T-2205.2
04/13/2005 14 17 FAX 505 816 1379 QST FIELD OPERATIONS foo2/030

1

WHAT ARE TH:. OST INVESTMENT AUTHORITIES?

Responsibility an:l authority for the investment of Indian trust funds rests with the Secretary of
the Interior by viinue of 25 U.S.C. 162a.; Public Law 103-412 (the American Indian Trust Fund
Management Ref:rm Act of 1994) creates the Office of Special Trustee for American Indians,
headed by a Special Trustee, who is to "ensure proper and cfficient discharge of the Secretary’s
trust responsibilitiss to Indian tribes and individual Indians,” Solicitors Memorandum —
Investment of Inc:an Trust Funds in Agency Securities is in Appendix A

I. WHAT ARE '|'HE INVESTMENT OBJECTIVES?

1. Quality: '(he investment portfolios will be comprised of securitics exhibiting AA (S &
P's rating) or better quality in conformity with the legal requirements cited in the
Memoran lum prepared by the Office of the Solicitor, dated May 24, 1989, which is
attached atd is incorporated as part of this policy, and also in terms of safety of principal,
minimization of market risk and overall risk diversification.

2. Liquidity: Within the guidelines of each tribal and special fund portfolio use and
distributic i1 plan, an adequate percentage of the portfolio should be maintained in liquid,
short-terrr investments that can be converted to cash, if necessary, in order to meet the
tribal disb rsement requirements. The Individual Indian Money (IIM) portfolio ahall
maintain ¢ $10 -15 million cash/U. S. Treasury "Overmnighter" position to provide for
routine an: unexpected withdrawals of funds. Furthermore, since all cash demands
cannot be ; nticipated, the portfolios shall consist largely of securities with active
secondary mnarkets. Thinly traded securities should be held to a maximum of 5% of the
market va 11e of a portfolio, and used only in larger, permanent principal accounts as
income enlancements for the portfolio.

3. Rate of R¢: um: Of major importance in all of the OST managed portfolios is an
acceptable rate of return over the long term without compromising the other stated
objectives »f quality and liquidity. The specific portfolios should be structured to achieve
at least a r1arket-average rate of return thronghout economic cycles, taking into account
the specifi: tribe's risk constraints and the cash flow requirements dictated by its use and’
distributior plans and/or budget forecasts. Whenever possible, and consistent with risk
limitation: as defined herein and prudent investment principles, investrnent officers shall
seek to au yment returns above the market average rate of return.

II. WHAT ARE /\CCEPTABLE PORTFOLIO INVESTMENTS AND PRACTICES?

1. Money Market Instruments: Money market instruments are short-term investments which
normally hav: a maturity of one year or less and are used for liquidity or a defensive
mechanism i1 a rising rate environment.

a) U.S.7'-easury "Overnighter”; Through the automated accounting/asset management
syster), all tribal, all special accounts, and the pooled individual Indian monies (IIM)
accou -t balances not invested in a specific security are "swept" and invested in the U. S.
Treasury "Ovemighter”. This investment yields approximately the quoted “Fed Funds"
rate, atd interest earned is accrued daily, compounded, and posted to the account once
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each t1onth, It is equivalent to the highest yielding money market funds available in the
priva:: sector and is a premier short-term value for the Indian accounts. There is no credit
or ligiddity risk in this investrent and no limit is imposed on amounts to be placed in each
portfulio. Yield considerations within the current rate environment, together with the
prescribed use and distribution plan and/or budget for the specific account involved should
dictai«: amounts allowed to remain in this highly liquid investment medium.

b) Disce: 1nt Securities (with maturities under 365 days): These instruments are short
term :ebt obligations issued by the U, S. Treasury, an agency of the government, or a
goveinment sponsored entity at less than face amouat.

i U S. Treasury Bills

ifi ~ Federal Farm Credit Banks Consolidated System
iii.  Federal Home Loan Banks
iv.  Federal Home Loan Mortgage Corporation

v.  Federal National Mortgage Association

c) Time Jdeposits: Any and all time deposits in domestic institutions must be limited to
amou! t8, including anticipated interest to be earned for the time of the deposit, fully
collat!ralized by the depository in amounts equal to or exceeding 110% of the
amour ¢t of the deposit. Collateral must be pledged in accordance with Treasury
Circular 176 and be held for safckeeping by a Federal Reserve Bank, with
safek:>ping receipts issued by them stating that the described collateral is pledged to
OST, Pledged securities are to be evaluated monthly by OST staff for proper
valua *on coverage and reported to the Chief, Division of Trust Funds Investruents
for re,iew and approval.

