Texas Water
Development Board

P.O. Box 13231, 1700 N. Congress Ave.
Austin, TX 78711-3231, www.twdb.texas.gov
Phone (512) 463-7847, Fax (512) 475-2053

TO: Board Members

THROUGH: Kevin Patteson, Executive Administrator
Les Trobman, General Counsel

FROM: Cindy Demers, Chief Financial Officer
DATE: January 6, 2016
SUBJECT: Investment Policy and Strategies

ACTION REQUESTED
Consider approving the Texas Water Development Board’s Investment Policy and Strategies.

BACKGROUND

The Public Funds Investment Act (Act), Texas Government Code Chapter 2256, was originally
passed by the Legislature in 1987 to require local and state entities to invest funds under a
standard of care. The Texas Water Development Board (TWDB) as a state agency is subject to
the Public Funds Investment Act. The TWDB has funds held both in the State Treasury and the
Texas Treasury Safekeeping Trust Company (TTSTC). Funds held in the Treasury are not
subject to Public Funds Investment Act (§2256.004) and are invested by the Comptroller. While
certain funds held at TTSTC on behalf of the TWDB are subject to the Public Funds Investment
Act, other funds held at TTSTC on behalf of the TWDB including the State Water
Implementation Fund for Texas (SWIFT) are not subject to the Public Funds Investment Act.

The Public Funds Investment Act, Texas Government Code §2256.005, requires the TWDB to
adopt by rule, order or resolution a written investment policy and investment strategies regarding
the investment of its funds and funds under its control. In addition, §2256.005 requires that the
TWDB review its policy and strategies no less than annually. The TWDB adopted and last
reviewed its Investment Policy and Strategies on January 5, 2015.

KEY ISSUES
Staff has reviewed the TWDB’s current investment policy and strategies. At this time there are
no changes recommended to the current policy.

RECOMMENDATION
Staff recommends approval of the revised TWDB Investment Policy and Strategies.

Attachments:
Investment Policy and Strategies

Our Mission : Board Members
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outreach for the conservation and responsible -
development of water for Texas : Kevin Patteson, Executive Administrator
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I. Scope of Policy

(a) This policy shall govern all funds managed by the Texas Water Development Board
(the Board) and by the Board on behalf of the Texas Water Resources Finance Authority
(the Authority), as authorized by the Sales and Servicing Agreement executed between
the Board and the Authority. The funds are accounted for in the Board's Annual Financial
Report and the State of Texas' Comprehensive Annual Financial Report.

(b) The funds to which this policy applies are categorized as enterprise funds, special
revenue funds, and debt service funds.

I1. Definitions
The following words and terms, when used in this policy shall have the following
meanings, unless the context clearly indicates otherwise.

(1) Agency - The Board or the Authority, or the Board and the Authority, consistent with
the context of the use of the term in this policy.

(2) Authority - The Texas Water Resources Finance Authority.

(3) Authorized dealers - Those dealers who have been approved to do business with the
agency.

(4) Board - The Texas Water Development Board.

(5) Dealer - A business organization offering to engage in an investment transaction with
the agency.

(6) Executive administrator - The Executive Administrator of the Board or a designated
representative.

(7) HUB - Historically Underutilized Business (HUB) that is currently certified by the
Comptroller of Public Accounts Texas Procurement and Support Services as a HUB.

(8) Internal auditor - The internal audit staff employed by the Board.
(9) Investment officer - The Executive Administrator, the Chief Financial Officer of the
Board and the Development Fund Manager, or any other person authorized by the Board

to invest funds of the agency.

(10) Policy — The written investment policy regarding the investment of the agency’s
funds, as required by Texas Government Code, Section 2256.007.

(11) Portfolio - The investments held by or on behalf of an agency.



(12) Primary dealer - A designation given by the New York Federal Reserve Bank to
commercial banks or broker/dealers who meet specific capital requirements and agree to
continually participate in all U.S. Treasury auctions.

