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I.  INTRODUCTION

This is the FY2003 third quarter report of the County's investment management program.
Prince William County's Principles of Sound Financial Management and the Investment Policy
adopted by the Board of County Supervisors requires the County's investment program meet four
criteria, shown here in order of their importance:

Legality "Investment instruments shall, at a minimum, be limited to security, issuers and
maturities in compliance with the Code of Virginia (1950) as amended."

Safety "The next objective is the preservation of capital and the protection of investment
principal. The County will employ mechanisms to control risks and diversify its
investments regarding specific security types or individual financial institutions."

Liquidity "The investment portfolio will remain sufficiently liquid to enable the County to
meet operating requirements which might be reasonably anticipated."

Yield "The County will maximize yield on the portfolio but will avoid unreasonable
investment risk to preserve the purchasing power of the portfolio."

In keeping with these principles, the Finance Department continued to invest the
County's funds only in allowable, safe securities and to structure the maturity of the investment
portfolio to assure liquidity. Short-term needs (6 months or less) are being met by investments in
overnight repurchase agreements, commercial paper, certificates of deposit and money market
funds.  Funds not required for specific short-term needs are invested primarily in Treasury Notes
and US Agency securities. These purchases are made so investments will mature in the future to
provide for expected cash flow needs.

  The return on investments for the third quarter of FY 2003, were as follows:

                                                                                                    FY 2003 FY 2002
General Portfolio..................................................   2.07% 3.08%
Restricted Portfolio ..............................................  1.46% 2.27%
Total Investment Portfolio... ................................ 1.96% 2.96%

The FY 2003 return of 2.07% on the general portfolio investments is 33.0% lower than
the 3.08% return experienced during the third quarter of FY 2002.  The decrease in earnings
yield on the general portfolio is the result of the lower interest rates available to purchase new
securities, the maturity of securities in the portfolio with higher interest rates and the lower
yields provided by the money market funds.  The FY 2003 return of 1.46% on the restricted
portfolio is 35.8% lower than the return experienced during the third quarter of FY 2002 of
2.27%.  The decrease in earnings yield on the restricted portfolio is the result of the lower
interest rates available to purchase new securities, the maturity of securities in the portfolio with
higher interest rates and the lower yields provided by the money market funds.  The FY 2003
return of 1.96% on the total portfolio investments is 33.8% lower than the 2.96% return
experienced during the third quarter of FY 2002.

During the current fiscal year, the County has purchased $329.1 million in Agency
securities, repurchase agreements and commercial paper and has maintained an average balance
of $194.7 million in money market funds.
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II.  TOTAL INVESTMENT PORTFOLIO STRUCTURE

The County's total investment portfolio is divided into two components: (a) the general
portfolio and (b) the restricted portfolio. The "general portfolio" is all funds with the exception
of restricted capital project funds that contain bond proceeds, escrows and certain self-insurance
funds. All general fund interest income is earned from securities in this general portfolio. The
"restricted portfolio" is all other funds; mostly capital project funds that contain not-yet-spent
bond proceeds, bond reserve and escrow funds, and the funds of the County's self-insurance
pools. The term "total investment portfolio" refers to the sum of these two components.

III.  EXCEPTIONS TO INVESTMENT POLICY

In accordance with Section 60-282 of the Investment Policy, specific exceptions to the
policy investment guidelines are to be included as part of this report. There were no exceptions
during the third quarter of FY 2003.

IV. INVESTMENT PERFORMANCE

A. Summary of General Portfolio Average Composition During the Third Quarter of
FY 2003 - Investments held by the County are diversified to control the risk of loss
resulting from over-concentration of assets in a specific security or class of securities.
The portfolio composition chart below shows the percentage of the general portfolio
assets by investment type. The table at the right reflects the investment guidelines for
each type of security.  Securities held in the restricted portfolio are subject to trust
agreements and other investment limitations that control the risk of loss and, therefore,
are not included within this chart.

Actual
Lower Upper

Treasury Notes - 100.0% 0.0%
Agency Notes - 66.0% 47.4%

Total * 33.0% 47.4%

 Bankers Acceptance 0.0% 40.0%
Certificates of Deposit 0.0% 50.0%

 Commercial Paper 0.0% 35.0% 6.4%
 Money Market Funds 0.0% 60.0% 46.2%

Total 100.0%
* For policy purposes US Treasury Notes and Bills, US Agency securities, and Repurchase Agreements

are combined to meet the 33% lower limit in the investment guidelines.

