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CITY OF SANTA BARBARA


COUNCIL AGENDA REPORT

AGENDA DATE:
January 27, 2009
TO:
Mayor and Councilmembers

FROM:
Treasury Division, Finance Department
SUBJECT:
December 31, 2008, Investment Report And December 31, 2008, Fiscal Agent Report
RECOMMENDATION:  
That Council:

A.
Accept the December 31, 2008, Investment Report; and 

B.
Accept the December 31, 2008, Fiscal Agent Report.
DISCUSSION:
The City’s investment reporting schedule requires staff to submit a report on the City portfolio on a quarterly basis.  Therefore, this report will cover investment activity for October through December, 2008.

Plummeting home values, deteriorating labor market conditions, scarce credit, and continued difficulties in the finance and automotive industries, plagued financial markets during the fourth quarter.  Governments and central banks in the U.S. and abroad responded to the ongoing financial crisis in unprecedented fashion.  
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The Emergency Economic Stabilization Act of 2008 was signed into law by President Bush in early October. The act authorized the Troubled Asset Relief Program (TARP), a $700 billion rescue package intended to stabilize the nation’s credit markets.  By the end of the quarter, about half the TARP funds had been used to inject capital into banks.
The Federal Reserve continued to aggressively cut their key interest rate. By quarter-end, the U.S. Federal Reserve Bank’s Open Market Committee effectively lowered the target federal funds rate to 0 percent, where the 25 basis point rate is seen as a ceiling rather than a target. The Fed indicated that rates will remain at exceptionally low levels for some time.  The central bank also reaffirmed using its balance sheet “to further support credit markets and economic activity” and reassured that it will “purchase large quantities of agency debt and MBS” which aims to improve conditions in the mortgage and housing markets. 

The National Bureau of Economic Research officially stated on December 1st that the U.S. has been in a recession since December 2007.  Consumer confidence fell to an all-time low, amid worries of job losses and falling incomes.  The unemployment rate rose during the fourth quarter, to a sixteen year high of 7.2%.  
During the volatile quarter, investors flocked to the safety of U.S. Treasuries.  As seen in the table below, yields plunged in both the short and long ends of the yield curve.  
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Investment Activity

[image: image4.wmf]Mo. Ended

Yield

Days to 

Maturity

9/30/2008

4.466%

578

10/31/2008

4.421%

547

11/30/2008

4.286%

511

12/31/2008

4.038%

471

As shown in the table below, the City invested $6 million during the quarter. $4 million in purchases consisted of “AAA” rated Federal Agency securities, of which $2 million is callable, and $2 million is non-callable.  A $2 million unrated certificate of deposit from Montecito Bank & Trust was renewed for one year.  $4 million of “AAA” rated Federal Agency securities were called during the quarter, and maturities for the quarter totaled $11 million.  The rate at which the City earned interest at LAIF was 2.54% for the quarter ending December 31, 2008.  Staff expects to continue to reinvest a portion of the City’s LAIF balances in short-term securities during the next quarter.  With current Fed Funds rate levels remaining low, coupled with further uncertainty in the markets, the reinvestment rate on the City’s securities will be considerably lower than those securities that have been called or matured. 
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Summary of Cash and Investments
During the quarter, the City’s book rate of return decreased by 42.8 basis points, from 4.466% at September 30, 2008 to 4.038% at December 31, 2008.  The average days to maturity decreased from 578 to 471. 
Credit Quality on Corporate Notes

