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   This dissertation examines the factors influencing a state’s decision to adopt a local 

government investment pool (LGIP), the institutional arrangements used in managing them, and 

the effect of the institutional types on LGIP performance. The dissertation extends the policy 

adoption theory with insights from investment theory to demonstrate that management credibility 

influences the likelihood of a state’s LGIP adoption. The study finds that the quality of financial 

management, the quality of professional leadership, proximate state neighbors who have 

previously adopted an LGIP, and economic factors determine a state’s proclivity to policy 

adoption.  The dissertation also describes the institutional arrangements used in managing LGIPs 

and develops typologies based on their institutional arrangements. The dissertation compares 

LGIPs depending on the risk aversion of their institutional arrangements. The research extends 

the risk-return tradeoff in investment theory to LGIP institutional arrangements. The empirical 

findings show that LGIP institutional arrangement that has greater risk report higher 

performance. The dissertation also finds that competition in the LGIP market due to multiple 

vendors, and periods of economic recession account for higher performance because of higher 

risk-taking behaviors associated with them. This dissertation promotes public funds investment 

laws that emphasize prudent management of government finances and guides managers of the 

public purse on the types of institutional choices that optimize returns with minimal risk. 
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CHAPTER 1 

INTRODUCTION 

Over the past four decades, local government investment pools (LGIPs) have grown into 

a multi-billion dollar industry serving the investment needs of several thousand local 

governments in forty-four states. LGIPs are a cash management tool that combines available 

cash from participating governments and invest it in short-term securities. Similar to a money 

market fund, each depositor in an LGIP receives a prorated return based on their net assets in the 

pool. Earnings are typically allocated daily to depositors. Additionally, LGIPs do not have the 

credit backing of federal deposit insurance. 

The pooling arrangement provides local governments with the opportunity to benefit 

from economies of scale that lower administrative costs with the potential to earn higher yields 

than what they could earn investing on their own while preserving their political autonomy. 

LGIPs also provide depositors with a more professional management of their cash balances. 

Also, LGIPs provide high liquidity and preservation of principal as well as limit investments to 

securities with higher credit quality. Local governments benefit in other ways from this 

cooperative arrangement such as having access more quickly to innovations in treasury 

management. 

In spite of their widespread popularity and superior benefits, scant literature exists on the 

design, operations, and performance of LGIPs (Bland, Nukpezah, and Shinkle, 2015; Modlin and 

Stewart, 2013; Lynch et al., 2002; and Bunch, 1999). Given the size and role of LGIPs in public 

finance, the lack of research is a serious gap in the literature. 

1
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The logic of LGIPs draws on local government collaboration to reduce investment risk 

and increase returns. The literature that does exist, however, lacks a theoretical perspective and 

grounding in the broader literature on public finance. In particular, there is a lack of an 

understanding of (1) the factors that influence a state to adopt an LGIP, (2) the different 

institutional contexts in which LGIPs operate at the state level, and (3) how those contexts 

influence LGIP performance. 

Furthermore, available research focuses on specific states, particularly when a problem 

has arisen in the administration of an LGIP, making a generalization of the findings problematic. 

This dissertation fills this gap in the literature by examining the following questions: (1) what 

factors influence a state's decision to adopt an LGIP? (2) What institutional arrangements do 

states use for managing their LGIPs? (3) What effect do state-level institutional characteristics 

have on LGIP performance? 

Adoption of LGIPs 

The first goal of this dissertation is to develop a theory and propose testable hypotheses 

on state adoption of LGIPs. State adoption of an LGIP occurs when the state legislature grants 

statutory authority for local governments to organize investment pools. The creation of an LGIP 

is typically through the auspices of the state treasurer’s office or an interlocal agreement or other 

institutional arrangement for the establishment of such a pool and the subsequent commingling 

public funds. LGIPs are collaborative arrangements sanctioned by state laws that enable 

politically fragmented local governments to form partnerships that address the challenges they 

face in investing their funds by taking advantage of economies of scale. 
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In explaining the adoption of LGIPs by states, this dissertation draws from investment 

theories to extend the policy adoption theory. This study proposes that states with higher 

management credibility improves its likelihood of adopting and using investment pools. 

Management credibility is explained in terms of the trustworthiness and competence of a 

fiduciary (Mercer, 2004; Hovland et al., 1953).  A good fiduciary should demonstrate 

trustworthiness and expertise in managing investment funds (Galer, 2002). The decision to 

deposit cash with an LGIP constitutes an investment choice by local governments. A key 

motivator in this decision is depositors’ trust and confidence in the state’s capacity as a credible 

fiduciary of public funds. 

This dissertation examines the impact of state level credibility on the adoption of LGIPs 

by the state. The study assesses a state’s credibility in terms of the overall quality of fiscal 

management and the quality of professional leadership in the public sector, which is expected to 

influence a state’s decision to adopt an LGIP. The policy adoption theory suggests that the 

adoption of a policy by a state is influenced by a combination of its external factors modeled as 

the state’s geographical proximity to other states that have previously adopted the policy, and its 

internal political, economic, and social characteristics at the time of adoption (Berry and Berry, 

2007; 1992; 1990; Jeong, 2006). 

A theory of the adoption of investment pools and the hypotheses emanating from it holds 

that a state’s credibility as operationalized by the quality of fiscal management and the quality of 

professional leadership in public service determine the likelihood that a state will have one or 

more LGIPs for commingling investment funds. The decision exists within the context of 

controlling for a state’s political factors, the state's level of political fragmentation, economic 
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indicators, and a state’s geographical proximity to other states that have previously adopted 

LGIPs. 

It is conjectured that the quality of a state’s fiscal management, as measured by its 

General Obligation bond rating, and  the quality of professional leadership in public service, as 

measured by the number of accredited MPA programs in the state, are positively related to a 

state’s adoption of an LGIP. The study also tests the effects of fiscal capacity (per capita 

personal income), total cash and security holdings, administrative capacity (expenditure on fiscal 

administration), the political fragmentation of the state (the number of local governments in the 

state), and other political variables (dummies for partisan control of a state’s governorship and 

legislature) on adoption of LGIPs. Political factors are operationalized in this dissertation as the 

unity score in the state legislature as when the same party controls both houses of the legislature, 

and control by Republicans at both the executive and legislative arms of government. 

The study maintains that, when contemplating the establishment of an LGIP, a state must 

demonstrate credibility as a fiduciary to instill confidence among its local governments in order 

for them to deposit their cash with the state-sanctioned pool. States recognize their strengths and 

weaknesses and adopt a policy only if they believe that they have the capacity to support the 

operation of an LGIP. Alternatively, local governments that perceive these advantages 

collaborate with each other to establish an LGIP if permitted under state laws. 

Management of LGIPs 

The second goal of this dissertation is to undertake a comprehensive profile of the LGIPs 

in the 44 states where they have been adopted and to develop typologies of institutional 
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arrangements used in managing and operating the pools. As in other studies on organizational 

typologies (Bozeman and Bretschneider, 1994; Antonsen and Jorgensen, 1997; Goldstein and 

Naor, 2004; Pesch, 2008; Moulton, 2009), LGIPs may be classified based on their ownership, 

values they promote, and level of external influence. 

States have established a variety of institutional arrangements for hosting LGIPs, yet the 

institutional types of LGIPs do not fall into clearly identifiable groupings. A typology of LGIPs 

facilitates our understanding of the effect, if any, of institutional types on the performance of 

LGIPs. Some host the LGIP in the state treasurer's office or with a state investment board, then 

invite local government participation. Others may host a state-wide LGIP as a result of an inter-

local agreement (ILA), registered as a non-profit corporation, among participating local 

governments that invests funds on behalf of local governments. 

Another institutional variation concerns the investment and management of the LGIP's 

portfolio. Some LGIPs contract out the management of the pool's investment portfolio to private 

firms specializing in managing portfolios. Others are managed internally by professionals who 

are on staff at the LGIP. Still others use a combination of in-house and contracting out the 

management of the portfolio. Another institutional variation concerns whether to obtain a credit 

rating for the LGIP or to register with the Securities and Exchange Commission (SEC), an option 

that very few pools have chosen.  

For example, some LGIPs, by their actions demonstrate that they value liquidity or safety 

over yield. Others prefer receiving a rating to bolster depositor confidence although the rating 

process constrains an LGIP’s investment choices that result in a lower yield. 
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Classifying organizations based solely on one indicator is too simplistic and leads to 

inaccurate profiles (Bozeman and Bretschneider, 1994). Organizational typologies are best 

examined on a continuum since there is the possibility of organizations having a mixture of both 

public and private characteristics (Bozeman, 1984). The advantages of the dimensional approach 

are the promise of dealing with organizations with multiple characteristics, thereby enabling 

them to be placed on a scale. It also permits the inclusion of business characteristics, such as 

outsourcing or contracting out, in government. 

