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Month in Cash: Easing
has to end sometime

Deborah A. Cunningham, CFA
Chief Investment Officer Global Money Markets, Federated

Despite somewhat weaker economic
releases in March and the early part
of April, first quarter 2013 Gross
Domestic Product (GDP) came in at
2.5%, a step up from fourth quarter
2012’s anemic 0.4% increase. While
GDP may have missed estimates,
which had been expecting 3.0%
growth, and there have been fits
and starts in this recovery, key
sectors such as employment and
housing seem to be on positive
paths, and the recovery as a whole is
on fairly firm footing. While nothing
immediate is expected, if these
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trends continue the improving
economic picture is likely to spark
some modification to the Federal
Reserve’s monthly purchases of $85
billion in longer-term Treasury and
agency mortgage-backed securities.
It’s too early to tell how the
modification might be configured,
and whether it would involve
cutting back on reinvestments of
payments, or even which sectors
might be targeted. It’s also unlikely
Continued on page 2
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any changes will come before
market has dwindled, and is not
the second half of 2013. Once
as attractive as it once was, but it’s
modifications to QE begin, however,
still an active marketplace, and is
the yield curve is expected to
expected to grow in the second half
steepen and purchases out in the
of 2013 as the economy continues
six- to 12-month range should begin
to improve.
to look more attractive. Certainly,
the Fed is not likely to move the
Overnight repurchase agreement
0% to 0.25% federal funds target
(repo) rates had hovered in the
rate until well into 2014, but the
upper end of the 0% to 0.25%
adjustments
target range, at
to QE will have
around 22-23
some effect on
basis points,
the yield curve.
throughout the
We believe the
second half of
Certainly,
the
Fed
is
sentiment that
2012. In the first
this low-rate
quarter of 2013,
not
likely
to
move
the
environment
however, repo
will go on into
rates dipped
0% to 0.25% federal
infinity seems
lower, in the
to be somewhat
14-16 basisfunds target rate until
overdone.
point range.
well into 2014, but the
As a result,
There was then
Federated’s
some further
adjustments to QE
money funds
softening
have been
toward the
will have some effect on
slightly shorter
end of April,
in weighted
down to 5-7
the yield curve.
average
basis points in
maturity, on a
few instances,
barbell basis,
before rates
than they had
bounced
been previously,
back up into
with some additional concentration
the mid-teens again. Repo rates
in floating-rate securities in order
are likely to stay in that mid-teen
to be in a more responsive position
range for the remainder of the
when the steepening of the yield
second quarter. As a result, we
curve does start to happen.
have positioned funds to have less
exposure to overnight repos than
While the asset-backed commercial
has historically been the case.
paper sector has not yet begun to
Congressional standoff
grow, it’s no longer shrinking, as it
continues
had been for the past few years, and
Dysfunctionality remains well
that’s a good thing. The underlying
in force in Washington, and the
receivables have been doing very
battling factions are heading toward
well, with auto loans and credit
another showdown on May 19,
cards performing with minimal
when the Congressional suspension
loss. We’ve seen more issuers and
of the nation’s borrowing limit is
a higher volume. The spread in the
due to run out. With little more
asset-backed commercial paper
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than two weeks to go before the
deadline, there is little, if any, talk of
a compromise solution, and more
troubling, little concern on Capitol
Hill that we’re this close without any
substantive discussion taking place.
The sequester cuts first enacted on
March 1 continue on course without
a fix in sight. We’ve seen some
public pressure come to bear on
Congress from airport delays related
to cutbacks in air traffic controllers,
but little else has made headlines,
despite the negative effects federal
spending cutbacks seem to be
having on the recovery. From a
money market standpoint, in terms
of short-term rates and supply, there
has not been much impact—yet.