-T'1ne deposits will be placed only in federally or state chartered commercial
baiks or savings and loan associations, which participate in Federal Deposit
Intvirance Corporation. No funds will be placed with any credit union.

-Si:h time deposits shall not have a maturity exceeding 365 days.

2. U.S, Treasuty Securities: Investments in this category include Treasury bills, Treasury
notes, and Tr:asury bonds and may be purchased in any block size and maturity to 15 years
except with permission of the Committee. These securities may be purchased in the open
market or dir:stly from the U.S, Treasury in the non-marketable form.

3. Federal Agenty Securities: Acceptable Federal agency and Government Sponsored
Enterprise obl gations include:
a) Feder:| Farm Credit Banks Consolidatcd System (FFCB)
b) Federil Home Loan Banks (FHLB)
¢) Federil Home Loan Mortgage Corporation (FHLMC)
d) Federil National Mortgage Association (FNMA)
¢) Finan:ing Corporation (FICO)
f) Goveiiment National Mortgage Aszociation (GNMA)
g) Privat: Export Funding Corporation (PEFCO)
h) Small 3usiness Administration (SBA)
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i) Student Loan Marketing Association (SLMA)
j) Tenn:ssee Valley Authority (TVA)

--These ecurities may be purchased in any amount with maturities no longer than 15
years w 1hout Committee approval, but consideration should be given to total return
and the ::lative spread over Treasuries when investment decisions in these securities
are mad:.

4. Fedeml Age1,;y Mortgage-Backed Securities: Acceptable Federal agency mortgage-backed
securities include:

a) Fe: eral National Mortgage Association (FNMA)
b) Fe:eral Home Loan Mortgage Corporation (FHLMC)
¢) Gt:sernment National Mortgage Association (GNMA)

—~Secnrities in this category may not have stated maturities exceeding 30 years. At
the dete of purchase, the average expected life of the security shall not exceed 15
years. Prior to any purchase, as well as at least annually, the investment officer
will p:view the following information concerning mortgage-backed sccurities:

a) Historical performance of the security.

b) Cirrent, past and projected prepayment speeds.

c) U-derlying collateral description,

d) Piice and yield on purchase date, as well as market value for any given review
dsie,

¢) Comparison of the yicld and estimated cash flows of the mortgage-backed
sccuritics to the cost and maturity of the funding sources.

5. _Collateralize(l Mortgage Obligations: Collateralized Mortgage Obligations (CMO), which
satisfies the ciiteria established herein, can be considered acceptable investment securities
for Indian pofolios. However, no CMO is considered suitable uniess the investment officer
and the OST :1anagement fully understand the risks involved. The investment officer is
responsible firr ensuring that the Trustee of the CMO is qualified to structure and service the
CMO. Only :'!MOs, which arc underwritten by a Federal Agency that has already been
deemed acceyitable for direct purchase under this policy, are cligible for consideration by
OST.

--The stated 1- aturity of the CMO shall not exceed 30 years and the average

life at the dat: of purchase cannot exceed 10 years. The underlying collateral can only be
issues of Fed:ral agencies that would be acceptable for direct purchase under this policy
and/or guarar ieed by VA and FHA. ‘

--Suitable C1’ O categories for purchase are limited to:

a) Planne: Amortization Class (PAC)
b) Target .Amortization Class (TAC)
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c) Short rwverage Life Sequential Pay Tranches (Payer)

d) Short /wverage Life Companion Tranches (Support) with Limited Average Life
Variahity -

e) Floatiig-Rate Tranches (Floater)

6. "Holding" veisus “Trading”: OST intends to manage its Indian trust portfolios in a manner
that protects tae integrity of the primary function of the portfolio, which is to provide
maximum in:ome for the tribes while conforming to prescribed statute limitations and
prudent fidu«.ary investment principles.

