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Your Joint Legislative Audit Committee respectfully submits the
Auditor General's report entitled, Audit of the Results of

Security Loan Agreements Entered Into by State Agencies Under

Chapter 1214, Statutes of 1975 for the Three Years Ended

September 30, 1978. Although both the State Treasurer and the

Public Employees' Retirement System  have legislative
authorization, to date, only the State Treasurer has initiated a
security loan program.

For the year ended June 30, 1978, the State Treasurer reported
net additional interest income from security loans of $174,424.
This figure exceeds the amount the Auditor General estimated in
a 1975 report. The State Treasurer has not incurred losses in
the reacquisition of securities or unforeseen costs as a result
of the security loan program.

The auditors are Richard I. LaRock, CPA, Supervising Auditor;
Mildred M. Kiesel, CPA; Ross A. Luna and Peter A. Wolfe.
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SUMMARY

Chapter 1214, Statutes of 1975 authorized the State
Treasurer and the Board of Administration of the Public Employees
Retirement System (PERS) to implement a security loan program.
Although delays were encountered in implementing the program, the
State Treasurer plans to report net additional interest income of
$17h,424 for the year ended June 30, 1978. This figure exceeds

the amount we estimated in a 1975 report.

We have obtained reasonable assurance to conclude that

the State Treasurer:

- Has received from the borrowers all income which
the Pooled Money Investment Account (PMIA) would
otherwise have been entitled to, plus, all
additional interest due the State as remuneration

for lending PMIA securities

- Has fairly stated net additional interest income

from PMIA security loans

- Has incurred no losses in reacquiring loaned

PMIA securities



- Plans to publicize the net additional interest
income from PMIA security loans beginning with

results for the year ended June 30, 1978.

In the case of one security loan, however, for four consecutive days,
the State Treasurer was approximately $230,000 short of the amount
of collateral necessary to enable the PMIA to reacquire securities

in the open market had the borrower been unable to return the loaned
securities. We have made recommendations to the State Treasurer to

improve controls, records and reports used to monitor the program.

Contrary to the recommendation of PERS staff, the Investment
Committee of the PERS Board of Administration, on February 16, 1977
and again on January 16, 1979, decided not to embark on a securities
lending program. In response to detailed PERS staff proposals, the
Investment Committee responded only that ''the returns appear small
versus the risk incurred.'" Since it would be required that PERS would
hold cash collateral equal to or greater than the market value of
loaned securities, we cannot foresee any risks provided the program

is properly administered.



INTRODUCTION

In response to Chapter 1214, Statutes of 1975, we have
audited the results of security loan transactions authorized by
this legislation to the extent we considered reasonable.* This
review was conducted under authority vested in the Auditor General

by Section 10527 of the Government Code.

In a securities lending program, the borrower of
securities (generally a broker-dealer or bank) generally provides
the lender collateral either in the form of government securities
or cash. The borrower generally needs specific securities to meet
delivery requirements or to cover short sales. The value of the
collateral is required to be maintained in an amount equal to or in
excess of the market value of the securities being loaned. As
consideration, the lender may receive additional interest income in
excess of what would otherwise have been received had securities
not been loaned, either in the form of negotiated interest payments

or from short-term investments if cash is provided as collateral.

*Security loans are defined in Chapter 1214, Statutes of 1975, which
is presented as Appendix A of this report, pages A-1 through A-3.



In March 1975 the Auditor General issued report No. 257

Evaluation of General Proposals to Allow State and Local Investment

Authorities* in California to Increase Interest Income by Temporarily

Lending Investment Securities through ''Security Loans' and ''Reverse

Repurchase Agreements.''** This report contained an evaluation of

the risks and an estimate of net additional interest income which
could be earned if legislation were enacted to authorize these

transactions.

“Chapter 1214, Statutes of 1975 authorized only the State Treasurer
and the Board of Administration of the Public Employees' Retirement
System to loan securities.

*%Chapter 378, Statutes of 1976 allows the State Treasurer to enter

into '"reverse repurchase agreements,' defined in Chapter 378, Statutes

of 1976 which is presented as Appendix B of this report. The

Auditor General has not been directed to audit the results of reverse

repurchase agreements.



Scope of Review

We audited results of the State Treasurer's security
loan agreements for the three years ended September 30, 1978. The

purpose of our examination was primarily to determine:

- Whether the State Treasurer received from the
borrowers all income which the Pooled Money
Investment Account (PMIA) would otherwise
have been entitled to had securities not been
loaned, plus all additional interest due the

State as remuneration for lending securitiesx*

- Whether the State Treasurer has accurately
publicized the net additional interest income

from PMIA security loans

- Whether the State Treasurer has received and
maintained sufficient collateral to enable
the State to reacquire PMIA securities in the
open market had a borrower been unable to

return the loaned securities

- Whether the State Treasurer has incurred losses

in reacquiring loaned securities.