GIOA
Board
Changes
We want to give a special thank
you to Ferdie Pascual for his
service on the GIOA board. He
will be missed!
As the newest additions, we
would like to welcome T. Spencer
Wright from the state of New
Mexico and Pamela Jurgensen
from the state of Nevada.
We look forward to working with
them and appreciate their desire
to join the board!
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Money Markets: Tail Risks
Resurface in Eurozone
Michael Morin, CFA, Director of Institutional
Portfolio Management, Fidelity Investments

Kerry Pope, CFA, Institutional Portfolio Manager,
Fidelity Investments
Jacob Weinstein, CFA, Investment Director,
Fidelity Investments
During the past several years, the
troika (European Central Bank,
International Monetary Fund,
and European Commission) has
authorized bailout packages for
Greece, Ireland, Portugal, and Spain
without impacting depositors.
The troika’s support helped form
a period of stability, significantly
lowered tail risks, and reduced the
probability of adverse outcomes.
European Central Bank (ECB)
president Mario Draghi’s “whatever it
takes to preserve the euro” speech in
July 2012 contributed to a sanguine
environment that facilitated
improved market conditions.1
The recent implementation of the
European Stability Mechanism
and discussion of the Outright
Monetary Transactions program,
which were designed to provide a
safety net for deteriorating banking

systems and countries experiencing
widening sovereign credit spreads,
has comforted short-end market
participants. Since June 2012,
money market fund managers have
almost doubled their exposures to
the largest banks located in core
eurozone countries of Germany,
Netherlands, and France.2
However, despite the progress
in reducing financial contagion
concerns, the region has
experienced five consecutive
quarters of negative GDP growth
exacerbated by significant
austerity measures enforced on the
eurozone’s peripheral economies.3
Its weakened economic state leaves
the region susceptible to damaging
tail risks that arise quickly and
Continued on page 4
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Despite developments in Cyprus and Italy, LIBOR
(London Interbank Offered Rate) fell month over month
as central banks around the world continued to flood
the market with liquidity (see Exhibit 1). LIBOR’s stability

key takeaways
• Prior to events in Cyprus and the Italian
elections, the eurozone experienced a
period of stability, significantly lower
tail risks, and a reduced probability of
adverse outcomes.
• These events reminded the market of
the possibility that damaging tail risks
could arise quickly and weigh on the
eurozone’s positive momentum.
• The uncertainty created by the resolution
to the Cyprus banking crisis, in addition
to the potential for subsequent volatility,
has reinforced Fidelity’s conservative
investment strategy regarding eurozone
bank exposures.
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reflected the ability of systemically important banks to
access sufficient capital and liquidity to withstand the
aftershocks stemming from the failure of the relatively
small Cypriot banking system.
EXHIBIT 1: Continued accommodative central bank
policies globally contributed to LIBOR stability.
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restrain positive economic momentum. Two examples of
tail risks occurred in March—the uncertain outcome of
Italian elections and the resolution of the Cyprus bailout.
While neither of these idiosyncratic events will likely
cause financial contagion, the concept that depositors
will bear the brunt of a failed banking system gave
investors pause. The real concern is not that the Cypriot
banks failed, but rather that other regimes would look
for depositors to pay for their failed banking systems.
Less than eight months following Draghi’s “whatever it
takes” speech, the ECB threatened to end emergency
liquidity assistance to Cypriot banks. Cyprus and the
troika ultimately reached a last minute deal that spared
depositors holding less than €100,000, while imposing
a significant haircut (40%-80%) on large depositors.
This result marks a substantial change in the ECB’s
rescue approach, as both investors and depositors may
participate in the cost of failed institutions. Furthermore,
deposits in weaker countries may be subject to capital
controls that would prevent deposits from being
transferred out of the country and lead to greater
capital flight during future crises. These events serve
as a reminder that the fundamental problems in the
eurozone have not been resolved.

Source: Bloomberg as of Mar. 31, 2013.