(13) Qualified representative - A person who holds a position with a business
organization, who is authorized to act on behalf of the business organization, and who is
one of the following:

(A) for a business organization doing business that is regulated by or
registered with a securities commission, a person who is registered under the rules of the
National Association of Securities Dealers;

(B) for a state or federal bank, a savings bank, or a state or federal credit
union, a member of the loan committee for the bank or branch of the bank or a person
authorized by corporate resolution to act on behalf of and bind the banking institution; or

(C) for an investment pool, the person authorized by the elected official or
board with authority to administer the activities of the investment pool to sign the written
instrument on behalf of the investment pool.

(14) Secondary dealer - A dealer that specializes in various investment markets but is not
monitored by the Federal Reserve Bank of New York.

(15) U.S. Government Agency Securities - A category of investments that includes the
Government-Sponsored Enterprises (GSEs) of Fannie Mae, Freddie Mac, the Federal
Home Loan Bank (FHLB) and the Federal Farm Credit Bank (FFCB). Although these
four agencies do not carry a full-faith-and-credit guaranty, their debt ratings are the same
as U.S. Treasury obligations. Note that Ginnie Mae mortgage pools do carry an explicit
government guarantee.

II1. Investment Principles
The investment officer will invest the portfolio pursuant to the following principles in
order of priority and in conformance with all federal and state statutes, rules or

regulations:

(1) understanding the suitability of the investment to the financial requirements of the
agency;

(2) preservation and safety of the principal;
(3) maintaining liquidity in order to meet cash flow needs;

(4) being mindful of the marketability of each investment should the need arise to
liquidate the investment prior to maturity;

(5) diversitying the portfolio; and



(6) providing the highest investment return while adhering to the preceding five priorities

Iv. Prudence

(a) Prudent person standard. Investments shall be made with judgment and care, under
circumstances then prevailing, which a person of prudence, discretion, and intelligence
would exercise in the management of the person's own affairs, not for speculation, but for
investment, considering the probable safety of capital and the probable income to be
derived.

(b) Considerations. In determining whether the investment officer has exercised prudence
with respect to an investment decision, the following shall be considered:

(1) the investment of all agency funds, over which the investment officer had
responsibility rather than a consideration as to the prudence of a single investment;

(2) whether the investment decision was consistent with this policy and state
law; and

(3) whether deviations from expectation are reported in a timely fashion and
appropriate action is taken to control any adverse developments.

V. Objectives and Strategies
(a) Objectives. The portfolio shall be governed by the following investment objectives, in
order of priority:

(1) Preservation and safety of principal. The most important objective in
investment of funds is preservation and safety of principal by looking at the investments
of all funds in the portfolio rather than any single investment. In order to attain this
objective, the investment officer will diversify the portfolio so any potential loss on any
individual security does not exceed the income generated from the remainder of the
portfolio.

(2) Liquidity. Investments will be purchased so funds in the portfolio are
sufficiently available to meet all of the funding requirements of an agency as might be
reasonably expected.

(3) Yield/Return on Investments. The portfolio shall be designed with an
objective of attaining a rate of return that maintains compliance with federal tax
regulations and allows financial programs to continue a self-supporting status. The goal
will be met by taking into consideration the investment risk constraints and the cash-flow
characteristics of each fund.

(b) Strategy by Fund.



(1) Enterprise Fund - Investments in this fund will be used primarily to match
cash-flow needs for financial programs and for the payment of debt service on
obligations issued to fund financial programs. This objective will be accomplished by
purchasing authorized investments under Section XI (a) of this policy (relating to
Authorized and Suitable Investments) using a laddered investment strategy. Except for
the reserve components of the enterprise fund, which may be invested under Section XV
(b) of this policy (relating to Maximum Maturities) for up to seven years, the maturities
of each security in this fund will be 360 days or less, unless specific approval is received
from the board.

(2) Special Revenue Fund - Investments in this fund will be used primarily to
match cash flow needs for financial programs. This objective will be accomplished by
purchasing authorized investments under Section XI (a) of this policy (relating to
Authorized and Suitable Investments) in a laddered structure. The maturities of each
security in this fund will be 360 days or less, unless specific approval is received from the
board.