*Chapter 1214, Statutes of 1975 has been interpreted to restrict
security loans of the State Treasurer to securities of the
Pooled Money Investment Account.



We included such tests of the accounting records and other auditing
procedures as we considered necessary in the circumstances. These
procedures were designed to provide reasonable but not absolute

assurance.

We also inquired about the decision of the Investment
Committee of the PERS Board of Administration not to embark on

a securities lending program.



$178,125 to $285,000. Government Code Section 760(a) requires the
Treasurer to monitor the market value of the loaned securities daily
and specifies that in no event shall the amount of the collateral

be less than the market value of the loaned securities.

We also made recommendations to the State Treasurer's
Office to improve its controls, records and reports used to monitor
the program. Recommendations to the State Treasurer's Office

are presented as Appendix C.

_1']_



PERS BOARD OF ADMINISTRATION HAS DECIDED
AGAINST A SECURITIES LENDING PROGRAM

Contrary to the recommendation of PERS staff, the
Investment Committee of the PERS Board of Administration on
February 16, 1977 and again on January 16, 1979, decided not to
embark on a securities lending program. The Committee stated
that ''the returns appear small versus the risk incurred."

PERS staff recommendations to establish a securities lending

program are presented in Appendix D.

The detailed PERS staff recommendation provided, among
other things, that securities in a lending portfolio would be
housed in a bank vault in New York. The bank selected to be the
custodian (or security loan agent) would require the borrower to
provide and maintain cash collateral equal to or greater than
the market value of loaned securities. The State Treasurer would
request interested banks to bid on the annual rate they would
charge PERS based on the dollar volume of securities lending,
for example, one, two or three percent per year, etc. PERS would

invest the cash collateral in short term investments.

The Treasurer of the Regents of the University of
California has, since 1967, maintained a security lending program
which has produced a satisfactory level of earnings. In the annual
report for the year ended June 30, 1976, the Treasurer of the
Regents of the University of California described the securities

lending program as ''essentially riskless."

_12_



Since it would be required that PERS would hold cash
col lateral equal to or greater than the market value of loaned
securities, we cannot foresee any risks, provided the program

is properly administered.

Respectfully submitted,

\%Mm@a/

THOMAS W. HAYES
Acting Auditor Genera]

Date: February 28, 1979

Staff: Richard LaRock, Supervising Auditor
Mildred Kiesel
Ross Luna
Peter Wolfe

_13_



JESSE M. UNRUH
TREASURER

P. 0. BOX i1919
SACRAMENTO 958089
(916) 445-5316

STATE OF CALIFORNIA
OFFICE OF THE

Treasnrer

February 27, 1979

Members of the

Joint Legislative Audit Committee
925 L Street, Suite 750
Sacramento, California 95814

We appreciate your audit of Security Loan Agreements made
by the Treasurer's Office.

It was through a recommendation of the Auditor General's
Office that we were able to secure legislation to enter into
these agreements and, as you know, we have earned over $450,000
additional income as a result.

We are also appreciative of your recommendations and those

that are not already a part of our procedures will be seriously
considered. A new employee has been added to the investment
staff and one of his duties will be to monitor the collateral
so that market fluctuation will not find us short of collateral.

Cordially,

Kl-eta )’f) : !’fmwzw(

(‘ Jesse M. Unruh
" State Treasurer

sn

_11_}_
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State of California

Memorandum

To

From

Subject:

: Mr. Thomas W. Hayes, Acting Auditor General Date : February 27, 1979

Office of the Auditor General
925 L Street, Suite 750
Sacramento, CA File No.:

Attn: Richard LaRock

: Mr. Carl J. Blechinger, Executive Offi
Public Employees' Retirement SYStemC:EEE?

You have delivered to us, on February 23, 1979, a draft report on the
audit of results of security loan programs. You ask for comments by
February 27, 1979, as the report must be complete by March 1, 1979. This
timing precludes review of the draft by the PERS Board of Administration
and its Investment Committee. However, in order to be cooperative to the
maximum extent possible under these circumstances, we offer the comments
below.

We understand your charge was to ''audit the results of all security loan
agreements entered into by state agencies'' under Chapter 1214, Statutes of
1975. We were unaware that the audit was to go beyond the charge to include
agencies which did not enter the program. You comment further that PERS
decided against a program and that you cannot foresee any risks provided the
program is properly administered.