U.S. fiscal policy update: sequestration,
continuing resolution, debt ceiling
While uncertainty increased in Europe, market
participants were also heavily focused on the potential
volatility arising from U.S. government affairs. The muchanticipated sequester officially kicked in and, as seemed
to be the case with the fiscal cliff, had a smaller initial
impact than the market expected. In the medium term,
sequestration is expected to be a 1.5% drag on GDP
in 2013,4 but market participants understand that less
government spending is probably beneficial to long-run
economic growth.
Although the government continues to operate without
a budget, it avoided a March 27 shutdown as both
the Senate and House of Representatives passed a
continuing resolution to fund the federal government
through September 30. The next date that could
potentially cause market volatility is May 18, when the
Treasury once again approaches the debt-ceiling limit.
However, if Congress does not increase or extend the
debt limit, the Treasury will likely use certain accounting
measures through late August or early September in
order to meet its obligations.
Continued on page 5
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Impact on money market investment strategy
While Cyprus is an extremely small economy and its debt
is not held by any money market mutual fund investors,
the events in the country reinforced the importance
of sovereign credit research when making investment
decisions. During the past several months, Fidelity’s
sovereign analysts have been focusing on the Cyprus
banking system and Italian elections, projecting likely
scenarios and worst-case outcomes in the eurozone as
a whole. Our analysts determined that Cypriot banks
would eventually require a bailout or some form of
restructuring stemming from their exposure to Greek
private debt, which was more than 100% of the country’s
total GDP.
The depositor write-down in Cyprus could cause concern
in other weak eurozone countries, including deposit
flight similar to that which Greece and Spain experienced
during the apex of the European debt crisis. Considering
the uncertainty of the Cyprus crisis resolution and the
potential for subsequent volatility stemming from
Cyprus, Slovenia, Greece, or other weak peripheral
economies, we continue to implement a conservative
approach to managing Fidelity’s money market funds.
The funds’ eurozone bank exposures are limited to shortdated maturities in the highest quality banks located
in the region’s core economies. As of month end, the
eurozone bank exposure in Fidelity’s largest nonrated
institutional general purpose fund had a weighted
average maturity of less than three days, while our
largest rated institutional prime fund had no unsecured
exposure to eurozone banks. Although we don’t think
the current situation in Europe is likely to deteriorate
to a point where U.S. money markets are significantly
impacted, we believe that this conservative approach
is prudent—considering that these types of events can
develop quickly and unexpectedly. Fidelity’s investment
team remains extremely comfortable with positions in
the funds given the volatile environment.

The information presented reflects the opinions of the authors,
and does not necessarily represent the views of Fidelity
Investments or its affiliates. These opinions are subject to change
at any time based on market or other conditions.
These materials are provided for informational purposes only
and should not be used or construed as a recommendation of
any security, sector, or investment strategy. Please consult your
tax or financial advisor for additional information concerning
your specific situation.
It is not possible to invest directly in an index. All indices are
unmanaged.

Endnotes
European Central Bank website: http://www.ecb.europa.eu/
press/key/ date/2012/html/sp120726.en.html
2
Fitch Ratings as of Mar. 31, 2013.
3
Eurostat as of Dec. 31, 2012.
4
Congressional Budget Office.
1

Third-party marks are the property of their respective owners; all
other marks are the property of FMR LLC.
For investment professional or institutional investor use only. Not
for distribution to the public in any form.
Fidelity Capital Markets is a division of National Financial Services
LLC, Member NYSE, SIPC. Fidelity Family Office Services is a
division of Fidelity Brokerage Services LLC. Clearing, custody, or
other brokerage services may be provided by National Financial
Services LLC or Fidelity Brokerage Services LLC, both Members
NYSE, SIPC.
Products and services provided through Fidelity Financial
Advisor Solutions (FFAS) to investment professionals, plan
sponsors, and institutional investors by Fidelity Investments
Institutional Services Company, Inc., 500 Salem Street, Smithfield,
RI 02917.