Performance of LGIPs 

The third goal of this dissertation is to develop a theory and testable hypotheses of the 

performance of LGIPs based on the various institutional arrangements used by the states in 

operating an LGIP. The dissertation draws on modern portfolio theory (Markowitz, 1952), which 

suggests that the level of risk inherent in an investment portfolio determines its level of return. 

The theory asserts that for a given amount of risk, there is an expected return. The dissertation 

extends the risk-return relationship to institutional arrangements used by the pools. That is, 

institutional arrangements that provide higher returns on investments come with higher risks 

(Nagy and Obenberger, 1994; Neumann and Morgenstern, 1953).  

The dissertation proposes that institutional arrangements with which LGIPs operate can 

be placed on a risk-return spectrum. Institutional arrangements that operate in a lower risk 

spectrum report greater performance because of the higher risk-taking behaviors associated with 

that institutional arrangement. Performance oriented state LGIPs will report higher performance 

levels because of the higher risks involved since they do not receive an external rating, neither 
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are they required to operate within the bounds of SEC Rule 2a-7,  nor are they externally 

managed, which could constrain their quest for higher performance. 

Public management theories suggest that LGIPs that are contracted out to third party 

professional investment managers should report higher performance than those internally 

managed. The higher performance is because third-party managers have a broader range of 

experience with  risk-taking behaviors, entrepreneurship, and higher returns for depositor funds 

(Bland and Overton, 2014; Klein et al., 2010; Thompson, 2002). 

However, third-party managers of LGIPs are not likely to take risks with government’s 

resources, knowing that governments are risk averse and that safety is more important to 

depositors than yield. To preserve their contractual partnership with the LGIP, private managers 

will opt to maximize safety rather than yield. Furthermore, LGIPs bearing a rating from any of 

the rating agencies and those that operate under SEC Rule 2a-7 have greater regulatory scrutiny, 

making them more risk averse and hence, lower performing. 

Since some states allow a competitive LGIP market where there are several suppliers of 

investment services to local governments in the state, and others operate in a monopolistic 

market, this dissertation asserts that competition, introduced as a result of opening the market to 

new vendors, reduces information asymmetry, improves customer service, and increases yield 

and hence LGIP performance (Armstrong et al., 2011; Akins et al., 2011). The study contends 

that competition increases risk taking behavior. Fund managers’ desire to outperform other pools 

leads to the offer of higher returns at the expense of safety. 

Lastly, the effect of economic recessions on the performance of LGIPs is tested with the 

suggestion that during periods of recession there are increased risk taking behaviors on the part 
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of fund managers to maintain deposits by seeking higher returns. To compensate for the higher 

performance of the pools, the risk orientation of the pools increases through longer weighted 

average maturities. Extending the average maturity of the pool’s portfolio increases yields under 

normal market conditions. 

The study controls for differences in net assets. It is expected that as the level of 

participation increases through pooling, greater net assets reduces the cost of investing and 

consequently improves the performance of LGIPs. The study also controls for weighted average 

maturities of the pools, which is expected to increase with higher performance. 

Organization of the Dissertation 

 This dissertation examines three key questions: 

1. What factors affect the decision by a state to adopt an LGIP?

2. How are LGIPs organized among the 44 states with at least one pool?

3. What factors affect the performance of LGIPs?

A distinction exists between those state pools that allow participation by local 

governments and those that restrict participation to state agencies. All 50 states have an 

investment pool, but 44 states open up at least one pool to participation by local governments. 

The focus of this dissertation is on the 44 and the distinctive institutional arrangements that exist 

among them. LGIPs pose theoretically and operationally interesting challenges because of the 

complex collaborative arrangements that underlie their institutional arrangements.  Of particular 

interest is the role that trust plays between depositors (local governments) and the host of the 
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pool (either the state treasurer or other public, nonprofit or private organization that operate on 

behalf of a consortium of local governments).  

The broader impact of this dissertation is that it provides scholars and policymakers with 

an exhaustive profile of the institutional choices available for the design and operation of LGIPs, 

and the merits of each option. By examining the effect of institutional arrangements on LGIP 

performance, this research contributes to increasing the accountability and fiscal governance 

over public dollars held by local governments and state agencies.  The dissertation, therefore, 

promotes public funds investment laws that emphasize prudent management of government 

finances. This study is expected to guide managers of the public purse on the types of 

institutional choices that optimize returns with minimal risk. 

This dissertation advances the public finance literature and contributes to practice by 

offering theories that explain (1) state adoption of LGIPs and (2) the relative performance of 

LGIPs based on their various institutional arrangements. The research extends policy adoption 

theory by integrating it with management credibility explanations. Event history methods 

provide a powerful tool for predicting the probability that a given state will adopt a particular 

policy innovation in a given year. The model has the potential to predict when a state will adopt 

a policy given the changing characteristics of its internal and external environments. It also 

provides insight on why certain states do not have LGIPs. 

This dissertation is organized as follows. Chapter 2 reviews the literature and discusses 

the development of cash investment by governments in the U.S. It discusses the link between the 

emergence of money market funds and the spread of LGIPs. Chapter 2 also reviews the basis for 

theories of adoption and performance of LGIPs. In Chapter 3, the theoretical framework for the 
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study is discussed along with the testable hypotheses. The sources of data and methodology are 

presented in Chapter 4. 

 Chapter 5 tests the theory for the factors that prompt states to adopt an LGIP. Chapter 6 

provides a detailed profile of the LGIPs in the 44 states, their common characteristics, and the 

distinctive features of each.  Chapter 7 extends that analytic framework by examining the factors 

that affect the performance of LGIPs as measured by the average yield spread of their portfolios. 

Chapter 8 concludes with a discussion of the findings of the research and their implications for 

the administration of LGIPs. 
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CHAPTER 2 

PUBLIC FUNDS AND GOVERNMENT INVESTMENTS 

This chapter discusses the evolution of government cash investing from the creation of 

money market funds to the birth of local government investment pools and their subsequent 

spread among the states. The chapter also discusses the institutional arrangements that LGIPs 

operate within. It also reviews the empirical and descriptive studies of LGIPs and their 

implications for this dissertation. 

Development of Government Investments 

In the past four decades, states and local governments have shifted an increasing 

proportion of their cash balances into income-producing securities. Mikesell (2011, 668) notes 

that before the 1970s governments held about 40 percent of their assets in cash with the balance 

held in income bearing investments, typically interest-bearing securities. Cash holding, however, 

declined to about 15 percent in the 1970s, and by the 1980s only 5 percent of government assets 

was held in cash with the balance invested in fixed-income securities (Mikesell, 2011). Estimates 

suggest by 2008, only 2.5 percent of government assets are in cash (Mikesell, 2011). 

In a 1968 article, Aronson noted that state and local government funds were inefficiently 

managed. The aggregate losses in foregone interest earnings were several million dollars a year. 

Aronson (1968, 499) posits that “the theoretically determined optimal cash balances and 

empirically estimated actual cash balance” suggest that governments keep excess idle cash. He 
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recommended a “more ambitious and enlightened investment program” for governments (1968, 

505). LGIPs are appealing because they pool local governments’ idle funds in safe investments 

for higher returns (Thompson, 1988). From these early admonitions by scholars came a 

recognition that better investment practices could be achieved through more coordinated and 

cooperative institutional arrangements. 

The quest for more cost-effective and professional investment of public funds was fueled 

by the financial challenges of the 1970s. This period saw the rise of citizen-sponsored anti-tax 

initiatives. States passed legislation setting limits on local government taxing powers. 

California’s Proposition 13 stands as the most popular and most referenced of these anti-tax 

initiatives (McCaffery and Bowman, 1978). These initiatives placed heightened pressure on 

governments to find alternative ways for funding the production of public goods and services. 

Also, the 1970s marked a period of challenges for the financial sector. Inflation 

skyrocketed to double-digit levels due to the oil crises and the consequent challenges facing the 

economy. Mikesell (2011) observes that interest rates on short-term federal securities averaged 

more than 10 percent between 1979 and 1982, making short-term investments attractive to 

governments. Local governments sought to invest their cash balances to augment revenues 

through increased investment income. The motives were to add value to public funds by taking 

advantage of the opportunities offered by the financial markets. 

The investment choices were, however, limited. State statutes limited the securities that 

local governments could invest in (Strachota, 1991). Treasurers were authorized to choose 

between U.S. government securities and certificates of deposit (CDs) offered by commercial 

banks (Dobson, 1973). The preferred investment vehicles for local governments were time and 

demand deposits, although their rates were lower than the yield offered by U.S. Treasury Bills 
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(Dobson, 1973). The rates made it less appealing for the local government to use these prevailing 

investment vehicles. Rising interest rates combined with constrained tax revenues prompted 

renewed interest by state legislatures in alternatives for investing public funds, particularly the 

newer types of securities that offered safety of principal and better returns. 