Some parties have described the program as ''essentially riskless''.
We note that there have been losses suffered by organizations of some esteem,
such as Harvard, Cornell, Yale and Carnegie-Mellon, in their programs. This
should be noted in your report. The cash collateral is not always sufficient
to cover a broken loan agreement when market prices are rising repidly and a
squeeze is placed on availability of a certain stock or stocks. There is also
a potential legal problem in terms of perfectability and fungibility of col-
lateral which must be guarded against. It can be seen there are some risks,
although we agree the program might be described as of moderate risk or Tow
risk.

The Board was also concerned about the financial stability of the only
bank that we were aware was conducting an agency program at that time. While
not wishing to demean that bank's financial integrity, it was rumored to be
on the Comptroller of the Currency's list of troubled banks, which we were not
able to either verify or reject.

_15_



Mr. Thomas W. Hayes, Acting Auditor General February 27, 1979

We also note that there are added costs involved and considerable staff
control necessary even in an agency program. For example, one must audit
the agent's statement to see if they diligently mark-to-market and adjust
collateral whenever appropriate. Also, a senior investment officer must
determine the list of eligible borrowers, analyze financial statements of
same and maintain an eligibility list. Finally, there is much telephonic
communication with the agent on loans in process and cash to be transferred.
Each return of cash will also cause an additional document for drawing of a
warrant. Our staff situation at this time would require an expansion to assimi-
late even an agency oriented loan program. The audit recommendation should
include a further recommendation for adequate staffing. We had hoped that
information would evolve out of your report denoting how much staff time was
necessary at the State Treasurer or University of California Regents to admini-
ster a well-controlled program.

In the past few days, a large, financially strong California bank has
notified us they are now conducting a program. Securities are domiciled in
California until the loan is made. Our staff is now investigating this pros-
pect and will bring it to the attention of the PERS Investment Committee for
consideration.

CARL J. UTIVE OFFICER

CJB:MP :mw
cc: Members, Board of Administration
Mel Petersen

_]6_



APPENDIX A

CHAPTER 1214, STATUTES OF 1975

Assembly Bill No. 2283

CHAPTER 1214

An act to add Sections 16481 and 20208.5 to, and to add Division 8
(commencing with Section 7600) to Title 1 of, the Government
Code, relating to the investment of securities owned by state agen-
cies, and declaring the urgency thereof, to take effect immediately.

[Approved by Governor September 30, 1975. Filed with
Secretary of State September 30, 1975.]

LEGISLATIVE COUNSEL’S DIGEST

AB 2283, Beverly. State agencies: security loan agreements.

The existing law contains no express provision authorizing state
agencies to enter into security loan agreements with respect to
securities which they are authorized by law to invest in.

This bill would authorize specified state agencies to enter into
security loan agreements with respect to securities invested in pursu-
ant to provisions relating to the Public Employees’ Retirement Fund,
and the Surplus Money Investment Account.

This bill would require the Auditor General to audit the results of
all security loan agreements entered into by state agencies under this
chapter at the end of 3 years operation and would require the Audi-
tor General to submit a report to the Legislature with recommenda-
tions on or before March 1, 1979.

This bill would take effect immediately as an urgency statute.

The people of the State of California do enact as follows:

SECTION 1. Division 8 (commencing with Section 7600) is
added to Title 1 of the Government Code, to read:

DIVISION 8. SECURITIES OWNED BY STATE AGENCIES

CHAPTER 1. INVESTMENT OF SECURITIES OWNED BY STATE
AGENCIES

Article 1. General

7600. It is the intent of the Legislature that:

(a) Specified state agencies be authorized to invest marketable
securities by entering into security loan agreements;

(b) State agencies charged with such authority exercise prudence
in making such agreements;

(¢) Sound fiscal management be established with respect to
transactions involving security agreements.

7601. As used in this chapter:

2 2283 20 175




APPENDIX A

Ch. 1214 —2—

(a) ““Security loan agreement’” means a written contract whereby
a legal owner (the lender) agrees to lend specific marketable
corporate or government securities for a period not to exceed one
year. The lender retains the right to collect from the borrower all
dividends, interest, premiums, rights, and any other distributions to
which the lender would otherwise have been entitled. The lender
waives the right to vote the securities during the term of the loan.
The lender may terminate the contract upon not more than five
business days’ notice as agreed, and the borrower may terminate the
contract upon not less than two business days’ notice as agreed. The
borrower shall provide collateral to the lender in the form of cash,
or bonds, other interest-bearing notes and obligations of the United
States or federal instrumentalities eligible for investment by a
lending state agency.

Such collateral shall be in an amount equal to at least 102 percent
of the market value of the loaned securities as agreed. The
administrators of the funds involved shall monitor the market value
of the loaned securities daily. The loan agreement shall provide for
payment of additional collateral on a daily basis, or at such times as
the value of the loaned securities increases, to agreed upon ratios. In
no event shall the amount of the collateral be less than the market
value of the loaned securities.