Before investing, consider the funds’ investment objectives, risks,
charges, and expenses. Contact Fidelity for a pro- spectus or, if
available, a summary prospectus containing this information.
Read it carefully.
An investment in a money market fund is not insured or guaranteed by the Federal Deposit Insurance Corporation or any
other government agency. Although the fund seeks to preserve
the value of your investment at $1.00 per share, it is possible to
lose money by investing in the fund. Interest rate increases can
cause the price of a money market security to decrease.
Past performance is no guarantee of future results. Current and
future portfolio holdings are subject to risk.
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Quantifying Washington Partisanship
By Ira Jersey, US Interest Rate Strategy, Credit Suisse (USA) Securities, LLC
Washington has impacted markets in the past several
for each member, but data for more recent Congresses
years more than it has in at least a generation. The 2011
include well over 1,000 votes for members of the House
debt ceiling crisis is unlikely to be replicated to full
of Representatives and about 400 votes for senators to
effect, but history sometimes repeats itself. Given that
tabulate their partisanship.1 Scores range from -1 being
perfectly liberal and +1 being perfectly conservative.
the May 19th debt ceiling will once again be in effect,
the countdown to potential
market angst over the federal
Exhibit 1: Partisan divide moved significantly since the Contract with America
debt could begin in the third
Common Space DW-Nominate Average Scores for all members of each party in a Congress, Independents calculated with
caucus with whom they sit
quarter. We expect a debt
ceiling deal to be part of a
0.60
-0.20
Average GOP
Average Dem (rhs)
2014 budget deal – which we
0.50
are optimistic can be done,
although at the moment it
0.40
-0.30
does seem unlikely.
0.30

It has become more difficult
0.20
to find compromise as the
moderates in each party
0.10
appear to be marginalized.
Some suggest that those
0.00
standing in the middle
1945
1955
Source: Credit Suisse, Voteview
tend to get run over;
however, on Capitol Hill, it
is those moderates willing to stand with those of the
other political party who have been crucial in forging
compromises.
Using academic data studying actual votes by members
of Congress, we can show historically how “liberalconservative” divides have developed over time in
Congress. The data set goes back to the very first
Congress using only a limited number of observations
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The partisan divide began in the mid-1990s with the
Republican “Contract with America,” championed by
then House Minority Leader Newt Gingrich. The voting
data shows that for much of the postwar period until
the early 1990s, the average Republican in the House
and Senate remained relatively moderate without any
large changes in biases. Congressional Democrats during
Continued on page 7

Page 6

Percent of Senate

that same period became consistently more liberal after starting the period
fairly moderate. Since the 1994 election, not only has “conservatism” jumped
among the GOP members of Congress, but Democrats during the early
period became noticeably
more liberal (Exhibit 1).
Exhibit 2: Over the past 20 years, Senate Republicans have become more
conservative, while Senate Democrats have remained steady
The change in this
Common Space DW-Nominate Average Scores for all members of each party in a Congress, Independents calculated with
caucus with whom they sit
distribution, however, has
102nd Dems
102nd GOP
24.0%
not been symmetrical for
112th Dems
112th GOP
both houses of Congress
– the House has become
19.0%
more partisan than the
Senate. Comparing the
14.0%
distribution of “liberalconservative” scores from
9.0%
the 102nd Congress (19911993) to 112th Congress
(2011-2013), we note that
4.0%
Senate Democrats have not
become much more liberal,
-1.0%
while their Republican
-1
-0.8
-0.6
-0.4
-0.2
0
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1
colleagues have become
Liberal
Conservative
conspicuously more
Source: Credit Suisse, Voteview
conservative (Exhibit 2).