In 1970, Bruce Bent and Henry Brown initiated the first money market fund and named it 

the Reserve Fund (Hershey, 1973). Money market funds are short-term securities that mature in 

less than a year. They operate in large denominations and are considered safe— maintaining a 

net asset value of $1. These funds are also highly liquid and provide investors more competitive 

yields (Cook and LaRocha, 1993). 

Money market funds invest in high-quality securities such as U.S. Treasury obligations, 

state and local agency obligations and overnight repurchase agreements (repos). They also use 

commercial paper, certificates of deposit, banker’s acceptance, and other securities traded on the 

secondary market. The Securities Exchange Commission (SEC) regulates money market funds 

under the Investment Company Act of 1940. However, most mutual funds do not meet the 

particular needs of state and local governments because they do not limit their investment 

portfolios to securities sanctioned by state law. 

Local Government Investment Pools 

In 1972, the state of Connecticut capitalized on the burgeoning investment sector to 

introduce the nation’s first LGIP.  From the outset, the state treasurer opened the pool to not only 

the cash deposits of state agencies but to all political subdivisions of the state, a farsighted action 

at that time. As of June 2014, the Connecticut Short Term Investment Fund had assets of over $4 
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billion and 874 active accounts for 67 state agencies and 260 municipalities and local 

governments (Connecticut Office of the State Treasurer, 2015). 

Similar to money market funds, LGIPs are a voluntary investment vehicle for 

commingling funds of local governments and in some cases of state and local governments. Each 

investor receives a prorated return on their investments (Cook and Duffield, 1993; Strachota, 

1991; Thompson, 1988). LGIPs are a special type of money market fund that meet the stricter 

regulatory requirements mandated in a state’s statutes or constitution and the higher threshold for 

the safety of principal required by governments (Miller, 1986). 

LGIPs are tailored to the needs of local governments and utilize only securities allowed 

by state law in their portfolios. Additionally, LGIPs serve governments only within the state's 

boundaries and are not regulated by the SEC. Neither do they fall under the purview of the 

Investment Company Act of 1940. LGIPs, therefore, offer a more appropriate alternative for 

local government investment than money market funds. 

The motivation for LGIPs is to optimize the management of idle cash (Cook and 

Duffield, 1993). That means not just pursuing investments with optimum yields, but more 

importantly insuring the safety and liquidity of deposits and that investments are in compliance 

with state and federal laws and regulations. LGIPs ensure, in particular, that smaller local 

governments with fewer resources have access to a wider range of investment options and their 

cash deposits are commingled into a large pool rather than managed less efficiently at the local 

level with a smaller portfolio (Orndorff and Syal, 1997). 

With the interest in cash investments, local government cash collection systems have 

improved with emphasis on efficient management of cash between the point of receipt and 
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expenditure, which has benefited the financial position of many governments (Mikesell, 2011; 

Reed and Swain, 1997; Miller, 1991; Bland, 1986).  The benefits from more investment options 

has spawned measures to accelerate cash collection and to decelerate cash disbursements. 

Investment opportunities make it easy for governments to invest cash as soon as it is 

collected (Finkler, 2010; Miller, 1991; Bland, 1986). Accelerating collection of cash includes 

moving up payment dates, early billing, and early collection to increase fund availability for 

investing (Mikesell, 2011; Miller, 1991; Bland, 1986).  Also, an improved investment 

environment has led to the efficient management of working capital that makes more funds 

available for investing (Finkler, 2010). 

Benefits of LGIPs 

The research literature suggests that LGIPs offer several advantages to local government 

depositors. First, LGIPs offer high liquidity and operate like depositories for local governments 

(Thompson, 1988). The deposits are on call, and in most cases, the cash is available for 

withdrawal as and when needed (Orndorff and Syal, 1997; Larson, 1994; Strachota, 1991; 

Thompson, 1988). The high liquidity is convenient for local governments who can keep their 

cash invested until it is needed. 

Second, LGIPs offer economies of scale for investing available cash, especially to small 

local governments (Bunch, 1999; Bovbjerg and Maynard, 1989; Thompson, 1988; Orndorf and 

Syal, 1997). Economies of scale provide cost savings on administrative charges, which reduces 

the cost of investing (Orndorff and Syal, 1997; Larson, 1994; Strachota, 1991; Thompson, 1988). 
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Scale economies also provide pools with greater bargaining power in the marketplace when 

negotiating terms for an investment or when bidding on larger investment portfolios. 

A third advantage of LGIPs is that they provide small governments with access to 

professional management services (Orndorff and Syal, 1997; Larson 1994; Strachota, 1991; 

Thompson, 1988). LGIPs employ technical staff, or contract out the professional management of 

investment funds to professional money managers (Strachota, 1991). Cost savings as a result of 

pooling reduces the likelihood of investment losses. Smaller governments that do not have the 

financial resources to hire fund managers and investment analysts conversant with the national, 

and even international investment options, also benefit (Bunch, 1999; Miller, 1991). The 

combined effect of economies of scale and professional service is particularly appealing because 

it gives smaller governments access to the national marketplace and its more competitive yields 

(Pantages, 2009; Strachota, 1991; Thompson 1988). 

Finally, LGIPs offer a more diversified portfolio, which mitigates the risk of losses from 

market shifts and defaults by issuers of securities (Strachota, 1991; Lynch et al., 2002). LGIPs 

improve their cash flow without resorting to lower yielding investments with short maturities 

(Strachota, 1991). 

Risks and Challenges of LGIPs 

There are risks associated with investing with LGIPs. One disadvantage is the loss of 

direct control of funds by depositors once their cash is deposited in an LGIP (Orndorff and Syal, 

1997). LGIPs have investment guidelines, which all depositors must comply with once they 

decide to invest in the pool. An LGIP’s investment policy may be more risk averse in the types 
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and length to maturity of securities that it purchases, forcing depositors to conform to the stricter 

investment options and likely lower returns than what the depositor would receive given their 

investment preferences. 

Another challenge is that local government managers need to follow the performance of 

the LGIP carrying their funds, and regularly familiarize themselves with the portfolio 

management strategy and changes in managers to ensure that the pool is in compliance with local 

policy (Orndorff and Syal, 1997). All investments come with some risk. These include default, 

market, and liquidity risks (Reed and Swain, 1997). Default risk leads to the loss of investment 

value due to the inability of the issuer of the security to honor its pledges, either repayment of 

interest or principal or both. 

The greatest concern of managers of an LGIP is from changes in the portfolio's value due 

to either credit (or default) risk or market risk. Credit risk occurs when one or more securities in 

the LGIP's portfolio loses value due to a lowering of the security's credit quality. LGIP 

investment policies typically set a threshold of credit ratings eligible for purchase. In the event a 

security's rating falls below that threshold, the pool must sell the security, usually at a loss 

because of the security's downgraded rating. 

At the extreme, such risk may make it difficult to sell the security, leading to increased 

illiquidity of the LGIP fund. S&P and other rating agencies evaluate a pool’s portfolio for its 

default risk in their ratings of LGIPs. Market risk, on the other hand, occurs as a result of the 

Federal Reserve changing the federal funds rate, precipitating changes in other market interest 

rates. In the event of an increase in the federal funds rate, an LGIP's portfolio loses value because 

its securities are yielding rates of return below what is now available in the market. 
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A few pools have incurred losses as a result of these risks.  Orange County, California, 

investment pool lost more than $1.7 billion in investments in December 1994 due to default and 

market risk. This compelled the county to file for Chapter 9 bankruptcy (Jorion, 1995). West 

Virginia Consolidated Investment Fund reported $279 million in losses on its investments in 

1987 due to market risk (Hayes, 1999).  The Texas Local Government Investment Pool 

(TexPool) experienced a run by depositors generated by an article in the Wall Street Journal 

alleging that the pool was investing in risky derivatives. This led to a paper loss of more than $75 

million (Bunch, 1999). Then in 2007, Florida Local Government Investment Pool reported a $1.1 

billion loss (Walsh and Grynbaum, 2007). While these losses generated significant media 

coverage at the time, overall, since 1972 LGIPs have provided safe venues for local governments 

to invest idle cash balances. 

These financial crises have spawned increased regulation of the LGIPs by states and the 

tightening of requirements for investing public funds. For example, the Public Funds Investment 

Act (PFIA), passed in 1995 by the Texas Legislature, requires that the state-sponsored 

investment pool’s objectives, in order of priority, shall be (1) preservation and safety of 

principal; (2) liquidity; and (3) yield.  Furthermore, the PFIA provides that a pool shall not be 

eligible to invest public funds if its rating falls below AAA/Aaa— the highest possible rating by 

a rating agency. Importantly, the Act also provides specific requirements in terms of training and 

capacity building for pool administrators and managers. States also often specify in legislation 

the allowable securities that may be utilized by their LGIPs when investing public funds. In 

general, LGIPs are perceived as safe havens for cash by local finance officials and their 

counterparts in state agencies. 
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Adoption of LGIPs 

Despite the risks, LGIPs have a laudable record of preserving the principal of depositors. 