(3) Debt Service - Investments in this fund will be used primarily to match
cash flow needs for debt service payments on obligations issued to fund financial
programs. This objective may be accomplished by purchasing authorized investments
under Section XI (a) of this policy (relating to Authorized and Suitable Investments) in a
laddered structure, consistent with federal tax law provisions governing the obligations
issued to fund financial programs. Except for the reserve components of the debt service
fund, which may be invested under Section XV (b) of this policy (relating to Maximum
Maturities) for up to seven years, the maturities of each security in this fund will be 360
days or less, unless specific approval is received from the board.

VI Delegation of Authority

Pursuant to the authority of the Texas Water Code, the Texas Government Code, and
bond resolutions authorizing the issuance of obligations to fund financial programs, the
management responsibility for investing the portfolio is delegated to the Executive
Administrator, the Chief Financial Officer, and the Development Fund Manager, each
acting in the capacity of investment officer. The investment officer shall be responsible
for all transactions undertaken and shall have a system of written controls established
consistent with this policy. The internal auditor's biennial review of investment controls
shall be presented to the Board. All investment transactions shall be conducted pursuant
to this policy and such written controls. The investment officer shall be responsible for all
investment transactions and shall direct the activities of subordinate investment staff. The
Executive Administrator, the Chief Financial Officer, or the Development Fund Manager,
as authorized shall take action as appropriate or required under this policy after providing
notification to the other. If either the Executive Administrator, the Chief Financial
Officer, or the Development Fund Manager is not available, the other and/or their
designees shall take the required action and provide documentation of that action to the
other as soon as practicable thereafter. The Executive Administrator, the Chief Financial



Officer and the Development Fund Manager shall prepare and present the quarterly report
required under Article XX

VII. Training

Each member of the governing body of an agency, each investment officer and all
subordinate investment staff shall attend at least one training session relating to the
person's responsibilities within six months after taking office or assuming duties.
Thereafter, each investment officer and investment staff shall attend at least one training
session every two years totaling 10 hours every two years, beginning on the first day of
the fiscal year and consisting of the two consecutive fiscal years after that date. Each
investment officer and investment staff may receive training from any independent
source approved by the Board. The training will conform to the requirements of the
Texas Government Code, Chapter 2256, Public Funds Investment Act.

VIIIL. Ethics and Conflicts of Interest

(a) The members of the governing body of an agency, investment officer and investment
staff shall refrain from personal business activity that could conflict with proper
execution of the investment program, or which could impair their ability to make
impartial investment decisions. The members of the governing body of an agency,
investment officer or investment staff who have a personal business relationship with a
dealer offering to engage in an investment transaction with the agency shall file a
statement disclosing that personal business interest with the Executive Administrator, the
Chief Financial Officer, the Development Fund Manager, and the internal auditor. The
members of the governing body of an agency, investment officer or investment staff who
is related within the second degree by affinity or consanguinity to an individual seeking
to sell an investment to an agency shall file a statement disclosing that relationship. The
statement must be filed with the Texas Ethics Commission and the Board.

(b) A personal business relationship with a business organization exists if:

(1) the individual owns 10% or more of the voting stock or shares of the
business organization or owns $5,000 or more of the fair market value of the business
organization;

(2) funds received by the individual from the business organization exceed
10% of the individual’s gross income for the previous year; or

(3) the individual has acquired from the business organization during the
previous year investments with a book value of $2,500 or more for the personal account
of the individual.

IX. Authorized Dealers and Institutions

The investment officer will invest funds through the use of banks and broker/dealers who
are approved as authorized dealers unless assets are invested through an eligible pooled
fund of state agencies in the Texas State Treasury or the Texas Treasury Safekeeping
Trust Company as outlined in Authorized and Suitable Investments.



With respect to investments provided in connection with the issuance of bonds and
associated escrow accounts, these requirements will be deemed met if the investment
provider is acceptable to rating agencies, and/or any bond insurers/credit enhancers, and
if the investment meets the requirements of the applicable bond trust indenture or
resolution.

X. Selection of Authorized Dealers

(a) The Board will use as its authorized list of brokers/dealers and financial institutions,
any broker/dealer or financial institution that is authorized to do business with the State
Comptroller.