Percent of House of Representatives

Republican House
Exhibit 3: Both parties have become more partisan in the House of
members have become
Representatives, but the GOP move is more noticeable
unsurprisingly more
Common Space DW-Nominate Average Scores for all members of each party in a Congress, Independents calculated with
caucus with whom they sit
conservative, but House
Democrats have also
15.0%
102nd Dems
102nd GOP
become meaningfully
112th Dems
112th GOP
13.0%
more liberal. Twenty years
ago, House Republicans
11.0%
and Democrats were
9.0%
generally centrists.
However, since then,
7.0%
Republican conservatism
5.0%
has increased, with the
median of their common
3.0%
space score increasing 13
1.0%
points (from 0.353 to 0.485).
House Democrats have
-1.0%
-1
-0.8
-0.6
-0.4
-0.2
0
0.2
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1
also participated in the
Liberal
Conservative
increasing partisanship, with
the median member score
Source: Credit Suisse, Voteview
decreasing by 6 points (from
-0.369 to -0.429). In both the
Senate and the House, the tail of the Republican distribution is much fatter,
showing that there are more ultra-conservatives than there are ultra-liberals
Continued on page 8
(Exhibit 3).
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These ideological changes have meant compromise deals have (and
we believe will continue to be) easier to reach in the Senate. When we
compare the two houses on this political spectrum, we can see that the
ideological divide is distinctly narrower in the Senate than in the House of
Representatives. Furthermore, the distribution of Republican lawmakers’
beliefs is more diffuse in the House than the Senate. The distribution of
Republicans in both houses
have right-leaning tails,
Exhibit 4: Senators are generally more centrist in both houses, but the GOP has
where there are several
relatively more conservative-leaning tails
very extreme members well
Common Space DW-Nominate Average Scores for all members of each party in a Congress, Independents calculated with
outside the majority of the
caucus with whom they sit
party (Exhibit 4).
House Democrats

House Republicans
Senate Democrats
Senate Republicans

Percent of House

There have been periods
19.0%
when major legislation
has passed with a similarly
configured Congress.
14.0%
Although at the moment, it
seems that the Republican
House of Representatives
9.0%
rarely finds common
ground with a Democratic
Senate and White House,
4.0%
the January 1st fiscal cliff
vote in which moderate
Republicans joined
-1.0%
Democrats in the House
-1
-0.8
-0.6
-0.4
-0.2
should lay a framework for
Liberal
future deals. This is similar
to the 1980s, when the
Source: Credit Suisse, Voteview
positions were reversed and
President Reagan relied on
moderate Democrats (often referred to as Reagan Democrats or “Dixiecrats”
given that many were from the South) to pass legislation as the Republicans
held a minority in the House of Representatives. The major tax reform
legislation of 1986 and Graham-Rudman-Hollings were passed in spite of a
split-party government. However, it is probably true that Congress has rarely
been more divided.

0

0.2

0.4

0.6

0.8

1

Conservative

Copyright 2013 Credit Suisse AG or one of its affiliates. All rights reserved. Used by
permission.
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Of course Kentucky isn’t the only state that’s patching
over its retirement health payment holes with Silly Putty
(although it is the only one Kim knows of that is paying
off those bills today by issuing more debt for tomorrow).
Most states and municipalities today are grappling
with the growing cost of retiree health care, a problem
highlighted now on balance sheets thanks to relatively
new accounting rules that require governments to report
their OPEB unfunded liabilities.

Retiree Health-Care
Benefits: The Next
Shoe to Drop?
Liz Farmer, GOVERNING

This month, Kentucky joined scores of states and
municipalities in passing legislation that aims to tackle
the state’s woeful funding of its pension plans for retired
workers. But lurking in the background of that $33 billion
unfunded liability is another multibillion dollar problem
waiting to happen: how to pay for the rising cost of
retiree health care.
Kentucky is taking a rather unusual approach and opting
to issue bonds in order to cover its annual costs for
“other post-employment benefits” (OPEB), which include
benefits like health care and life insurance for retired
workers. In fiscal 2012, the state’s five main retirement
health insurance plans combined for a total unfunded
liability of more than $6 billion, while the state’s OPEB
cost that year was nearly $850 million, according to an
analysis of its Comprehensive Annual Financial Report.
The tactic of borrowing money to pay for those costs has
not won the state favor with ratings analysts.
“It’s something we view negatively any time a state does
that,” says Eric Kim, Fitch Ratings’ director of U.S. Public
Finance. “It’s not a sustainable path -- you can’t continue
borrowing to pay for current expenses. When that’s
happening, that would be a credit risk.”