Thus, LGIPs are appealing to state and local governments. In all, 44 states have adopted LGIPs 

as an investment vehicle for their state agencies and local governments. Following Connecticut’s 

adoption of a statewide pool in 1972, Montana (1973), Illinois (1974), and Utah (1974) adopted 

statewide pools (Cook and Dunfield, 1993). In 1981, four states adopted LGIPs. A count in 1991 

shows there were at least 28 state LGIPs with 15,286 government units investing a total of $45.4 

billion of public funds with the pools (Cook and Dunfield, 1993). 

Between 1972 and 2000, forty-two states passed legislation adopting policies for local 

government investment pools. Two states, Indiana and Rhode Island, adopted a policy in 2007 

and 2011 respectively.  LGIPs have become a popular investment vehicle of choice for investing 

by local governments (Bland, Nukpezah, and Shinkle, 2015; Modlin and Stewart, 2012). The 

industry has grown to over $250 billion and serves the investment needs of thousands of local 

government units. 

The 1980s witnessed the most adoptions because the decade saw double-digit interest 

rates with record rates of return on short-term securities. It was a period that witnessed the rise of 

public entrepreneurs who advocated market techniques in the running of government. It was the 

decade of American perestroika. Osborne and Gaebler (1992) express the conviction of these 

reformers that public managers must be entrepreneurial and lean more toward market values in 

their operations. Entrepreneurs are willing to accept an above average degree of risk in creating 

value for their organizations (Paredo and McLean, 2006). Entrepreneurs are also creative and 

innovative in identifying need gaps and their related opportunities (Thompson, 2002). 
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Through the 1980s and into the 1990s public finance literature hailed entrepreneurial 

public managers who raised revenue through savvy investments to address revenue shortfalls of 

their governments in the face of citizen-sponsored anti-tax revolts (Kearns, 1995). Consequently, 

investment revenue became an important source of income for local governments and investing 

public funds is considered entrepreneurial and innovative (Klein et al., 2010).  In fact, for FY 

1995 Orange County, California, projected that 11 percent of its budgeted revenue would come 

from investment returns for the fiscal year (Kim, 2010; Chapman, 1996). 

Organization and Management of LGIPs 

States that have adopted an LGIP utilize different institutional arrangements when 

including local governments in investment pools. In the classic model, the state treasurer sets up 

an LGIP and manages it within the treasurer or comptroller’s office usually with oversight from 

a state investment board (Larson, 1994; Cook and Dunfield, 1993). An alternative model is an 

inter-local agreement (ILA), sanctioned by state law, that permits local governments to 

collaborate to commingle their cash balances for investments (Larson, 1994). 

The ILA model uses a nonprofit corporation, such as a state municipal league, to host the 

LGIP on behalf of member governments (Bland, Nukpezah, and Shinkle, 2015) or uses the trust 

department of a commercial bank to manage local government funds established for that purpose 

(National Association of Counties, 2010). A third approach, similar to the state pools, uses a 

county-wide fund that is managed by the county treasurer to serve local governments in the 

county (California Debt and Investment Advisory Commission, 2000).  
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State sponsored pools: The seminal LGIPs are state sponsored and state managed. 

Connecticut, Montana, and Oregon— the first three LGIPs —use this institutional model for 

their pools.  State sponsored pools are in about 32 states. State sponsored pools may be 

administered from the state treasurer’s office or may be done in conjunction with state 

investment boards or local government advisory councils (Cook and Dunfield, 1993). State pools 

use the state investment vehicles to create more avenues for investing their funds.  Some state 

pools commingle both state and local government funds (such as in Connecticut) while others 

separate the two into different funds (Larson, 1994) (such as in Louisiana). Moreover, state-

managed pools have greater economies of scale due to the availability of large cash balances 

from the state. 

Local government sponsored pools: Some LGIPs are organized using the authority 

granted in an ILA (Larson, 1994).  According to the National Association of Counties (2010), 

twenty states have legislation authorizing local governments to establish ILAs to pool their 

investment funds. Examples are found in South Dakota, Oklahoma and Texas. In Texas, the 

LGIPs submit to the Inter-Local Cooperation Act (Chapter 791 of the Local Government Act). 

The legal requirement of these laws is similar in all states with such statutes. The various inter-

local cooperation/agreement acts provide that local governments may cooperate with one 

another, or enter into inter-local agreements for the purpose of investing public funds and 

exercise their powers jointly. However, the day-to-day administration of the pools may be vested 

with a third party pool administrator or professional investment manager. 

Typically, an ILA to establish an LGIP is initiated by a few governments with 

participation open to other local governments, or it may be restricted to certain types of local 

governments. Procedurally, the governing body of a local government passes a resolution 
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authorizing membership in the pool. Once passed, the resolution allows a local government to 

complete a Participation Agreement. In the contract, the applicant designates the board as the 

governing body, approves the investment policies, and designates the investment officers for the 

pool. The members of the ILA have equal rights and privileges. The ILA, however, empowers 

the trustees to act on behalf of participating governments and contract out the investment 

management services to a third party (Larson, 1994). 

Investment pools organized as non-profits under the federal tax code (501(c) 3) are 

classified as special authority type LGIPs (National Association of Counties, 2010). In this 

arrangement, public authorities establish a non-profit corporation to house their investment 

funds.  Individual local governments pass a resolution to invest their cash balances with the 

registered nonprofit corporation in a manner similar to the state-managed pools. An example of 

this type of pool is in Alaska and Kentucky. The Alaska Municipal League (AML) sponsors the 

statewide LGIP, which covers about 97 percent of the local governments in the state. However, it 

has contracted out the investment management functions to Alaska Permanent Capital 

Management, a third party investment firm (Alaska Municipal League, 2014). 

Another variation of the ILA is the bank managed pool, which commingles local 

government funds in the trust department of a commercial bank. The bank selected must have a 

presence in the state. The Wyoming Government Investment Fund Liquid Asset Series and the 

Wyoming Secured Investment Program are managed by the trust department of a local bank 

(National Association of Counties, 2010). 

County sponsored pools: Only four states —California, Nevada, Washington and 

Michigan— maintain county-wide pools for local government use (National Association of 

Counties, 2010).  Each state maintains at least one state-wide LGIP. County pools are similar to 



23 

state pools, but these pools are county specific, where they commingle local government funds 

within the county for investment and are managed by the county treasurer. California has 58 

county pools, making it the state with the most pools (California Debt and Investment Advisory 

Commission, 2000). 

Management Strategies 

LGIPs utilize two types of management systems for their portfolios:  internally managed 

or contracted out to a third party investment firm. The administrative functions of the day-to-day 

depository services and customer care services may be internally managed or outsourced to a 

third party (Bland Nukpezah, and Shinkle, 2015). LGIPs may employ investment professionals 

to work on staff or contract out the investment management services to a third party professional 

organization (Orndorff and Syal, 1997; Larson, 1994; Strachota, 1991). Contracting out of the 

management function is usually undertaken on the assumption that it results in better 

management of the portfolio, thereby mitigating market and credit risks associated with 

investments. 

LGIP Rating, Rule 2a-7, and GASB Guidelines 

LGIPs may be rated by one or more of the rating agencies or otherwise operate without a 

rating.  Some pools operate like money market funds and are said to be Rule 2a-7 like pools. 

While it is not mandatory for an LGIP to request a rating, those that designate themselves as 

Rule 2a-7 like pools usually receive a credit rating (Bland, Nukpezah, and Shinkle, 2015). 

Ratings, however, are viewed favorably by depositors since they provide information on the 
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creditworthiness of the fund and the default risk of its portfolio of investments (Orndorff and 

Syal, 1997). Ratings provide participants with greater transparency and disclosure inherent in the 

investment choices. A rating levels the playing field for pools competing for deposits from the 

same depositors. Pools with a rating operate with similar restrictions on their investment policies 

(S&P, 2012). 

It is important to note that an LGIP rating is different from a credit rating for a bond 

issue. Bond credit ratings assess the creditworthiness of the issuer. An LGIP rating, on the other 

hand, evaluates the investment strategies being used. A pool rating evaluates the securities being 

used, weighted average maturity of the securities, and their underlying default risk as well as the 

pools exposure to market risks (S&P, 2012). The principal LGIP rating service providers are 

Moody’s, S&P, and Fitch. While the ratings provided by each of these agencies are comparable, 

S&P is a market leader in rating LGIPs. 