(b) A written copy of this policy shall be presented to any dealer offering to engage in an
investment activity with the agency. The qualified representative of the dealer seeking to
sell an authorized investment shall execute a written instrument substantially to the effect
that the dealer has received and reviewed this policy and acknowledged that the dealer
has implemented reasonable procedures and controls in an effort to preclude investment
transactions conducted between the agency and the dealer that are not authorized by the
board's or authority's investment policy, except to the extent that this authorization is
dependent on an analysis of the makeup of the agency’s entire portfolio or requires an
interpretation of subjective investment standards.

(c) Funds will be invested through a competitive bid or offer process unless the
investment officer determines that it is to the agency’s benefit to negotiate or process a
transaction with one authorized dealer. All authorized dealers will be rotated so each
authorized dealer is allowed an equal opportunity to do business with the agency. The
investment officer may reduce the amount of times an authorized dealer is rotated based
upon service, efficiency in the execution of trades, and competitiveness after notification
to such dealer. At least three authorized dealers will be telephoned simultaneously prior
to the purchase or sale of each investment, if three authorized dealers cannot be reached,
staff will verify the price of the security with the most recent issue of The Wall Street
Journal or a financial data base service that offers fair and marketable quotes representing
the then-current market. A good-faith effort will be made by the investment officer to
include HUB firm participation in at least 33% of the investment activity by including a
HUB and women and minority-owned firm as one of the minimum of three authorized
dealers from which competitive bids and offers are sought.

(d) The investment officer may terminate all investment activity with an authorized
dealer if any one of the following occurs. If such action is taken, the investment officer
shall notify the authorized dealer and maintain documentation of the reason and
notification for a year.

(1) the authorized dealer fails to deliver a security;

(2) the authorized dealer fails to provide efficient and professional service; or



(3) the authorized dealer is placed on credit watch by a rating firm.

(e) An agency will not buy or sell securities with a representative of its current financial
advisory firm(s).

XI. Authorized and Suitable Investments
(a) The investment officer is authorized to invest the portfolio in the following securities:

(1) obligations of the U.S. or U.S. government agencies;

(2) direct obligations of the State of Texas or its agencies and
instrumentalities;

(3) other obligations, the principal and interest of which are unconditionally
guaranteed or insured by or backed by the full faith and credit of Texas or the United
States or their respective agencies and instrumentalities or any obligation fully
guaranteed or insured by the Federal Deposit Insurance Corporation (FDIC);

(4) obligations of states, agencies, counties, cities, and other political
subdivisions of any state rated as to investment quality by a nationally recognized
investment rating firm not less than A or its equivalent;

(5) through pooled funds of state agencies in the Texas State Treasury or the
Texas Treasury Safekeeping Trust Company;

(6) commercial paper that does not exceed 270 days to maturity and has
received the highest short-term credit rating by Fitch, Moody's and Standard & Poor's and
all nationally recognized investment rating firms with ratings for such commercial paper,
except that funds managed by the board on behalf of the authority may not be invested in
commercial paper;

(7) any obligations authorized by a bond resolution of the agency if such
obligation is not listed in subsection (b) of this section and if prior approval of the Board
1s obtained; and

(8) repurchase agreements and reverse repurchase agreements as authorized
by Texas Government Code §2256.011.

(b) The investment officer is not authorized to invest the portfolio in the following
securities:

(1) obligations whose payment represents the coupon payments on the
outstanding principal balance of the underlying mortgage-backed security collateral and
pays no principal;



(2) obligations whose payment represents the principal stream of cash flow
from the underlying mortgage-backed security collateral and bears no interest;

(3) collateralized mortgage obligations that have a stated final maturity date of
greater than seven years;

(4) collateralized mortgage obligations the interest rate of which is determined
by an index that adjusts opposite to the changes in a market index; and

(5) securities not listed in subsection (a) of this section.

XII. Collateralization

The Board requires collateralization of funds that are left overnight at an agency’s
servicing bank if not insured by the Federal Deposit Insurance Corporation or when
repurchase agreements are purchased. In order to provide a level of security for all funds,
the agency shall require collateralization in an amount equal to at least 102% of market
value of principal and accrued interest of the security at the time the trade is executed.
Collateral shall be limited to obligations of the U.S. or U.S. government agencies. The
securities which are pledged as collateral must be held in the board's or authority's name
and deposited with the Texas State Treasury or the Texas State Treasury Safekeeping
Trust Company at the direction of the investment officer. Ownership of the securities will
be evidenced by an investment trust receipt which states the safekeeping receipt number
of the collateral.

