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INFORMATION CALENDAR 
September 20, 2005 

To: Honorable Mayor and 
Members of the City Council 

From:  Phil Kamlarz, City Manager 

Submitted by:  Fran David, Director, Finance 

Subject:  Investment Report: Quarter Ended June 30, 2005 

SUMMARY 

• All local agencies are required to file reports on a quarterly basis with their legislative 
body on the status of their investment portfolio.  The report includes all investments 
managed by the City of Berkeley and provides information on the values (par, book, and 
market), term, and yield of each security. 

• The return on pooled investments for the quarter ended June 30, 2005 was 3.369% or 
.52% higher than the 2.849% earned by the State Local Agency Investment Fund, which 
is the benchmark for investment performance used by the City. Staff expects this 
difference to continue to narrow in future quarters because the yield curve (i.e., 
relationship between long and short-term interest rates) continues to flatten. The rate 
earned by the City during the fourth quarter increased .10% from the quarter ended 
March 31, 2005. 

• Staff expects an increase of approximately 22% in the City’s interest income in FY 2006 
as a result of the increases in short-term interest rates.  

• The return on Retiree Medical Trust Fund (Miscellaneous Plan) investments for the 
quarter was 7.947% or .947% higher than the 7% return the City’s actuary determined 
that the City needed to earn on investments to fund the plan at the 70% level; 

• All investments made were in compliance with the City’s investment policies; 

• The Federal Reserve Board (the Fed) has increased the Federal Funds rate (i.e., short-
term interest rates) from 1% on June 30, 2004, to 3.50% on August 9, 2005. Bond market 
participants expect the rate to increase to 4.0% by year-end, and they give it a 50/50 
chance of increasing to 4.5% by August 2006. As short-term interest rates continue to 
increase from the current level, medium and long-term rates are expected to increase 
slightly from current levels. 
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CURRENT SITUATION AND ITS EFFECTS 

All local agencies are required to file reports on a quarterly basis with their legislative body on 
the status of their investment portfolio.  The report includes all investments managed by the City 
of Berkeley and provides information on the values (par, book, and market), term, and yield of 
each security. 

Summary information by type of security and detailed information on each security is provided 
on Attachment I page A-2. An evaluation of portfolio performance this accounting period 
compared to the previous two accounting periods is also included on Attachment I page A-1. 

Portfolio Results 

Þ Liquidity of Portfolio 
The average investment in the pooled portfolio matures in 583 days, a decrease of 27days 
from the quarter ending March 31, 2005. The drop in the average maturity of the investment 
portfolio occurred because staff is investing funds in one to two year maturities versus four 
or five year maturities because the market isn’t currently compensating investors for 
assuming the risk associated with the longer maturities (i.e., yields of 4.14% to 4.40% are 
available on one to two-year securities versus 4.75% to 5.0% on four and five-year 
securities).  

Þ Comparison of Results to Performance Measures – Pooled Investments 
The City’s yield on investments for the quarter ended June 30, 2005 was 3.369%, an increase 
of 10 basis points (0.10%) from the quarter ended March 31, 2005. The average yield on a 
90-day Treasury bill during the quarter ended June 30, 2005 was 2.97%, an increase of 
0.23% from the previous quarter.  

Staff exceeded their performance measure on the rate of return for April 2005, May 2005, 
and June 2005 by 63 basis points (0.63%), 47 basis points (0.47%), and 46 basis points 
(0.46%), respectively. The performance measure for the return on investments is that the rate 
of return of the portfolio is above the rate earned by State LAIF. 

PERIOD CITY STATE 
LAIF DIFFERENCE 

April 2005 3.353% 2.724% 0.63% 
May 2005 3.325% 2.856% 0.47% 
June 2005 3.430% 2.967% 0.46% 
April 1 through 
June 30, 2005 

3.369% 2.849%  0.52% 
 

The difference between the rates earned by the City and State LAIF has already started to 
narrow since the Fed started increasing short-term interest rates, because of the narrowing of 
the interest rate yield curve. Staff expects this difference to narrow further as the yield curve 
continues to flatten in the coming months.   
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Þ Investment Results-Retiree Health Insurance Funds  

Average interest rates earned on the retiree health insurance trust funds for the quarter ended 
June 30, 2005 were as follows: 

Retiree Medical Trust Fund (Miscellaneous Employees) 7.947% 
Fire Retiree Medical Trust Fund  5.014% 
Police Retiree Medical Trust Fund  5.665% 

 
Currently, the rates earned on the miscellaneous plan are higher than those earned on the Fire 
and Police plans because some miscellaneous purchases were made earlier when rates were 
higher, and the maturities on the miscellaneous securities are longer. 

Details related to retiree health trust fund investments are in Attachment I, Exhibits B, C and 
D of this report. 

Þ Discussion of Interest Rate Environment and Outlook 
Staff analysis indicates that there are two inter-related macro economic factors that could 
significantly impact the City’s General Fund interest income and other revenue results in FY 
2006: (1) the interest rate environment; and (2) the level of the U.S. dollar in currency 
markets, and the inclination of foreign central banks to diversify their holdings of foreign 
currency away from the dollar. 

Interest Rate Environment 
During the quarter, the targeted Federal Funds rate rose from 2.75% to 3.25% on June 30 
2005, as the Federal Reserve Board increased the rate by .25% for the ninth straight time. 
This trend will favorably impact the amount of interest income earned by the City in FY 
2006. Since June 30, 2004, the targeted Federal funds rate increased from 1% to 3.25 as of 
June 30, 2005.  