S&P provides two types of ratings based on the type of LGIP – those with a stable NAV 

and those with a floating NAV (Bland, Nukpezah, and Shinkle, 2015).  The principal stability 

fund rating (money market fund rating) is granted to pools with stable accumulated NAV that 

follow rule 2a-7 and are a dollar fund. The suffix “m” is added to the alphabetic symbol. For 

example, a pool rated AAAm demonstrates “extremely strong capacity to maintain principal 

stability and to limit exposure to principal losses due to credit risk” (S&P, 2012 pg. 14). To be 

rated AAAm, the pool must maintain a maximum weighted average maturity (WAM ) reset of 60 

days and a WAM final of 90 days. The pool’s NAV must range between 0.9975 and 1.0025, the 

so-called half penny rule, while its portfolio must contain 50 percent or more of securities rated 

A-1 or higher.  The LGIP must submit weekly reports on its performance to the rating agency. 
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The second type of LGIP rating is assigned to pools with a variable or floating NAV. 

(S&P, 2012).  A suffix “f” is used to identify such pools. These ratings provide an indication of 

the credit quality and price volatility of the pool’s investment portfolio. The highest rating is 

AAAf, which means the “portfolio holding provides extremely strong protection against losses 

from default” (S&P, 2012 pg. 20). For such a rating, the maximum WAM to reset and WAM to 

final is no greater than 90 and 120 days respectively. The volatility rating is the pool’s sensitivity 

to changing market condition. It is rated S1 to S6, where S1 describes the lowest risk level and is 

comparable to 1-3 year U.S. government securities. A stronger sensitivity will receive “+”in 

addition to the volatility rating. 

The SEC uses Rule 2a-7 of the Investment Company Act of 1940 to regulate the money 

market industry. Though LGIPs are not required to operate with this rule because they operate 

only within state boundaries, some voluntarily adopt this rule and are said to be "Rule 2a-7 like" 

pools. The rule regulates portfolio quality, maturity, and liquidity. It also addresses issues with 

the use of repurchase agreements, financial disclosure, transactions, and exemptions. The rule 

provides that eligible securities be rated in the two highest categories of short-term debt or 

similar. For pools with non-floating NAV, the rule also restricts WAM to 60 days and the 

weighted average life (WAM final) to 120 days.  Money market funds are required to maintain 

sufficient degree of liquidity to meet redemption requests to prevent the premature sale of 

portfolio securities and a potential loss of income. The rule also stipulates that money market 

funds limit the purchase of repurchase agreements that are collateralized by cash items or 

government securities. The limitation reduces the risk that money market funds experience on 

the sale of collateral in the event of a default. The rule also specifies disclosure requirements that 

include public website postings and monthly reporting to the commission. 
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Rule 2a-7 constrains the possible arbitrariness of investment managers in their portfolio 

composition and investment strategies and reduces the use of risky securities and thereby reduces 

the risk premium on investments. By requiring that portfolios be highly liquid, the rule also 

places restrictions on weighted average maturities.  Extending Rule 2a-7 to all LGIPs has 

recently been at the center of attention. SEC would, effective 2016, require all LGIPs to use 

floating NAV in the allocation of gains and losses to their investor clients (Government Finance 

Officers Association, 2014). Following this, Government Accounting Standards Boards 

(GASB)—an agency that provides standards of accounting for U.S states and local 

governments— issued proposed guidelines in December 2015, on the requirements for the use of 

a floating NAV. The guidelines stipulates compliance with maturity and quality requirements. 

Floating or variable NAVs allow the fund value to fluctuate to reflect investment at 

amortized cost, while the fixed NAVs per share maintain the fund’s value at $1.00 with a half-

penny variation allowed in either direction (Bland, Nukpezah, and Shinkle, 2015). Accounting 

with floating NAV is problematic due to the high administrative costs, marketing the LGIPs and 

reporting the investment earnings to local treasurers (Bland, Nukpezah, and Shinkle, 2015). 

States with Multiple LGIPs 

While some states maintain only one LGIP (e.g. Utah, Maryland, Alaska, and Louisiana), 

other states allow multiple pools to co-exist (e.g. California, Texas, Pennsylvania, Illinois, and 

Florida). California, the most endowed state with LGIPs, has 63 pools (National Association of 

Counties (2010). These include state managed, ILA, and county pools. Similarly, Texas reports 

12 ILAs pools, Pennsylvania has eight, and Florida has nine pools. It may be conjectured that 
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states with multiple pools also experience greater competition for depositors’ cash, and with that 

competition comes additional benefits and potential opportunity costs to depositors.  

Allowable Securities 

State statutes vary by the type of securities they allow (NAST, 2012). Conservative 

investment policies may restrict investment of public funds with only a limited number of 

securities. Table 2.1 summarizes the results of the 2012 annual survey conducted by the National 

Association of State Treasurers (NAST) for the allowable securities for 32 state LGIPs. It shows 

that the popular securities of choice are U.S. Treasury obligations, U. S. agency obligations, 

commercial paper, and repurchase agreements, which are used by at least 30 states.  Certificates 

of deposits within states, state and local obligations, and banker’s acceptance are also used in at 

least 20 states. The least common securities are Eurobonds, which are allowed only in Montana, 

and some forms of derivatives, which are permitted in Florida and Idaho. 

Treasury obligations are negotiable and backed by an unconditional guarantee by the U.S. 

government. As such, they are considered risk-free and provide the benchmark for measuring 

investment returns. Treasury obligations constitute the largest volume of securities traded on the 

money market. They include Treasury Bills, Treasury Notes, and Treasury Bonds. The 

differences between the Treasury securities lie with their maturities. Treasury Bills are short-

term securities and mature in less than a year. They come in 30, 91, and 270 day maturities. 

Treasury Notes, on the other hand, mature between one to ten years, and Treasury Bonds mature 

in more than ten years. Treasury Bills are sold at a discount from par. Treasury Bonds and 

Treasury Notes are sold on a coupon basis and make semi-annual interest payments. 
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Table 2.1: Allowable Securities for LGIPs in Selected States 
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Alaska Y Y Y Y Y Y Y Y Y Y 

Arizona Y Y Y Y Y Y Y Y Y Y Y Y 

Arkansas Y Y Y Y Y Y Y Y Y 

California Y Y Y Y Y Y Y Y Y Y Y 

Connecticut Y Y Y Y Y Y Y Y (a) 

Delaware Y Y Y Y Y Y Y Y 

Florida Y Y Y Y Y Y Y Y Y Y Y Y 

Georgia Y Y Y Y Y Y 

Idaho Y Y Y Y Y Y Y Y Y Y (b) 

Illinois Y Y Y Y Y (b) 

Indiana Y Y Y Y Y 

Kansas Y Y Y Y Y Y Y 

Louisiana Y Y Y Y (c) 

Maryland Y Y Y Y Y Y Y (b) 

Montana Y Y Y Y Y Y Y Y Y Y Y Y Y 

Nevada Y Y Y Y Y Y Y Y Y Y 

New Hampshire Y Y Y Y Y Y 

New Jersey Y Y Y Y Y Y Y Y 

New Mexico Y Y Y Y Y Y (d) 

North Carolina Y Y Y Y Y Y 

Ohio Y Y Y Y Y Y Y Y (b) 

Oregon Y Y Y Y Y Y Y Y 

Pennsylvania Y Y Y Y Y 

South Carolina Y Y Y Y Y Y Y 

Tennessee Y Y Y Y Y Y Y 

Texas Y Y Y Y Y Y (b) 

Utah Y Y Y Y Y Y Y Y Y (e) 

Virginia Y Y Y Y Y Y Y Y Y (e) 

Washington Y Y Y Y Y Y Y Y 

West Virginia Y Y Y Y Y Y Y Y Y Y 

Wisconsin Y 

Wyoming Y Y Y Y Y Y Y (b) 

Notes: (b) Mutual funds (d) Bank Deposits (e) Money Market Funds; (a) Asset-backed securities 

 (c) Government-only money markets AAA rated by S&P. Source: National Association of State Treasurers, 2012 
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The income is taxed at the federal but not state and local levels. Treasury securities are sold in 

$1,000 to $5 million denominations and issued through competitive bidding. All these securities 

are actively traded on the secondary market, making them highly liquid. 

U.S. Agency obligations are considered to carry a low risk of default and are issued by 

federal agencies or government entities. Unlike the U.S. Treasury obligation, U.S Agency 

obligations are not backed by full-faith-and-credit of the U.S government. Their popularity also 

stems from being exempt from local and state income taxes. The popularity of repurchase 

agreements (repos) stems from their ease of repurchase by the seller and the daily interest that 

the buyer can make from the transaction. Commercial paper is short-term unsecured promissory 

notes with fixed maturity of no more than 270 days issued by corporations and state, local and 

foreign governments. A Banker’s Acceptance, on the other hand, is time drafts, accepted and 

guaranteed by a bank. Certificates of deposit are also time deposits, but these are insured up to 

$250,000 by the Federal Deposit Insurance Corporation (FDIC) and are considered low risk. 