(b) “Marketable securities” means securities that are freely
traded on recognized exchanges or marketplaces.

Article 2. Security Loans

7602. A state agency which is authorized pursuant to Sections
16481 and 20208.5 of the Government Code may enter into security
loan agreements with broker-dealers and with California or national
banks for the purpose of prudently supplementing the income
normally received from investments.

7603. All loans of securities shall be made pursuant to one of the
standardized security loan agreement forms, as developed jointly by
the administrators of the State Pooled Investment Account (as
authorized by Section 16481 of the Government Code) and the State
Public Employees Retirement System (as authorized by Section
20209 of the Government Code) and as approved by the
Commissioner of Corporations.

7604. In the event of a loss in the reacquisition of loaned
securities, the responsible state agency shall make a written report
of such loss to the Legislature and the Auditor General as soon as
possible, but not later than 30 days after the incurrence of such loss.

7605. Each state agency which enters into security loan
agreements shall (a) maintain detailed records of all security loans,
(b) develop controls and reports to monitor the conduct of the
transactions, and (c) publicize the net results of the security loan
transaction separate from the results of other investment activities.

2 2283 35 178



APPENDIX A

—3— Ch. 1214

SEC. 2. Section 16481 is added to the Government Code, to read:

16481. Notwithstanding any other provision of the law, the State
Treasurer may enter into security loan agreements pursuant to the
provisions of Division 8 (commencing with Section 7600) of Title 1
of the Government Code with respect to securities which he is
authorized by law to invest in.

SEC. 3. Section 20208.5 is added to the Government Code, to
read:

20208.5. Notwithstanding any other provision of the law, the
board may enter into security loan agreements pursuant to the
provisions of Division 8 (commencing with Section 7600) of Title 1
of the Government Code with respect to securities which the board
is authorized by law to invest in.

SEC. 4. The Auditor General shall audit the results of all security
loan agreements entered into by state agencies under this chapter at
the end of three years of operation and shall submit a report to the
Legislature with recommendations on or before March 1, 1979.

SEC. 5. This act is an urgency statute necessary for the
immediate preservation of the public peace, health, or safety within
the meaning of Article IV of the Constitution and shall go into
immediate effect. The facts constituting such necessity are:

The existence of a recessionary economy, a dynamic security
market, high short-term interest rates, and the need for additional
income through efficient investment of existing public assets make
it essential that this act go into immediate effect.

2 2283 45 180
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APPENDIX B

CHAPTER 378, STATUTES OF 1976

Assembly Bill No. 3014

CHAPTER 378

An act to amend Section 16480.4 of the Government Code, relating
to state funds.

[Approved by Governor July 8, 1976. Filed with
Secretary of State July 9, 1976.]

LEGISLATIVE COUNSEL’S DIGEST

AB 3014, Beverly. State funds: investment.

Existing law specifies the types of securities which are eligible
securities for the investment of surplus state funds.

This bill would permit the State Treasurer to enter into repurchase
agreements or reverse repurchase agreements of any of these eligi-
ble securities. It would define these terms.

The people of the State of California do enact as follows:

SECTION 1. Section 164804 of the Government Code is
amended to read:

16480.4. (a) Amounts available for investment under this article
may. be invested and reinvested by the State Treasurer in any
securities described in Section 16430 of this code or in loans to the
General Fund as provided in Section 16310 of this code. Such
securities may be sold by the State Treasurer or exchanged by him
for other securities of the kind authorized to be purchased
hereunder, if, in his discretion, such sale or exchange appears to be
in the best interests of the state. The State Treasurer may enter into
repurchase agreements or reverse repurchase agreements of any
securities described in Section 16430.

(b) The State Treasurer may hire or engage the services of an
investment analyst to assist in such investment decisions.

(c) For purposes of this section, the term “repurchase
agreement” means a purchase of securities by the State Treasurer
pursuant to an agreement by which the seller will repurchase such
securities on or before a specified date and for a specified amount.

(d) For purposes of this section, the term “reverse repurchase
agreement” means a sale of securities by the State Treasurer
pursuant to an agreement by which the State Treasurer will
repurchase such securities on or before a specified date and for a
specified amount.

2 3014 20 12




APPENDIX C

OFFICE OF THE AUDITOR GENERAL
RECOMMENDATIONS TO THE STATE TREASURER

Formalize criteria to be met by approved borrowers and

a policy on interest rates to be charged

Maintain record of approved borrowers in the minutes

of the Treasurer's Office Investment Committee

Develop a system to assure receipt of current financial
statements of approved borrowers and to monitor their

financial condition

Monitor the market value of loaned securities and
collateral daily and maintain collateral in excess of

the market value of loaned securities

Develop a system of control to ensure the reliability of
amounts shown on the computer printouts as earned by

lending PMIA securities

Maintain a log of security loans to readily identify the

status of each loan.