XIII. Required Rating

An investment that requires a minimum rating under Section XI of this policy does not
qualify as an authorized investment during the period the investment does not meet or
exceed the minimum rating. The investment officer shall monitor investments subject to
ratings and take all prudent measures consistent with this policy to liquidate an
investment that does not meet or exceed the minimum rating.

XIV. Delivery, Safekeeping and Custody

The agency will only make payment for and accept delivery of securities on a delivery
versus payment basis. The delivery of the securities will be made to a third party which
may include the Texas State Treasury, Texas State Treasury Safekeeping Trust Company,
or a national or state bank.

XV. Diversification

Each portfolio will be diversified by both the type of security and financial institution.
The investment officer shall not invest more than 50% of the assets of any portfolio in
one single security type or with a single financial institution, except for direct obligations
of the United States or in the pooled funds of state agencies in the Texas State Treasury.

XVI. Maximum Maturities
(a) The agency shall attempt to match investments in order to meet all funding
requirements necessary to conduct business and to maintain adequate cashflows. Due to



the nature of the agency’s business, an agency’s investment portfolio, other than
investments associated with reserve funds, shall not contain investments which mature
longer than one-and-a-half years from the date of purchase, with the exception that
investments in repurchase agreements may extend up to two years in maturity.

(b) With the prior consent of the board, the reserve funds of an agency may be invested in
securities that have a maximum maturity of seven years. Such maturities will match as
closely as possible the potential use of the funds

XVII. Internal Controls

The internal auditor will review not less than every two years the agency's management
controls on investments and adherence to the agency's established investment policies.
The review will be based upon policies and procedures which are put in place by the
investment officer. Not later than January 1 of each even-numbered year the Board shall
report the results of the most recent review performed under this subsection to the state
auditor. The Board shall review this policy and strategies listed in this policy not less than
annually.

XVIII.  Performance Standards

As stated in Section V of this policy (relating to Objectives and Strategies) the primary
objectives of this policy are preservation and safety of principal and liquidity; however
the yield or the rate of return on the portfolio will be given special consideration, taking
into account the investment priorities stated in Section III of this policy. The investment
portfolio shall be designed to attain a rate of return that maintains compliance with
federal tax regulations, if market conditions allow, and allows financial programs to
continue a self-supporting status.

XIX. Market Yield and Benchmark

The agency will take a buy and hold strategy in most instances. Based upon this strategy,
the basis used to determine whether market yields are being achieved will be the six-
month U.S. Treasury Bill, subject to compliance with federal tax and arbitrage
regulations.

XX. Reporting

The investment officer will prepare and present to the Board not less than quarterly, a
report of investment transactions for all funds. The report, at a minimum, will contain all
the requirements specified in Texas Government Code, Chapter 2256, §2256.023 of the
Public Funds Investment Act. The report will include a summary for each fund which
shows the strategy for each fund and which shows book value, market value, maturity
date, yield, and purchase cost of each security. Market values will be obtained from a
nationally recognized financial information service. The report shall be presented not less
than quarterly to the governing body and the chief executive officer of the entity within a
reasonable time after the end of the period. The quarterly reports shall be formally
reviewed not less than annually by the internal auditor and the result of the review shall
be reported to the Board. The investment officer shall prepare a report on the Texas



Government Code, Chapter 2256, Subchapter A and deliver the report to the Board not
later than the 180th day after the last day of each regular session of the legislature.

APPROVED and ordered of record this the 19" day of January, 2016.

TEXAS WATER DEVELOPMENT
BOARD

Bech K. Bruun, Chairman
Chairman

ATTEST:

Kevin Patteson
Executive Administrator

10



	Brd10-Investment Policy
	THROUGH: Kevin Patteson, Executive Administrator
	Les Trobman, General Counsel
	FROM: Cindy Demers, Chief Financial Officer
	KEY ISSUES

	Investment Policy (2)