Performance of LGIPs 

Research on LGIPs has predominantly focused on their performance. Some of these 

studies have analyzed LGIPs that have suffered major losses. Jorion (1995) devotes his book, Big 

Bets Gone Bad, to the security instruments utilized by Robert Citron, Treasurer of Orange 

County, which led to the bankruptcy of the county pool. He argues that a combination of risky 

investments in derivatives, ignorance about the financial market, mismanagement, politics, and 

failure of oversight led to the debacle in Orange County. Similarly, Will et al. (1998), and Pontell 

(2005) draw on the theory of white-collar crime to assert that the tragedy in Orange County is 
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not just an issue with risky investments, but a combination of risky business and white collar 

crime. Pontell (2005) observes that the supervisors of the fund stood aloof for well over twenty 

years as the county treasurer gambled away public funds.  

Bunch (1999) discusses the run of December 1994 on TexPool. She advocates for 

adopting an investment policy for LGIPs to guide their investment choices and discusses the 

ethical issues of elected officials managing LGIPs. The call for an investment policy was 

because state funds were used to offset $75 million losses TexPool incurred (Bunch, 1999). 

Bunch (1999) also analyzes the merits of contracting out the management of the pool to a third 

party investment manager and reports that contracting out resulted in a reduction of the 

administrative costs of managing the TexPool. 

 Using the West Virginia LGIP as a case, Hayes (1999) assesses the dangers of relying on 

a legal list in making decisions on securities for investing. The legal list is an approved list of 

allowable securities that may be used in investing. The problem with a legal list is that once a 

security is considered legal it is usually not re-evaluated carefully leading to losses as in the case 

of West Virginia’s LGIP (Hayes, 1999). The prudent person rule is a preferred alternative to 

guide investment decision making (Hayes, 1999). This rule restricts the discretion of an 

investment manager to securities that a prudent person would consider for his or her portfolio if 

such an individual seek the preservation of principal, or a combination thereof in building an 

investment portfolio (Kim, 2010; Hayes, 1999). 
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Lynch et al., (2002) are concerned with finding strategies to prevent losses in LGIPs. 

They reveal that the LGIP Index co-moves with Treasury bills rate and the prime rate. They 

conclude that the yield of LGIPs pursuing prudent investment practices should co-move with 

these indices. Similarly, Kim (2010) reports that pool portfolio returns correlate positively with 

market interest rates, a trend that is an indicator of how well a pool is being managed. Lynch et 

al., (2002) suggest diversification of the portfolio as a means to prevent losses due to market risk.  

While addressing how to prevent investment losses, Bovbjerg and Maynard (1989) call 

for balance in the management of long-term fixed income portfolios. Education, communication, 

and sharing of capacities on investments to fund managers and local government leaders are 

found to influence better investment choices. Other studies investigating government 

investments find that governance, accountability, and investment practices, were significant in 

promoting the safety of funds (Mitchell et al., 2008). 

Modlin and Stewart (2012) examine the effect of governmental characteristics, banking 

factors and investment alternatives on cash management practices in counties in North Carolina, 

South Carolina, and Tennessee. The study finds that investment returns based on government 

characteristics are positively related to size of the county budget, but is negatively related to the 

finance officer as responsible for cash management decisions and whether the bank is located 

within the county. The study reveals that investment returns based on bank services are 

negatively influenced by automated clearing house (ACH) and credit services but are positively 

related to zero balance account (ZBA) /concentration accounts. Modlin and Stewart (2012) find 

that the counties investigated invest about 48 percent of their idle cash with the LGIPs. They also 

reveal that they invest directly in a certificates of deposits, repos, Treasuries, time deposits and 
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other government securities and time deposits. They reveal that the availability of an LGIP 

significantly determines the investment options decisions based on available funds. 

In a follow-up study, Modlin and Stewart (2013) assess the participation of North 

Carolina’s 100 counties in the statewide LGIP. Utilizing the fixed effects method with pooled 

cross-sectional data, they find some evidence to suggest that the level of participation in the 

pools are influenced by sales tax but not property tax revenue. The study confirms the modern 

portfolio theory that investors are rational and risk-averse and that they would invest more only 

if they anticipate more return. 

While previous studies focus on the drivers of local government participation (Modlin 

and Stewart, 2013), Bland, Nukpezah, and Shinkle (2015) consider the LGIP as the unit of 

analysis and examine the depositor demand for TexPool. The study reveals that the factors that 

influence depositor demand for TexPool are the previous level of depositor demand for the 

services of the pool, yield spread, WAM, a policy to restrict the length of the WAM, run on the 

pool, and contracting out of the management of the pool. The study finds that outsourcing the 

investment management function of the pool increases depositor demand and explains that in the 

case of TexPool,  this was due to increased confidence in the new  management of the pool. It 

also found  that the 1994 run on the pool had adverse effects on depositor demand. However, 

yield was not significant determinant of depositor demand, suggesting local governemnts do 

chase yield when making their investment decisiuons. 
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Review of Relevant Theories 

In the sections that follow, relevant concepts and theories are examined and used to 

provide the foundation for the theory of the adoption and performance of investment pools.  

Policy Adoption Theory 

One line of explanation for the adoption of innovations like LGIPs is that they spread 

through diffusion among geographically proximate neighbors (Rogers, 1962; 2003). Diffusion 

theory is predicated on social learning theory. That is, organizations learn from each other over 

time (Mooney, 2001) or from policy entrepreneurs operating in the social system (Mintrom, 

1997). This learning occurs within a social system of interrelated units that are engaged in joint 

problem solving to accomplish a common goal (Rogers, 2003). 

The assertion that adoption of new policies follows a regional diffusion pattern originates 

in studies of primitive cultures. These cultures are devoid of modern communication tools and 

are dependent on information traveling geographically across proximate neighbors (Crain, 1966). 

With modern communication technology, such as mass media and the internet, innovations travel 

faster and are not dependent on geographic proximity. A city manager in California, for example, 

makes a telephone call to an investment dealer 4,000 miles away in New York and receives 

information on the latest investment innovations in seconds. 

Research has, however, established that interpersonal influence remains a strong force in 

adopting an innovation (Berry and Berry, 2007; Mooney, 2001). Decision makers prefer 

speaking with and observing their neighbors and trusted peers before undertaking a new policy 

initiative. Thus, the proximate neighbor argument continues to be appealing and valid (Berry and 
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Berry, 2007; Crain, 1966).  However, this construct cannot be tested for all states.  Studies that 

use this theoretical perspective exclude Alaska and Hawaii in their analysis since these states do 

not share a boundary with another state. 

A second explanation for the adoption of innovations is that they are influenced by the 

internal political, economic, and social characteristics of the organization or state (Walker, 1969; 

Berry and Berry, 1990; 1992; 2007; Berry, 1994). These propositions have been examined on 

several types of government policies with mixed results. For example, Berry and Berry (1990) 

find that the percentage of a state’s population that is a member of a religious fundamentalist 

group has a negative effect on the probability that a state adopts a state lottery. Mintrom (1997) 

finds that the existence of a policy entrepreneur— a respected advocate who champions a policy 

change—is the driver of school choice adoption. Jeong (2006) reveals that local administrative 

capacity and interest groups influence the adoption of impact fees. 

Research results of the effect of a state’s fiscal condition on policy adoption have been 

mixed. Berry and Berry (1990) find that fiscal health does not significantly influence the 

adoption of a state lottery. While Berry and Berry (1992) observe a positive relationship between 

fiscal health and the adoption of tax policies, in general, they report no significant effect for state 

income tax and gas tax adoption. Other studies find that education expenditures do not affect 

adoption of school choice policy (Mintrom, 1997), and neither does personal income (Jeong, 

2006). However, the level of expenditure on planning affects adoption of development impact 

fees by Florida counties (Jeong, 2006). 

Similarly, mixed findings have been reported with regards to political variables. Berry 

and Berry (1990) find that election year correlates weakly with state lottery adoption but is 

strongly associated with the adoption of income and gas taxes (Berry and Berry 1992). Mintrom 
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(1997) and Mintrom and Vergari (1998) find that election years correlate with a consideration of 

school choice policy by the legislature. However, election years are not significantly associated 

with the adoption of school choice (Mintrom, 1997). Mintrom (1997) also finds that there is no 

relationship between Republican legislatures or Republican governors and a consideration of 

school choice policy. Similarly, Democrat-controlled counties do not increase the likelihood of 

the adoption of impact fees (Jeong, 2006). 

The decision to adopt a policy innovation, such as an LGIP, is not just about how 

effectively the proposed policy addresses the investment needs of local governments. Other 

factors facilitate or impede the decision to adopt. A government may be aware of the advantages 

of adopting an innovation like LGIP, but its internal characteristics may serve as a barrier to the 

adoption (Jeong, 2006; Berry and Berry, 2007; 1992; 1990). 

Investment Theories 

Investment theories explain the behavior of individuals, households, and organizations in 

the allocation of their investment funds given the opportunities available to them (Merton, 1977). 