APPENDIX D
PERS STAFF RECOMMENDATION TO
ESTABLISH SECURITIES LENDING PROGRAM

STATE OF CALIFORNIA—BOARD OF ADMINISTRATION ECMUNT . 3ROWN (R, Governar

PUBLIC EMPLOYEES' RETIREMENT SYSTEM
INVESTMENTS DIVISION

515 L Street, Suite 550

P. 0. Box 2749

Sacramento, CA 95812 Februal’y 9) 1977

AGENDA ITEM 11
TO: MEMBERS OF THE INVESTMENT COMMITTEE

SUBJECT: RECOMMENDATION TO ESTABLISH SECURITIES LENDING PROGRAM

 Attached is last month's report which was set for further discussion. Below,
we describe the chronology of an illustrative transaction:

Day 1: Agent bank loans frcm our account 10,000 shares of XYZ Co. common
stock and accepts $750,000 in clearing house funds in exchange.
These funds are credited to our account the same day. Agent benk
notifies us of lcan by telephone.

‘Day 2: We invest clearing house funds. Agent banlt sends us written con-
firmation of loan.

Day 3: Dividend payment date for XYZ Co. Agent bank automaticelly credits
to our account all Z¥Z dividends due.

Day L: We invest clearing nouse funds received for dividends due. Agent
bank sends us written conlirrmation.

Day 5: Closing market price of XYZ common stock is up enough to trigger a
mark-tc-market call for more cash collateral.

Day 6: Agent bank debits broker and credits us with clearing he- funds
needed to bring cash collesteral up to 1025 of XYZ commo:. szk's pre-
vious day closing price. Agent bank calls us with noti’..ction of

cash balance.

Day 7: VWe invest funds. Agent bank sends us written confirmation of trans-~
action.

Day 8: Clocing price of XYZ common stock is down, bringing cash collateral
to 110% of XYZ stock's market value. Broker asks agent bank for
mark-to-market. Agent bank sdvises us.

Day 9: Agent bank debits us and credits broker with clearing house funds
needed to bring cash collateral down to 105% of stock's market value.
Agent bank advises us.



APPENDIX D
Agenda Item 11 (Cont'd.) -2 - Februery 9, 1977

ﬁay 10: We wire Federal funds to settle clearing house balance. Agent sencs
written confirmation.
Day 11: Broker returns borrowed stock to agent bank. Agent bank debits us

and credits broker with amount of cash collateral in clearing house
funds. . Agent bank advises us.

Day 12. We wire Federal funds to settle clearing house balance. Agent bank
sends written confirmation.

For their services, agent bank charges us at a 3% annual rate of the average
daily outstonding balance Ior the number of days we had use of the money; in
this case, Days 2 through 1il.

Melvin W. Petersen
Chief of Investrmants

D-2



APPENDIX D

STATE OF CALIFORNIA—BOARD OF ADMINISTRATION ECMUNT 5. 3ROWN L2 . Geverne
PUBLIC EMPLOYEES’ RETIREMENT SYSTEA PN

INVESTMENTS DI VISION =
515 L Street, Suite 550 T

P.O. Box 2749 -y 1 10
Sacramento, CA 95812 Januery ""2.' -

AGEXDA ITRY 8
TO: MEMBERS OF THE OWVESTMENT CCOMMITTEE

SUBJECT: RECOMMERDATICH TO ESTABLISH SECURITIES LIIDTIIG PRCGRAM

Hith Committee end Board epprovel, the Investment Office will begin a securiiies
lending progrem as suthorized by the provisicns of Division 8 (commencing with
Section TECO) of Title I of the Goverament Code. Tke Investrment Office has been
studying the feesibillty of such & program for come tiza. Unrntil now, we had
not thougkt the potentizl earnirgs large enouzn, the legistic encumbrances
resolvable emough, mor the possibls adminisiravive coxyrols sirong enouga to
Justify our entering into suci & prograwm. Subsequent dagvelor=ents have caused
us to resxemine the prospects and conclude that the circumstances are now favor-

able for a PERS securities lencding program.

