

Buy Callable at a Premium Buy Callable at a Discount

Callable Bonds Have Large Reinvestment Risk

Source: Bloomberg
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Details of Debt Instruments: Structures – Callables vs. Bullets

Source: Bloomberg
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Details of Debt Instruments: Structures – Callables vs. Bullets

Source: Bloomberg
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Relationship of Risk and Return: Interest Rate Risk…aka: Duration 

Current Yield (CY) = Annual Coupon Payments / Current Bond Price

Yield To Maturity (YTM) = Discount rate derived in DCF calculation; the market rate of return

Yield To Call (YTC) = Similar to YTM calculation, but using first call date as the maturity date and 
the call price as the redemption amount

Yield To Worst (YTW) = The lower of YTM or YTC
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Relationship of Risk and Return: Interest Rate Risk and Credit Risk

Which Risk Has the 
Largest Long-Term 

Impact on My 
Investment Income?

Credit Risk
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Relationship of Risk and Return: Interest Rate Risk…aka: Duration 
Duration: A measure of the timing of the cash flows, such as the interest payments and the principal repayment, to be 
received from a given fixed income security.  This calculation is based on three variables: term to maturity, coupon rate, 
and yield to maturity.  The duration of a security is a useful indicator of its price volatility for given changes in interest 
rates.  There are three primary types of duration: Macaulay Duration, Modified Duration, and Effective Duration.  

 Macaulay Duration was developed in 1938 by Frederic Macaulay, this form of duration measures the number of 
years required to recover the true cost of a bond, considering the present value of all coupon and principal 
payments received in the future. Thus, it is the only type of duration quoted in “years.” Interest rates are assumed to 
be continuously compounded.  

 Modified Duration expands or modifies Macaulay duration to measure the responsiveness of a bond’s price to 
interest rate changes.  It is defined as the percentage change in price for a 100 basis point change in interest rates. 
The formula assumes that the cash flows of the bond do not change as interest rates change (which is not the case 
for most callable bonds).  

 Effective Duration (sometimes called option-adjusted duration) further refines the modified duration calculation and 
is particularly useful when a portfolio contains callable securities. Effective duration requires the use of a complex 
model for pricing bonds that adjusts the price of the bond to reflect changes in the value of the bond’s “embedded 
options” (e.g., call options or a sinking fund schedule) based on the probability that the option will be exercised. 
Effective duration incorporates a bond’s yield, coupon, final maturity and call features into one number that 
indicates how price-sensitive a bond or portfolio is to changes in interest rates.  
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Relationship of Risk and Return: Interest Rate Risk…aka: Duration 

 Duration is the holding period at which the present value of the periodic interest payments is the same as 
the present value of the maturity payment

Balance point 
between coupon 

and maturity 
payments

 At this point in time, investors are ‘immune’ to a change in interest rates because reinvesting coupon 
payments will exactly offset the change in present value of the maturity payment
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Relationship of Risk and Return: Interest Rate Risk – Convexity  

∆𝑩𝑩𝑩𝑩𝑩𝑩𝑩𝑩 𝑷𝑷𝑷𝑷𝑷𝑷𝑷𝑷𝑷𝑷 ≈ −𝑴𝑴𝑩𝑩𝑩𝑩𝑷𝑷𝑴𝑴𝑷𝑷𝑷𝑷𝑩𝑩 𝑫𝑫𝑫𝑫𝑷𝑷𝑫𝑫𝑫𝑫𝑷𝑷𝑩𝑩𝑩𝑩 ∆𝒀𝒀𝒀𝒀𝑴𝑴 +
𝟏𝟏
𝟐𝟐
𝑪𝑪𝑩𝑩𝑩𝑩𝑪𝑪𝑷𝑷𝑪𝑪𝑷𝑷𝑫𝑫𝑪𝑪(∆𝒀𝒀𝒀𝒀𝑴𝑴)𝟐𝟐

 Because duration is a linear assumption, it 
miscalculates the change in the price of a bond 
given a change in the yield to maturity

 Duration underestimates the bond price when 
yields fall and overestimates the bond price when 
yields rise