The table on the following page summarizes the credit ratings on corporate securities held in the City’s portfolio.  There have been credit quality changes to two corporate issuers as detailed below.
Standard and Poor’s (S&P) initially placed Wells Fargo under credit watch in October, following their acquisition of Wachovia.  On December 19th, S&P downgraded the credit ratings and outlooks of 12 major U.S. and European banks, including Wells Fargo.  The downgrades stemmed from S&P’s concerns related to the increased risk to the banking industry, along with the deepening economic slowdown.  Wells Fargo corporate notes were subsequently downgraded by one notch from “AA+” to “AA.”  The last credit ratings change to Wells Fargo occurred in November of 2006, when S&P had upgraded their ratings from “AA” to “AA+.”  There is still a possibility of a downgrade by Moody’s Investors Service (Moody’s), from “Aa1” to “Aa1-,” although this has not happened as of December 31st.  The City currently holds $4 million in Wells Fargo notes, which in total represent 2.36% of the portfolio.
Moody’s also placed Toyota Motor Corporation under review for a possible downgrade, from “Aaa” to “Aaa-.”  Toyota had been the only automaker with top Triple-A ratings from both S&P and Moody's.  Vehicle sales have plunged as consumer access to credit has deteriorated, and the global economic slowdown has led to decreased demand in both developed and emerging markets.  As of December 31st, S&P still maintained their “AAA” ratings on Toyota.  The City currently holds a $2 million Toyota Motor Credit Corporation note, representing 1.18% of the portfolio.  
Per the City’s Investment Policy, Section VII.A.5, investments in any one “AA” rated corporate issuer is limited to no more than 5% of the portfolio, and investments in any one “A” rated issuer is limited to 3% of the portfolio.  Also per the Policy, if the quality rating of the issuer is downgraded, subsequent to purchase, below “A,” or its equivalent, it shall be reported to Finance Committee and City Council with a recommendation, and ongoing information shall be provided if the bond is not sold.  The Toyota and Wells notes are well within the City’s credit guidelines, as well as State Government Code, but staff will continue to monitor for any further changes to quality ratings.
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ISSUER

DATE

DATE

MOODY'S

S & P

MOODY'S

S & P

BERKSHIRE HATHAWAY FIN

01/15/08

01/15/10

Aaa

AAA

Aaa

AAA

GENERAL ELECTRIC CAPITAL CORP

04/17/07

06/15/09

Aaa

AAA

Aaa

AAA

GENERAL ELECTRIC CAPITAL CORP

02/10/06

06/15/09

Aaa

AAA

Aaa

AAA

GENERAL ELECTRIC CAPITAL CORP

08/15/06

09/15/09

Aaa

AAA

Aaa

AAA

GENERAL ELECTRIC CAPITAL CORP

01/10/07

02/22/11

Aaa

AAA

Aaa

AAA

TOYOTA MOTOR CREDIT

10/19/06

03/15/10

Aaa

AAA

Aaa/*-

AAA

WELLS FARGO & CO.

10/10/06

08/09/10

Aa1

AA

Aa1/*-

AA

WELLS FARGO & CO.

05/30/07

01/12/11

Aa1

AA+

Aa1/*-

AA

* - (downgrade possible)

QUALITY 

RATING at 

PURCHASE

QUALITY RATING 

AS OF 12/31/08

As shown on the Investment Yields graph below, the City’s portfolio reflected an unrealized market gain on December 31st.  The market value of the portfolio increased steadily during the quarter due to the declining interest rate environment.
Those securities with a market loss of 3% and/or the five securities with the largest percentage of unrealized losses are typically reported in the table below.  However, due to the decrease in market yields, none of the securities in the City’s portfolio have an unrealized loss as of December 31, 2008. 
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Additional Reporting Requirements

The following confirmations are made pursuant to California Code Sections 53600 et seq.: (1) the City’s portfolio as of December 31, 2008 is in compliance with the City’s Statement of Investment Policy; and (2) there are sufficient funds available to meet the City’s expenditure requirements for the next six months.

Fiscal Agent Investments

In addition to reporting requirements for public agency portfolios, a description of any of the agency’s investments under the management of contracted parties is also required on a quarterly basis.  Attachment 2 includes bond funds and the police and fire service retirement fund as of December 31, 2008.

ATTACHMENTS:
1. December 31, 2008, Investment Report

2. December 31, 2008, Fiscal Agent Report

SUBMITTED BY:
Robert Peirson, Finance Director
APPROVED BY:

City Administrator's Office
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