Recently; o mejor Hew Yorlit bank devaloped & securities lencing progrem that
wvould give us the strezg tut fleisble manescricl ccnircls over security lending
thet we hove always feli vere nc2acd ©o imsure adegquste sarety. These wourd
provide sutcmatic collatcrsl payzents, autcnatls Iori-to-markel poyments, aulse
ratlc dividond paymants cn dus date,; ond expeditious coxmpleted contract tar-
minations.

flere iz how these lending 2. T e bl

poxrtrolio would be housed i Fa) : Lo or N pretact

fication of the vault vould be tho highast availlsble. Toe.securitics cusuodicn
vould carry Penlers EBloniet Boza Insurence in substoudicl cxounts end in tlke

trozdest form avallable for commarcinl bonkse

Vhen lending cecuritics, *he custedisn (or recuriti
guire the borrower 0 put up czsh collateorsl in sxchong
He would mropose cosh collateral ecusl to 105% o2 the s i
value vhich is the highest roatio gererxally available., Then, o
custodian would test the adequacy cof tho colleteral azainst
rmarket value. Apnytime tke Al t c b

the market value, <the torrower would te asiied o put up enougn e:mira colla
to bring the total up to et lecst 1CD% of market wvalue. In order ¢

4hat all cash due the lender ic available Zor »rc—prt uses, the custodian wouwid
autamaticelly bill 81l troemsacticus through the Stocx Clearing Corrporaticn.

The custodian would also sutamatically credit all dividend, interest, ana

other cosh payments to cur accsunt ca the payable cdates. I the custodian did
20t receive a dividend or interecst paycent on tize, he would zake arny necessary
claims against the broker or payirnz agent. Autozatic billling Tor all trans-
acticns and tais rayable date cradit would allow the leader to anticipate ail
income and properly plem its tiz=ly iavestmznt,

cecuritics

2 colloteral would not be ecucl

0-3



APPENDIX D

Agenda Item -2 - .January 12, 1677

Meanvhile, the custodian would moniter all actions affecting the lezding
portfolio such &s mergers, splits, stcck dividends, tenders, warrzats, etc.

If needed, the custcdian would alco send the lender a "Custodian Opsn-Ticket
Listing” by facsgimile transmissicn. This computer report would summarize all
tronsactions completed the previous day as well as all trarnsactioms in progress.
In additicn, the custodian would mail the lender a hard copy of each trans-
action daily and a ccmplete account statemsnt monthly oxr upon request.

The lender, of course, would have to have scmeone on duty each day the market
18 open. This persoa would receive the custodian's phone call zbout 4:30 p.=.
‘(1:30 p.m. Facific #ima) notifying lencer of cash being transierred <o his
account or due Ifrom lender to custocion. The lender could tken adjust his
next-day's short-tcrm investwum2nts &3 needed. The cusiodian would Zondle all
other paone calls--vo broxers, Iimcers, etc. This vwould relieve the lende

of a mass of detail and the need +€o have scm=on2 on duty at 9:00 e.z=. (6:00 a.z.
Pacific Time) vhen tbe securitics lencing m=riket opens cn the Zast Coast.

At the end of eacch month the custodisz would bill the lendar's acccunt for
gecuritices lending cisrges bascd. on the evercge daily outstarcing T

Tha custodien would zlczo notily tho lender oy latter of the total tsalenc
outstanding on the last duy o the month, the delly aversge cutsiexnding baloxce

N : 3 LY 1 3 -
tnd Tthe custocian’s momthly cherge.

These preccdures could b2 adanuca Zor PIRS use os Tollews: Toe State Troasurer
would solicit bids either freom mojer Colilesnis banks or Irom all tanis, using
thoge eriteria we rropesc.  Interested voaniks wowld thoz bild oz the azoual rocz
they would chorge us btased ea the dellor voluxe of owr securitics lending; IZor
example, the 'dnoing bid might be 35 & yecrs We might alsb hove o pay a soal
fee For cccurities added to or token Xreom our londirs portfolio, Ttut ve wowlld
not pay any other Iisg. For insIooce, TICLe custom peradis tie bank o retut:
part of the lendizj3 Ize Lo the gsecuriiies norrower, out, if tiz tazik chould
£ind this necessary O =oe@t trade ccompauitica, the bank would have to poy

this fromw its owa mcncy. HMHote: CuzTent cceurdities lending mractice provides
for & 1% per conux rate fee raid by cgent or lencer to the borrower.

Heanwvhile, the btank vould eater into a cigned cecurities lendirns sgreement
vith us. This egreerent would require the bank (or its ogen:t) 1o accept
custody of our securiticeg lerncizg porzrelic. The eelected stoclks and bonds
included in the portrolio would be stored in vauwlts conveniently located nessc
authorized potecntial borrowers. Al our coption these storage voults could te
those of the bank trust departzent or of &a approved agent gucl as the Deposi
tary Trust Ccrperation.
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All lending transections and all dividsnd payments would be automatically
billed to the securities clearing house on the dues date. If any payments
were not made to the clearing house on time, the custodian would be respon-
gible for making payment claims agaimst the broker or paying agent.