Studies of investor behavior have been conducted at the individual (Nagy and Obenberger, 

1994), household (Davar and Gill, 2009), organizational (Featherstone and Goodwin, 1993), and 

governmental levels (Mitchell et al., 2008). Theories explaining government investment 

practices are limited. However, the broader literature on investment behavior provides theoretical 

insights useful in understanding and explaining the factors that influence government investment 

choices. 
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Markowitz’s (1952) modern portfolio theory provides the theoretical underpinning for 

investment choices that emphasize diversification to reduce risk. This theory asserts that for a 

given amount of risk there is an expected return. Thus, a positive relationship is predicted 

between the level of risk and expected return. When investors’ portfolio include more risky 

securities, they expect to be compensated with a higher return on their investments. For example, 

if investors purchase a lower rated security they expect a higher return to compensate for the 

increased risk they are taking. Similarly, if their portfolio of secutrities includes a larger 

proportion of longer maturing securities, they expect to be compensated with higher returns 

(Bland, Nukpezah, and Shinkle, 2015; Kugler, 1990; Cox et al., 1981; Sorensen, 1979;  Fisher, 

1959). Neumann and Morgenstern's economic utility theory of investment affirm that decision 

makers are rational, able to deal with complex choices, and seek to maximize their return (Reed 

and Swain, 1997; Nagy and Obenberger, 1994; Neumann and Morgenstern, 1953). 

However, rational choice would suggest that higher returns on investment come with 

increased risk (Nagy and Obenberger, 1994; Neumann and Morgenstern, 1953). Thus, portfolio 

theory and economic utility theory complement each other. While investors consider the 

diversification of their portfolio to reduce risk, increasing their satisfaction requires that they 

accept more risk compared to the lower return due to lower risk. In government investing, the 

decision to invest is driven by the safety of the principal and liquidity of the fund and less on the 

desire to maximize investment yields (Bland, Nukpezah, and Shinkle, 2015; Mikesell, 2011). 

The literature shows that different factors influence a person’s risk aversion. The public 

sector is risk averse compared the private sector (Buurman et al., 2012; Bozeman and Kingsley, 

1998; Bellante and Link, 1981). The higher risk aversion of public sector workers is due to the 

lack of rewards for taking risk, greater checks on risky behavior,  a culture of risk aversion in the 
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public sector (Bozeman and Kingsley, 1998), and the inclination by public employees to choose 

a less risky option and be more charitable (Buurman et al., 2012).  The investment policies of 

LGIPs reflect this aversion to risk. 

Research also suggests that the related concepts—trust, reputation, and credibility— are 

important determinant of investment behavior (Bottazzi et al., 2011; Lin and Smith, 1997; Nagy 

and Obenberger, 1994).  Nagy and Obenberger (1994) utilize the economic utility theory to 

assert that investors make choices that maximize their satisfaction. The study ranked thirty-four 

items that are predicted to influence investment decision making based on investor perception. 

The study finds that the most important items to investors include the reputation of the firm, the 

status of the firm in the industry as well as its financial statements. The findings imply that the 

confidence in and the credibility of the investment firm are important to the decision maker. 

In the bond market, investors assess an issuer’s reputation for meeting their bond 

obligations based on the bond rating and financial information available with the official 

statement (O’Hara, 2001). Organizations that report higher bond ratings demonstrate a higher 

level of credibility and could be deemed as a more effective fiduciary (O’Hara, 2001). 

Other factors that may influence an organization’s investment decisions are its size, 

capital base, expected income, and total debt (Featherstone and Goodwin, 1993). As household 

income increases, its disposable income will also increase. The research literature also suggests 

that the need for achieving economies of scale compel local governments to commingle their 

funds in investment options such as LGIPs (Orndorff and Syal, 1997; Larson, 1994; Strachota, 

1991; Thompson, 1988). This is because small governments may not have the competitive 

advantage of investing and receiving competitive rates of return at the national marketplace. 

With such a strategy, all parties to the pooling arrangement increase their utility. 
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CHAPTER 3 

THEORETICAL FRAMEWORK AND HYPOTHESES 

Chapter 3 discusses the theoretical framework for the dissertation and the hypotheses 

tested by this study. Two bodies of theory provide the basis for the two distinct sets of 

hypotheses examined in the following chapters.  The first uses policy adoption theory with 

insights from the investment literature to examine the role that state level credibility has on its 

decision to adopt an LGIP. This study contends that the probability of the adoption of LGIP by a 

state is a function of its quality of fiscal management and the quality of professional leadership in 

its public service. The study also tests the effects of political, economic, and the prior adoption of 

an LGIP by proximate neighbors on a state's decision to adopt an LGIP. 

The second set of theories examine LGIP performance using investment theories.The 

study contends that there is a risk-return relationship between the choice of institutional 

arrangement and the LGIP's performance. It also advances explanations for the effect of 

competition and economic recession on the performance of LGIPs.  

A Theory of Investment Pool Adoption and Hypotheses 

A theory of LGIP adoption combines insights from theories of policy adoption and 

management credibility as illustrated in Figure 1. The figure proposes that state adoption of an 

LGIP is influenced by a combined effect of policy adoption and management credibility theories. 
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Management credibility is an important determinant of investor decisions and choices 

(Okafor and Ogiedu, 2011). Investors are more likely to consider an investment product if they 

perceive that the managers of the fund are credible. Management credibility is about the 

trustworthiness and competence of a fiduciary (Mercer, 2004; Hovland et. al, 1953).  “[A] pure 

heart and an empty head are not enough” to make a good fiduciary (Galer, 2002, pg. 6). It is not 

enough to trust that fund managers would not embezzle funds. It is important to believe they 

have capacity and expertise to effectively manage those funds. 

Management credibility is influenced by training, experience, track record, and status 

(Patton, 1999). These qualities emphasize the factors that contribute to the competency of the 

fiduciary. Studies have demonstrated a positive relationship between the quality of boards of 

directors and management credibility (Okafor and Ogiedu, 2011). For example, when there are 
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more external influences on the composition of the board of directors, financial statement fraud 

decreases (Beasley, 1996). Investment managers need to have pure hearts, but they need good 

heads as well. 

The principles of management credibility hold true with the state as a fiduciary. It is 

suggested that when contemplating the establishment of an LGIP, a state must demonstrate 

credibility as a fiduciary to instill confidence among treasurers in its local governments to 

deposit their cash with the state-sanctioned pool. The expectation is that the greater the deposits, 

the greater the gains in lower pro rata administrative costs and higher returns for depositors. In 

the absence of these capabilities, a state will experience low participation in its LGIP. States 

recognize their strengths and weaknesses and adopt a policy only if they believe that they have 

the capacity to support the operation of an LGIP. Alternatively, local governments that perceive 

these advantages may voluntarily collaborate with each other to establish an LGIP if state law 

permits. 

Two constructs, both of which assess a state’s level of trustworthiness and competency, 

are assessed. The quality of fiscal management in the state provides an indication that the state 

could be trusted as a fiduciary and that it has the needed competency. The quality of professional 

leadership in the state is an indirect measure of the presence of advocates with requisite 

credentials in agenda setting and policy making. 

Quality of Fiscal Management in the Public Sector 

The quality of financial management in a state is an important construct of the credibility 

of a state. Fiscal management embraces a wide range of concepts. These include the efficiency in 
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the management of government funds and entails planning, record keeping, allocation decision 

making, and the management of investment funds. An organization’s quality of fiscal 

management is an important indicator of its fiduciary ability and is an important consideration 

for investor decisions. Nagy and Obenberger (1994) find that besides returns on investments, the 

reputation of the investment firm, its status in the industry, and quality of its financial statements 

influence investment decisions. 

The findings from Nagy and Obenberger (1994) show that an organization’s credibility, 

in terms of its fiscal management, is of utmost importance to investment decision makers since it 

contributes to their willingness to entrust their cash to a third party, such as an LGIP. LGIPs are 

investment vehicles that commingle the otherwise un-invested cash balances of state agencies 

and local governments. Given that such an enterprise comes with risks, the rational risk-averse 

treasurer in local government will be less inclined to use these services if they perceive a low 

credibility in the management of the state’s fiscal resources. But, presumably, a state with low 

credibility in terms of fiscal management recognizes its limitations and is less likely to sponsor 

such a program. 

In the financial market, buyers of securities assess an organization’s credibility for 

honoring its obligations primarily by its credit rating (O’Hara, 2001). A credit rating provides 

investors with an independent assessment of an issuer’s credit quality (Bland and Yu, 1989). A 

government’s credit rating considers its debt management practices, economic base, finance, and 

management capacity to assess its credibility (Bland and Yu, 1989). A credit rating provides an 

independent appraisal of a government’s relative standing in the investment world (O’Hara, 

2001; Bland and Yu, 1989). 
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Empirical research shows that a state’s credit rating captures a state’s risk of default 

(Ingram et al., 1983) and ability to meet its debt obligations (Loviscek and Crowley, 1990). It 

also reflects a state’s level of political corruption (Depken and LaFountain, 2006) and political 

uncertainty (Krueger and Walker, 2008). Other studies find that a state’s credit rating measures 

its economic wellbeing (Uyar and Escarraz, 1995; Liu and Thakor, 1984). A state credit rating, 

therefore, influences a state’s investment decisions, and mitigates the information asymmetry 

problem for prospective investors (Walker and Krueger, 2009). 