As of the end of fiscal 2012, many states’ OPEB unfunded
liabilities are in the billions: California’s is more than
$80 billion between its state, trial court and university
system retirees; New Jersey reports a roughly $49 billion
total unfunded liability for its retiree health benefits and
Illinois’ State Employees Group Insurance plan reports
more than $33 billion in unfunded liabilities.
These billion-dollar figures have failed to grab headlines
in the same way that pension liabilities have. One reason
is that the liabilities tend to be smaller by comparison –
California’s unfunded pension liabilities for its two largest
funds (state employees and teachers) combine for more
than $150 billion. Another reason is that, unlike pensions,
retiree health and other benefits are largely viewed by
most governments as malleable.
“For the most part it’s easier to change the benefits or
eliminate benefits,” says Joshua Franzel, vice president of
research for the Center for State and Local Government
Excellence. (Franzel notes that California is one of the few
exceptions where it is harder to change retiree benefits.)
“Governments can tweak around the edges or cut out a
lot of the subsidies they provide. [So] when these costs
continue up, states are shifting more costs over to the
retiree.”
Unlike pensions, governments are not actually required
to set aside money for a trust fund from which to pay
OPEB costs each year. Most states and localities operate
on a pay-as-you-go basis, paying out whatever is needed
each year.
Still, the rising cost of health care will force more states
and localities to address their costs and unfunded
liabilities in the coming years. Jim Link, managing
director and chief marketing officer of the PFM Group,
notes that the cost increases are largely coming from
Continued on page 10
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price inflation in health care that is rising faster than the
consumer price index rate of inflation and retirees living
longer and, thus, reaping more benefits. However, the
accounting standards enacted for most governments in
2007 that required reporting unfunded OPEB liabilities is
making that debt harder to dismiss.
“Medical insurance wasn’t really viewed in quite the
same way as a pension,” Link says. “Pensions for a long
time were something where you needed to set aside
money for a long term benefit. OPEB, … it wasn’t
required for a record to kept from an accounting and
reporting standpoint and, as a result, I think some of the
benefits are very large. It was out of the line of sight, if
you will.”
Localities on the whole have addressed OPEB gaps more
readily than states. In addition to passing on more of the
heath-care costs to retirees, localities are lengthening
their vesting period and requiring employees to work
longer before they qualify for retirement health-care
benefits. Link said he worked last year with Roanoke,
Va., to help develop a health savings plans for the city’s
retirees, to be implemented this year.

School is in session!
We are pleased to report that GIOA colleagues, including
GIOA Board Member Sheila Harding, have just begun their
own private session in Bond School. The plan is in place to
have at least another 20 CFIP© certificate holders by next
year’s 10th Anniversary conference. I’d say that calls for a
party. Stay tuned!
Don’t forget that GIOA members can always enroll at the
discounted rate of $1,275 (usually $1,650) by enrolling
online at www.fixedincomeacademy.com and using
coupon code gioacfip. However, if you prefer to join the
class in session, we do have a few seats left. Simply send
Maurine or FIA an email to arrange payment and obtain
the registration link.
Click here for details about the special session and
for more information about bond school, visit www.
fixedincomeacademy.com. If you have any questions
contact an FIA representative at 800-243-5097 or
bondschool@fixedincomeacademy.com.

But states are starting to follow suit. In January, a
Massachusetts special commission appointed to study
post-employment benefits estimated the unfunded
OPEB liability for Massachusetts’ state and local
governments at approximately $46 billion -- a liability
larger than the commonwealth’s unfunded pension
liabilities. The report recommended phased-in changes
including extending the vesting period for benefits by 10
years, cutting benefits for spouses and transferring more
heath care costs to employees.
But implementing changes will likely be a point-by-point
battle as states will have to walk the line between cutting
benefits for retirees on a limited income and stashing
away much-needed income now for a payment far in the
future. And it’s a battle that many believe is still years in
the making.
“If I’ve got to decide if I want an extra police officer or do
I want to make sure in 10, 15 or 20 years that retirees are
going to have sufficient medical care,” says Link, “what
am I going to pick?”

GIOA Update — Spring 2013

Page 10

Thank you to the following sponsors for making
our 9th annual conference such a huge success.
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