 Convexity measures the curvature of the 
price/yield relationship of a bond

 One can better estimate the change in price, given 
a change in the yield to maturity, by adding a 
convexity adjustment to the previous formula
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Relationship of Risk and Return: Interest Rate Risk – Convexity/Callables

 As interest rates drop, callable bonds become 
(more) negatively convex and duration 
decreases

 If the bond’s coupon is higher than a 
comparable bullet security, the issuer will call 
back the bond and the investor will have to 
reinvest at lower rates

 As interest rates rise, callable bonds act like 
normal bullet bonds and may become 
positively convex
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Relationship of Risk and Return: Yield Curve Sweet Spot

Source: Bloomberg
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Relationship of Risk and Return: Credit Risk

Futures
Lower Rated 

Corporate Bonds

Mid Rated Corporate Bonds
Higher Rated Corporate Bonds

Asset-Backed Securities
Commercial Paper

Certificates of Deposit
Corporate LGIPs / Prime Money Market Funds

Supranationals / Municipal Securities
GSE Mortgage-Backed Securities
U.S. Treasury Notes / GSE Notes 
U.S. T-Bills / GSE Discount Notes

Govt  LGIPs / Govt Money Market Fund / Govt Repo

HIGHER RISK

LOWER RISK
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Relationship of Risk and Return: Credit Risk – Pros/Cons

Increased Income

Diversification Benefits

Company Transparency

Relatively Liquid

Default Risk

Deeper Analysis at Purchase

Continual Monitoring

Less Liquid Than Treasuries
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Relationship of Risk and Return: Credit Rate Risk – Yield Curve Tradeoffs

Source: Bloomberg
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Relationship of Risk and Return: Is Credit Worth the Risk?

Source: Bloomberg
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Relationship of Risk and Return: Interest Rate Risk vs. Credit Risk
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Relationship of Risk and Return: Liquidity Risk
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Relationship of Risk and Return: Market Timing Risk

Source: S&P
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Relationship of Risk and Return: Market Timing Risk
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Relationship of Risk and Return: Market Timing Risk

Source: Bloomberg, Google
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Relationship of Risk and Return: Market Timing Risk

Source: Bloomberg
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Session 1 Quiz Show
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FHN Main Street Disclosure
Although this information has been obtained from sources which we believe to be reliable, we do not guarantee its 
accuracy, and it may be incomplete or condensed. This is for informational purposes only and is not intended as an 
offer or solicitation with respect to the purchase or sale of any security. All herein listed securities are subject to 
availability and change in price. Past performance is not indicative of future results, and changes in any assumptions 
may have a material effect on projected results. Ratings on all securities are subject to change.

FHN Financial Capital Markets, FHN Financial Portfolio Advisors, and FHN Financial Municipal Advisors are divisions of 
First Horizon Bank. FHN Financial Securities Corp., FHN Financial Main Street Advisors, LLC, and FHN Financial Capital 
Assets Corp. are wholly owned subsidiaries of First Horizon Bank. FHN Financial Securities Corp. is a member of FINRA 
and SIPC — http://www.sipc.org/.SIPC.  
FHN Financial Municipal Advisors is a registered municipal advisor.  FHN Financial Portfolio Advisors is a portfolio 
manager operating under the trust powers of First Horizon Bank. FHN Financial Main Street Advisors, LLC is a 
registered investment advisor.  None of the other FHN entities, including FHN Financial Capital Markets, FHN Financial 
Securities Corp., or FHN Financial Capital Assets Corp. are acting as your advisor, and none owe a fiduciary duty 
under the securities laws to you, any municipal entity, or any obligated person with respect to, among other things, the 
information and material contained in this communication. Instead, these FHN entities are acting for their own interests. 
You should discuss any information or material contained in this communication with any and all internal or external 
advisors and experts that you deem appropriate before acting on this information or material.

FHN Financial, through First Horizon Bank or its affiliates, offers investment products and services. Investment products 
are not FDIC insured, have no bank guarantee, and may lose value.



We look forward to your participation in the next 
webinar in this series, California Government Code, 
Legal Investments, and Investment Policy. 

THANK YOU

  
We look forward to you participation in the next 
webinar in this series, California Government 
Code, Legal Investments, and Investment Policy
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