Investment GuidelinesInvestment CategoryGENERAL PORTFOLIO AVERAGE 
COMPOSITION 

6%
46%

48%

Money Market Agency Notes Commercial Paper

B. Average Invested Cash Balances – The average invested cash balance of the general
portfolio, during the third quarter of FY 2003, increased by approximately $69.5 million
to $416.2 million in comparison to the average balance over the same period one year
ago.  The increase of the average cash balances in the general portfolio is attributable to
the increase in real estate tax receipts, personal property tax receipts and increased fund
balances as well as other increased revenues in the general fund and state shared revenues
for schools.
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AVERAGE INVESTED CASH BALANCES

Unamortized Book Value in Millions of Dollars

General Portfolio FY2003/Q3 FY2002/Q3 Change FY2003/YTD FY2002/YTD Change

Low $403.2 $332.6 $70.6 $342.4 $284.9 $57.5
High 434.6            366.8            67.8 440.9                 375.5               65.4               
Average 416.2            346.7            69.5 387.6                 322.4               65.2               

Total Portfolio FY2003/Q3 FY2002/Q3 Change FY2003/YTD FY2002/YTD Change

Low $485.0 $388.1 $96.9 $450.8 $365.1 $85.7
High 524.6            428.5            96.0 535.4                 445.6               89.8               
Average 501.5            405.3            96.3 487.6                 397.2               90.4               

The average cash balance of the total portfolio increased approximately $96.3 million to
$501.5 million in the third quarter of FY 2003 compared to the average balance over the
same period one year ago. The increase in the total portfolio is the result of increases in
the general portfolio and the sale of $85 million in new bonds during the last quarter of
FY 2002.

C. Investment Income - Investment income on the total portfolio decreased approximately
22.2% to $8.06 million through the third quarter of FY 2003 from $10.35 million in the
same period last year.  This decrease is due to the lower interest rates on agency
securities and money market funds during the third quarter of FY 2003, but offset by the
increase in the overall cash available for investment.  Investment income for the general
portfolio decreased 22.1% from $8.64 million in FY 2002 to $6.73 million through the
third quarter of FY 2003. This decrease is due to the lower interest rates available in the
market place during the third quarter of FY 2003.

INVESTMENT INCOME
Millions of Dollars

FY2003/YTD FY2002/YTD Change

General Portfolio
Interest Earnings 6.73$           8.64$            -22.1%

Restricted Portfolio 1.33            1.71             -22.4%

Total Investment Portfolio 8.06$           10.35$          -22.2%

The lower interest earnings in the restricted portfolio are the result of lower interest rates
during the third quarter of FY 2003.  The average cash balance available in the restricted
portfolio increased $31 million from the same quarter of FY 2002.
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D. Comparative Investment Yields - Through the third quarter of FY 2003, Prince William
County's return on investment for the general portfolio was 2.32%.  The average rate of
return on Donoghue's Money Market Fund Average and the 90-day T-Bill through the
third quarter of FY 2003 were 1.20% and 1.39% respectively.  These two indices have
been historically used as a basis of comparison for investment performance. The
County’s general portfolio exceeded both of these performance measures through the
third quarter of FY 2003. The rates on these benchmarks are typical of the overall market.
Interest rates continue to be very volatile.

The chart below shows the last seven quarters of the County’s performance in the
general portfolio compared with the Donoghue Money Fund average, Virginia LGIP, the
90 day T-Bill, 1-Year T-Bill and the 2-yearTreasury Note.  This chart shows the
County’s general portfolio with a fairly stable performance that starts a steep decline
beginning with the change in the market environment at the beginning of 2001. This chart
also shows a marked slowing in the rate of decline beginning in the December quarter of
2001 as the market conditions continued to decline and the economy begins the recovery
process.  The current market environment continues to be very volatile. The yields on all
security classes have moved lower through 2002 and 2003.  The 1-year and 2-year
treasury securities reflect a slight increase in the first and second quarter of 2002 as the
signs of economic recovery appears and then further decreases in these rates as the
economic recovery appeared to stall.  The trend lines in the chart below reflect this
volatility.  

While interest rates decreased sharply during the last two years, the average yield in the
general portfolio has lagged in the decrease over other securities for the same period.  As
the economic recovery takes hold, the general portfolio rate of return is expected to lag
the other benchmarks until some of the lower yielding securities mature and the money
market funds begin to reflect the economic recovery.

COMPARATIVE INVESTMENT YIELDS
Return on Investment for the General Portfolio

FY2003/YTD FY2002/YTD Change

Prince William County 2.315% 3.572% -35.2%

Donoghue's MM Fund Avg. 1.200% 2.320% -48.3%

Virginia LGIP 1.590% 2.880% -44.8%

90 Day T-Bills 1.391% 2.233% -37.7%

1 Year T-Bills 1.471% 2.607% -43.6%

2 Year T-Notes 1.899% 3.247% -41.5%
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The County’s general portfolio carries an asset mix that is held over a period of time
based on yields that were available at the time of purchase.  The County’s yield does not
change rapidly with swings in the market except to reflect maturities and replacement of
securities at current market conditions.