The Fed is trying to move the Federal Funds rate to a neutral level (i.e., a rate that neither 
stimulates nor hinders growth in the economy). That rate has typically ranged between 3% 
and 5%. Bond market participants originally thought the Fed would increase the Federal 
Funds rate to 3.75% and stop. However, they now feel certain that the Fed will raise the rate 
to 3.75% at its September 20, 2005 meeting, and to 4.0% at its November 1, 2005 meeting, 
as reflected by the Federal Funds Futures quotes on August 12, 2005. Bond market 
participants are less certain about the Fed’s intentions in calendar year 2006: Currently, bond 
market participants believe the Fed will continue to raise the Federal Funds rate in 2006, with 
a 68% probability of a move to 4.25% at its February 2006 meeting, and a 52% probability 
the rate will be raised to 4.5% in August 2006. (See Attachment II – Federal Funds Futures 
quotes).  

Despite the 250 basis points increase in short-term interest rates since June 30, 2004, the 
rates on medium and long-term securities have actually declined (with the 5-year Treasury 
Note declining from 3.93% on June 30, 2004 to 3.77% on June 30, 2005, and the 10-year 
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Treasury Note declining from 4.73% on June 30, 2004 to 4.00 on June 30, 2005). In the near 
future, staff expects medium and long-term interest rates to increase slightly in reaction to 
further increases in short-term rates. Staff is expecting the yield curve to flatten further as the 
Federal Funds rate moves up to 4.0%, by the end of the calendar year. As a result of the 
flattening of the yield curve, Staff has determined that securities that provide the most value 
are one and two-year securities, which yield rates close to those of four and five-year 
securities, without the risks inherent in longer-term securities. 

The primary reasons staff doesn’t expect a dramatic increase in long-term rates that might 
normally accompany a Fed tightening of interest rates like we have experienced over the last 
year are (1) inflation is expected to remain relatively low; (2) the economy is expected to 
grow at a slow to moderate pace; (3) the U.S. economy is highly leveraged and raising 
interest rates higher than the level needed to keep inflation under control is likely to produce 
a recession; (4) since Federal Reserve Board Chairman, Alan Greenspan, is retiring from the 
Fed in January 2006, it is unlikely he will make moves that will trigger a recession; and (5) 
the huge U.S. current account deficit (estimated at approximately $600 billion for calendar 
years2005 and 2006) will result in a huge demand for U. S. Treasury securities. This demand 
will continue to be there as long as foreigners (especially Japan and China) consider growth 
in exports to the U.S. to be a high priority.  Since the savings rate in the U. S. is so low, the 
growth in these imports has to be financed by foreigners, particularly the countries benefiting 
from the trade deficit (Japan, China and other Asian countries). For example, purchases of 
Treasuries from foreign entities exceeded $400 billion for the fiscal year ended September 
30, 2004, and totaled $220 billion from October 1, 2004 through June 30, 005. 

Level of the Dollar in Currency Markets 
Foreigners own over 50% of U. S. Treasury securities and are major participants in Treasury 
auctions. Japan also spends billions of dollars to prop up the dollar in the currency markets, 
to try to keep their currency (and exported goods) from getting too expensive. If foreigners 
started selling their vast holdings of U. S. Treasury securities, there would be a financial 
crisis in the world’s financial markets. Interest rates would rise sharply, and the U. S. would 
be forced into a recession because there would be less debt financing available for all kinds 
of purchases (e.g., homes, factories, purchases of other companies, purchases of products). 

Foreigners don’t even have to sell current Treasury holdings for there to be severe negative 
consequences for Treasury Bond prices and interest rates. If they merely reduced their 
participation in Treasury auctions, Treasury Bond prices would start declining, and interest 
on Treasury Bonds would rise. At some point, these foreign investors are going to be 
concerned about diversifying away from U.S. Treasury securities and about their return on 
investment. That return on investments is reduced when the dollar falls relative to their 
currency, because this results in currency losses. Although it is possible that Japan and China 
could withdraw their support for the dollar (as it continues to fall in the currency markets), 
and cause the Fed to defend the dollar by raising interest rates sharply, it is unlikely to 
happen any time soon. This scenario is unlikely because both countries need the massive 
exports to the U.S. to sustain economic growth in their own countries. 
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BACKGROUND 

Pooled Investments 
Short-term cash is invested primarily in government sponsored enterprises (referred to as 
Federal Agency) discount notes and commercial paper.  Additional cash is invested in a 
money market fund or over night securities to meet the liquidity needs of the City. Pooled 
investments are also made in medium term notes, treasury coupon securities, and federal 
agency coupon securities for periods of one to five years. 

In some cases, the City may have investments with a current market value that is greater or less 
than the recorded cost.  These changes in market value are due to fluctuations in the marketplace 
having no effect on yield, as the City does not intend to sell securities prior to maturity. 

Retiree Health Trust Fund Investments 
The City agreed to provide retiree Health insurance coverage for fire, police and miscellaneous 
employees under certain terms and conditions.  An actuarial study commissioned by the City 
determined that, in addition to City Contributions, a rate of return of 7% on miscellaneous 
employees trust fund assets invested must be achieved to fund the retiree health benefit at the 
desired 70% level. 

City Finance Department staff manages these investment portfolios.  The City’s investment 
policies were revised on November 23, 1999 to provide the necessary flexibility in maturity 
limits and investment options needed to enable the retiree health plan assets to earn the 7% rate 
of return required to fund the plan at the 70% level. 

CONTACT PERSON 

Robert Hicks, Deputy Director of Finance, Finance Department, 981-7339 
 

Attachments: 
I: Investment Details for the Quarter Ended June 30, 2005 

Exhibit A: Pooled Investments Portfolio Results 
Exhibit B: Miscellaneous Employees Retiree Medical Trust Fund 
Exhibit C: Fire Medical Trust Fund 
Exhibit D: Police Medical Trust Fund  

II: Federal Funds Futures Quotes 
































