Then, when eome authorized firm neceded to borrow steck or bonds, the securities
custodian (or securities loan agent) would exchange the needed securities for
105% of their market value in cagsh. This 105% would cover 211 fees due and
2lso provide a cushion ageinst a rise in the market price of the securities
lent. Should a rise occur, the securities custodian would call for more casz
collateral and would esutcmatically bill the clesring house &s soon as the
velue of the securities lent rose 1o 1G0% of thes cash collateral posted. The
borrover would then pud uUP enouria exXtra cash with the clesring kouse to bring
the total collateral up to 1025 of the securiiies market value. If the borrower
could not put up The reguired exirs colliaterzl, he would have to return the
securitles at once, oxr the sceurdiiles cusicdien wowld immedistely buy a 1ik
emount of the saxme security to repizee Thozs on loon. COn the othor horvad, i
the market price fell boyond the nolnv eral cgueled 1073
or more of the merict velue, the 28 ) woulid

o
refund enough cash O the borwowsr al wonl
more than 105% of current markel valusz. 2 securities cuc-
todisn would report his wransaciicls as o coalance to use.
If ouxr bolancse wers negative, w2 vwowld zteo monev. IX ocur balance
vere positive, we would lnvasy the non og cozmarciol PEBAY o8 W2
already do with other eongh notv immsaict

If chort-term interzst roates weoch 5%
vhat it would have bzen last Jonuw
custodlen fee ratc. This rote it

T " PR " S . g e o
hic "leverage' reswlis srom uac

exvial profit would be double
2 were neer 4% essuning & 35

b non-~bank agenis chargc.
1

Ped

(5]

a cur costs erisizg
from this progrem would be riusd TEreante terms.  QfF coursce, we vould
definitely not lend securdiidcs cnytime zhort-tern interest rates vient dowa
{0 near our bregkeven point. Hor would wa loza seccurities to any {irm nou
rmeeting edequate fincneial roouirements ile would develop & list of wella
wanaged, vell-Tinenced firms in ccoperatica with the custcdian for your re-
viev cnd approval. -VWhilo this 1lst would be choxrt, I believe we showla lizis
it to only feow Tirms and conduct @ modest progrom until vwe got scae exper-
jence vith ectual securitics lending and -develop a2 good feel for all the
factors involved.

Eventually, however, ve sbould be 2ble to develop cecurities lending into

a significant contributor to owr ret investment income. For example, 1f
short-term interest rates were 5% and our lending grev to $50,000,C00 averzgze
outstanding, we would earn $1,000,C0Q0 net income a year. Of course, i our
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lending only grew <o $25,000,000 avexzge, we would only earn $500,C00 a
year at that same 5% rate. More importani, howaver, then any net inceoze
produced at any such low rate, ve vould ba develoving the expertise nesded
to take full advantage of future high-interssi-rzte periods. Because se-
curities lendirg is highly leveraged, esch 1% increamse in the intersest rate
(above the breakeven point) would produce an extra $500,000 annuzlly for a
$50,000,000 portfolioc.

As the sgent's fess would appesr in ocur expencse budget while the interest
earnings would be lumped with other income, it will be necessary to publish
the irncome and expense features of the progrom sc interested parties would
uaderstand the gain.

There is attsched a llst of prepesed lerding controls and bidding criteria
we would use irn seeking combeticti & 3 tire wve Imow of conly one
bank wvhich haes an sctive program. Howsver, tho State Treessurer's staff has
rade recent inguiries o other banks which may svixulate sozme interest.

I2 thke Cormitize conzturs we will bring this motter to the Board. Adéitionsl
: x 1 dding process Ior en
aizsicuer of Corporg-

-

.
—— ~a
ztrel lizta over elizible ctocks end brokers.

(N G
r
4

Helyvin W, Detercen
<1 cw 7 T A~ oy
Chic? of Ixvestzsats

Ltiach.
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FUBLIC EPLOYEES ' RETIRERMENT SYSTEH

Securities lending Progrenm

Lending Controls for Equity Securities

1. A securities custcdien (or sccurities lozn agent) skall handle all PERS
gecurities lerding. PERS shell choose this custodian f£rom bids submitted
to the State Treasureris 0ffice.

2. The PERS lending portfcolio will consist solely of securities whose price
would not be greatly affected by unpredictable events such as the discover:
of a nevw drug or of a new fuel or other mineral deposit.

3. The agent shall lend PERS securitles only to thosze borrowers and not to ex-
ceed those amounts epproved in writing by PERS.

L. BPBorrowers must deposit with the clesring house (or custciian) cash (or cortis

fied check) equal to at least 105% of the borrowed security's market valus
based on Hew York Stock Exchonge O composite taps priccs.

5« If necessary, borrowers will depcsit cnougi extrs cesh every day 1o -bricg
colloteral up vo 1025 of ibe secuwrity's marist volue.

. - . - LS - & omoie - o~ e "~ -y . Senwr sy o~
6. PBorrovers mast deposit all dividends, dumtercst, ead other coth ceoatwibuiicns
with the cleering beouse {or custodiaa) ca the poyeent cate.