--OST will purchase securities with the intent to hold each security until maturity, while
realizing 1liat sales can and may occur prior to maturity for some of the following
reasons:

a) When niccount review presents obvious opportunity for portfolio enhancement from
the rei- vestment of sales proceeds into comparable maturitics thereby improving
yield ¢

b) quality without adversely affecting overall quality, mix or maturity of the investment
portfo io.

¢) The n¢::d to improve or increase portfolio liquidity.

d) The n¢:d to invest the proceeds of a security maturing within one year because of an
interes|-rate scenario that would be detrimental to the performance of the portfolio if
held t¢ maturity before investing, i.e., a rapidly falling interest rate period.

€) A rediced credit rating of the issuing Agency renders the security to be of less than
accept ible quality to remain in the portfolio.

—The subttance of the portfolio activities will demonstrate the fundamental designation
of the inv¢ :tment securities as portfolio assets with the intent and ability to hold to
maturity. lnfrequent investment portfolio restructuring carried out in conjunction with

a prudent uverall risk-management plan that does not result in a pattern of gains being
taken and )sses deferred will generally be viewed as an acceptable practice within the
context of in investment portfolio,

7. In-house Traniactions. Upon occasion, trust accounts require the sale of a security before its
maturity to me:t unexpected cash needs. The sccurity to be sold may be purchased in
another accou1t managed by OST provided the following provisions are met:

a) The purct iising account(s) is (are) in need of a like maturity and the security fits the
investmer: strategy established for that (those) account(s).

b) The mark :tability and the price of the security to be sold can be readily determined and
supported »y at least one broker bid, a Bloomberg quote, and/or the current market value
indication from the sutomated trust system.

¢) The basis for the pricing of the transactions is reflected on both the buy and sell tickets
or an attac1ed worksheet maintained in the permanent records of the accounts.

d) The block size of the transaction must be in marketable block size.
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e) Prior appioval for such transactions will be made by the Senior Trust Funds Investment
Specialist with subsequent review being made by the Chief, Division of Trust Funds
Investmelts.

III. WHAT ARE UlIACCEPTABLE PORTFOLIO INVESTMENTS AND PRACTICES?

1.

7.

Any corpora «: stock (common or preferred) of any corporation, or any debt instruments
issued by an’ corporation with exception of Agency corporations approved in Section II of
this policy stitement.

Purchases of rommercial mutual funds are not acceptable at this time.

The followin; specific categories of CMO’s:
a) Retiduals,
b) Imtrest-Only (10) and Principal-Only (PO) Stripped Mortgage-Backed Securities.
¢) Z-iI'ranche and Jump Z Tranches.
d) In:rse-Floater and Super-Floater Tranches.
e) C)MOs with an average life over 10 years,

Any zero-cou :on (accrual) bond or other type of strip, including stripped mortgage-backed
securities witl: a term of more than 10 years,

Any form of 1 :dge, options, futures contracts or covered calls.

Any overtradi-g, adjusted trades or bond swapping, repositioning, security lending,
repurchase ag ‘>ements, dollar repurchases, short sales, extended settlements, when-issued
securities trad 1g or pair-off transactions in an attempt to speculate in the market,

Purchases of ¢ specific security for an account are unacceptable unless it is in marketable
block size.

IV. WHAT ARE THI. PROVISIONS FOR EXCEPTIONS

1. No :xceptions can be made without prior written approval of the committee.

2. Th: policy is intended to be flexible to deal with rapidly changing conditions;
therefcie, it can be amended by vote of the members of the Committee and the
Specia. Trustee.

APPENDIX:

A. SOL MEI''ORANDUM-INVESTMENT OF INDIAN TRUST FUNDS IN AGENCY
SECURITIIS, DATED MAY 24, 1989.
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