E. Average Maturity of the Portfolio - The average days to maturity of the total portfolio
were 933 days and 854 days as of March 31, 2003, and March 31, 2002 respectively.
The average days to maturity of the general portfolio were 1087 days as of March 31,
2003 and 983 days as of March 31, 2002.  The days to maturity for the general portfolio
and the total portfolio have increased in the days to maturity from one-year ago. With the
sharp reduction in interest rates over the past twelve months and the potential for interest
rates to remain very low, the County has been purchasing callable securities with short
term call dates and higher coupon rates, but longer final maturities (up to 10 years) until
market conditions becomes more stable.  We expect most of these securities to be called
before September, 2003.  The general portfolio has average days to maturity of 104 days
on a callable life basis and the total portfolio has average days to maturity of 93 on a
callable life basis.

F. Comparison of Market Value to Amortized Cost of Total Investment Portfolio – The
amortized cost of the total investment portfolio on December 31, 2002 was
$480,410,141.  The market value of $480,579,702 is more than the cost by $169,561 or
0.035%. The higher market value is attributable to a decrease in the interest rate
environment.  The current interest rate environment is very volatile.  The interest rate
market has been very volatile during the past twelve months causing these securities to be
revalued as interest rates rise and fall.  The market value of the portfolio will rise as the
interest rates decrease and will fall as interest rates increase.
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V.  ECONOMIC AND INTEREST RATE OUTLOOK

The Federal Reserve Board (FRB) maintained the Fed Funds rate at 1.25% on March 18,
2003.  The FRB statement accompanying the most recent announcement March 18, 2003
indicated that: “…while incoming economic data since the January meeting have been
mixed, recent labor market indicators have proven disappointing. However, the hesitancy
of the economic expansion appears to owe importantly to oil price premiums and other
aspects of geopolitical uncertainties.  The Committee believes that as those uncertainties
lift…the monetary policy, coupled with ongoing growth productivity will provide
support to an improving economic climate over time.”  “In light of the unusually large
uncertainties clouding the geopolitical situation in the short run…the Committee does
not believe it can characterize the current balance of risks with respect to the
prospects for its long-run goals of price stability and sustainable economic growth.”

The Gross Domestic Product (GDP) was revised to 1.4% for the fourth quarter of 2002
from 1.3% for the third quarter of 2002.  The growth rate for the fourth quarter was lower
than expected, and less than the FRB’s GDP trend growth rate target of (3.5% to 4.0%).
The GDP is expected to be in the 1.5 to 2.5% range for the first and second quarters of
2003.

Market analysts believe the U.S. economy will continue its slow recovery through the
first half of 2003 but may be hampered by the uncertainties of oil prices and the unknown
impacts of the conflict with Iraq.  The Federal Reserve Board will closely monitor the
economic indicators and growth rates to control domestic growth and inflation on one
side and the potential for a recession on the other side.

VI. INVESTMENT STRATEGY

The County's current investment strategy properly addresses the requirements of legality,
safety and liquidity by investing in a diversified portfolio with respect to specific security
types, financial institutions and sufficient liquidity to meet reasonably anticipated
operating requirements.  The County seeks to match its cash flow needs to the maturity
structure of the portfolio in order to maximize yield. The current investment strategy
attempts to:

(1) avoid the premature sale of investments to meet day-to-day operating requirements;
(2) avoid holding large sums of cash that earn lower-than-average money market rates in

favor of investing in longer term securities when interest rates are higher; and
(3) maintain higher balances in money market funds and short-term investments when

longer-term interest rates are not favorable.

After consideration of the County’s cash flow requirements, the investment goals and
objectives are to maximize the return on investment within the policy guidelines while
minimizing and limiting the impact of market value adjustments.

The County's investment strategy in the near term will remain essentially unchanged until
market conditions warrant an adjustment. The strategy will be to purchase investments so
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that the securities mature approximately to meet the County's future cash flow needs.
These shifts in assets will be made while still maintaining the safety in principal and
liquidity in cash flows required to meet the County’s operating requirements.  The
County will shift some available funds to U.S. Government Agency securities to provide
additional yield within liquidity and policy constraints.  These securities are normally
purchased in the 12-month to 24-month maturity range and provide additional
diversification in the portfolio asset mix.

The strategy used to maintain portfolio compliance and yield under current market
conditions has been to purchase U.S. Government Agency securities with longer final
maturities but with short (three to twelve month) call dates and higher coupon rates with
the expectation that these securities will be called prior to final maturity.  This strategy
does two things during a rising interest rate environment.  It provides the ability to
maintain portfolio compliance requirements and helps to maintain the portfolio yield
above rates available in money market funds while interest rates move higher.

The Department of Finance continues to identify funds currently invested in money
markets, future tax revenues and other payments received through the end of the fiscal
year that will not be needed in the near term for operating expenses and for capital
construction for at least 12 to 24 months. Once identified, these funds are invested in
Treasury or U.S. Government Agency securities with longer maturities to earn yields
higher than the current money market rates or other short term securities. This strategy
meets the legal, safety, and liquidity requirements of the Investment Policy and should
yield both stable and above average returns over time.
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