T The egent wi out

v L
cash duz PERS wnless toe 58Cuy

ell securitiss o=

~ -

A

. R .
mrvm e e e - Ao Car
DOCE 4T CCen iicaly

’
>

— N - -
2l ~A
deposiied.
. a ALt ; e PR S hinTal =g N -1 —rva o : e
. n npaving or derositing eosh fox TEDS credliit. the hormrersy will alwoye
X i = ’ J
~ i TV e -~ > 3 £ hwalal 3 1=
uge Funds thot are svailsble rext oy (o> ZERS investoznt.

. 2 i . - RO N >3 T 3as :
9., PERS mzy recall ceouritics Ivom borrovers oa nov less tbon Jivs businsss

days notice.

10. Under Colifornie law berrouars may Tacoell thelr eollaterza) ¢ not lecs toao
f¥s business days ncotice st ony time. In the rormal cource of husincss,
however, PERS cipocts that the custodion will rcotwn colloteral proroily as
necessaxry to meet campeticion snd conrorm with gerncral traas practics.

11, At the end of %he lendins pericd, borrovers will reregister securities 1o
PERS chosen nomince nasxe betore returning thenm.

12. The custodicn will incure thet all cccuritics on deposlt are registered in
PIRS chosen pomince nore on the stockliolder voting date of record.
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Securities Lending Progran

Bidding Criteria for PFlnanciel Instituticn Custodianship of Ecuitvy Securities

x.

2.

3.

5.

60

Procpective bidders must be financial institutions which have at least
$100,000,0C0 in equity capital funds,

The securities custcdinn will held PERS securitias with the Depositary
Trust Crovoration or in a Hew York City area benk vault whenever these
gecurities are not on lcaxn.

PERS will select those firms that qualify {to borrow securities and will
set limits on the eamount that each firm may borrow. PERS may limit the
amount of any issue cr the total of all issues that any firm may boerrowv.
PERS will gend the custciian an up-uvo-date list of authorized borrower
end +the amount eacn is gutithorized to borrow.

The custodian will hendle gil 2

lending esctivity-~calling ZIRS once a day
vith & summary of the day'sc trapsacuiions gad the ending sccount balsnce.
Monthly, the custedian will sepd FiUS a scecurities lending activiity repore
surmarizing the month's tramsactlons.
Tha custedicn will asutcootbicolily bill cach frorgacticon through o securitias
clearing housz excert wviosn cecuritics arc exchconged over toe counter foT
bLank cashier or cocrtilizd chock.

Traasurer each &aoy.

N s - K - -
Ca *im criginal loon Tho Darrower omct pest cash collateral of at leoas

. e — Yyven ¥ 3 Q. —
105% 0% the bom owr security's mariet velue tozed on Hew Yorlk Stocls fxwe
chonge or commosite tope prices.

The custodian will awbtczueticalily Lill 4ho clcaring bouse for ke awmount
- 4 RS
necesgnry o increzes cash colloturnd 1o 20Z, of the moriket valus bascd
on aw York Stockt Zxchonge or cooposite t2ps prices wncmever cosh collatsrel

drops to 1UC)H of meoriet valus

The cuctedien ray ediust cesh ecllatoral to 103% vhenever cosh collaterzl
gxcceds lO”(p o.: mariket vedus 12 rogucsted by lLorrowver

The custodian moy reccell lcaned sccuritiecs on five busine=gs day's notice.

Under Californie law borrovwers my cezcnll collsteral on not less than ¢
bucinese days notice at any tize In the normal cource of business, .Aoucver,
PIES expects that the custcdian vi return collateral proxptly as necessary
to ccet c.,m)m:* ticn and coarorm with g“e*-o.l trade practicc.
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On all payment dates the custodian will automatically cradlt PERS for

_ dividends, intecrest, end other cash distributions paid on borrowed se-
-curities. If the custodisn does not receive cash distributions on a

tiwely basis, the custodisn will xzake claim cgainst borrower or paying
agente.

The custodien will charge PXRS petd fees only. If the custodian has to
remit funds to the btorxcwar to mxeet commetition, the custodian vill pay
this, not PERS. PERS will poy in-epd-out feces for securities edded to
or subtracted frcm the PERS lending portfolio, but PERS will not pay
{n-and-out fees for individual securities lending transactions. Fee
bids on securities loaned should be expressed in a per apaum snnual
rate relsted to vsluz loaned. Fee bids on custodienship charges for
related securities should bs expressed ln s manner vhich allows aggre-
gete cost to be readily cveluated.

Custodian will work with PE20 in drafting a suitable securitics leading
egreenent for necessary Sizte of Colllcrnis approvale.
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