Investment theory suggests that organizations operating an investment fund must have 

credibility for effective management of investors' fiscal resources. An excellent credit rating for a 

state government’s debt not only builds confidence in the state’s investment arrangement but 

also in other investment pooling arrangements that the state may be contemplating. Hence, it is 

suggested that states that have higher credibility, (as measured by their General Obligation (GO) 

credit rating) are more likely to be successful in obtaining depositors and hence, likely to adopt 

LGIPs to commingle government funds. The following hypothesis is tested: 

Hypothesis 1:  The higher a state’s General Obligation bond rating, the higher the 

likelihood of its adoption of an LGIP. 

Quality of Professional Leadership in the Public Sector 

The credibility of an investment program is related to the perceived quality of 

professional leadership responsible for investment decision making (Davar and Gill, 2009; 

Lewellen et al., 1977). The level of trustworthiness and competence are associated with the level 

of professional training, good judgment, and an understanding of complex securities and market 
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operations (Davar and Gill, 2009; Lewellen et al., 1977). Contemporary leadership literature 

suggests that skills, competency, and strategies define the quality of leadership (Denhardt et al., 

2012). The literature also emphasizes that these capabilities are manifested through education 

and professional training. 

In the government sector, the Master of Public Affairs (MPA)1 degree specifically targets 

the education and training of students aspiring to leadership roles in government. The MPA  is a 

professional degree that trains students to be leaders and managers in the public sector 

(NASPAA, 2013). It prepares persons for key policy making positions in government (Bavon, 

2014; Conant and Housel, 1995; Jennings, 1989). The degree is designed to develop the capacity 

for policy making, program planning, and management to resolve important organizational and 

societal challenges and is, therefore, associated with professional leadership in government 

(NASPAA, 2013). The MPA program covers essential financial management skills that 

managers need in public organizations (Grizzle, 1985). 

Carr et al. (2009) and LeRoux et al. (2010) find evidence to suggest that public managers 

with an MPA degree are more likely to participate in an interlocal service cooperation and joint 

problem solving. The studies argue that the MPA degree emphasizes efficiency, effectiveness, 

and equity in the management of public resources. These authors confirm that the MPA degree 

provides a foundation for the leadership skills that public leaders need to make and implement 

policies. 

11 MPA is broadly defined to include all graduate programs in public affairs and includes Master’s degree in Public 

Administration, Public Service, Public Affairs, Public Policy among others.  
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However, not all the MPA programs are accredited by Network of Schools of Public 

Policy, Affairs and Administration (NASPAA). Accreditation is a declaration of the quality of a 

program based on peer review and recognized standards of core competencies (Cret, 2011). 

Accredited programs have a higher standard of education due to a higher quality of training that 

produces competent and qualified professionals (Brumbaugh, 1949). Accreditation ensures that 

public employers receive a highly qualified pool of workers. It provides the public with a basis 

for appraising the competence of public practitioners and promotes the public interest by 

assuring an adequate supply of qualified public administrators (Brumbaugh, 1949).  

Thus, accreditation of an MPA program assures that the program meets certain high 

standards (Conant and Housel, 1995; Jennings, 1989). Like the credit rating of a state bond issue, 

accreditation of an MPA program certifies the trustworthiness and competency of the program. 

Brintnall (1998) surmises that accredited MPA programs (1) promote quality in the training and 

education of public managers; (2) promote a quality environment for the effective working of the 

public managers; (3) promote professional skills that managers should possess. And hence, 

influence agenda setting by public managers in the state legislature. 

If accredited MPA programs are performing as intended, then they should influence 

policy at the different levels of government. Hence, the number of accredited MPA programs in 

a state should improve fiscal management at the state and local government levels and lead to 

increased usage of innovative policies and programs such as LGIPs. States with more accredited 

MPA programs are associated with better policy making machinery. These programs influence 

policy making through their outreach activities. And they provide consultancy services to 

governments that help to shape pubic policies. The following hypothesis is proposed.  
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Hypothesis 2: States with a higher number of accredited MPA programs are more likely 

to adopt an LGIP. 

Political Fragmentation of States 

Governments in the United States are politically fragmented at state, county, and 

municipal level. States may sanction the creation of special districts, including independent 

school districts, with taxing authority. These special districts operate alongside cities. Many of 

these local governments serve relatively small populations. For example, in Texas about 70 

percent of the incorporated cities in the state have a population of less than 5,000, and more than 

90 percent have a population that is less than 25,000. Several other states, such as Pennsylvania 

and Illinois, are highly fragmented politically. 

Because of their small sizes, U.S. local governments, do not have the requisite scale to 

purchase competitive securities in the national marketplace (Pantages, 2009; Strachota, 1991). 

Local governments do not have the financial resources to hire fund managers and investment 

analysts conversant with the securities market for effective investment management (Bunch, 

1999; Miller, 1991). Furthermore, the dealer oriented money market industry trades in very large 

denominations, excluding many small and medium-sized governments from directly buying 

premium quality securities (Pantages, 2009; Strachota, 1991). 

To address the problem of fragmentation, political units in a state need to achieve 

economies of scale. One way of gaining economies of scale is through consolidation of 

governments. Consolidation leads to technical efficiency and effectiveness in the administration 

of services (Leland and Johnson, 2004; Carr and Feock, 2004). Consolidation also provides 
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mechanisms to overcome barriers to cooperation and eliminates the risk of failure should the 

local governments enter into a collaborative agreement (Carr and Feock,). However, 

consolidated governments lose their political autonomy, a cost few local governments and their 

citizens are willing to incur. 

However, the challenges of economy of scale may be resolved through pooling of 

resources without resorting to consolidation (Feiock, 2013; Kwon and Feiock, 2010; Andrew, 

2009; LeRoux, 2007; Jang, 2006; Thurmaiar and Wood, 2004; Agranoff and McGuire, 2003).  

LGIPs address the challenges of economies of scale through pooling of local government funds 

for investment (Pantages, 2009; Bunch, 1999; Strachota, 1991). Consequently, the degree of 

fragmentation of a state likely affects its need to provide an alternative that aids in redressing the 

barriers faced by its local governments when investing their cash balances. Collaboration 

through LGIPs is consistent with the economic utility theory of maximizing the satisfaction of all 

members in the pooling arrangement. 

States with more local governments are likely to pursue arrangements that enable the 

pooling of cash to take advantage of the economies of scale that pooling provides. This research 

submits that while small governments have incentives to use LGIPs, states with more local 

governments provide opportunities for their governments to collaborate with each other for 

investment purposes and hence, are more likely to adopt LGIPs. The following hypothesis is 

tested: 

Hypothesis 3:  States with a higher number of local governments have a greater 

likelihood of adopting an LGIP. 
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State Political Factors 

A state’s political factors affect policy and program decisions (Jeong, 2006; Berry and 

Berry, 2007; 1992; 1990). The political environment in which politicians operate in influences 

their policy decisions (Mayhew, 1974; 2004).  The literature shows that when there is a united 

government, that is, when the same party controls both houses of the legislature, there is a higher 

probability that an initiative to establish a policy will pass (Kerwin, 2003; Huber et al., 2001). 

There is a higher level of agreement in political decision making if the same party controls both 

houses of the state legislature. A higher unity score in the state legislature likely leads to a higher 

degree of consensus in policy deliberations with both houses more likely to approve legislation 

introduced by the executive, or either party in the legislature. 

Other studies have tested the effect of a particular party on policy adoption. For example, 

Jeong (2006), asserts that when the Democratic Party controls the legislature there is a higher 

likelihood that impact fee policy will be adopted. He explains that this is because a Republican 

government is less likely to intervene in private markets (Jeong, 2006).  When a state adopts an 

LGIP for local government investment, a state is acting more entrepreneurially and takes some 

risk with public funds (Klein et al., 2010). As such, a Republican-dominated state government is 

more likely to adopt an LGIP because it is the party that defers to addressing public policy 

problems using market solutions (Jeong, 2006).  The following hypotheses are tested: 

Hypothesis 4a: A state with a united government, where the same party controls both 

houses of the legislature, has a higher likelihood of LGIP adoption. 

Hypothesis 4b: A state where Republicans control both the executive and the 

legislature has a higher likelihood of LGIP adoption. 
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Fiscal Capacity 

Extant literature suggests states with higher fiscal capacity tend to have higher quality of 

governments and are better able to acquire and implement newer technologies and innovations 

(Moore, 2007). A state’s fiscal strength enables it to provide more services to its residents and 

sub-state government agencies. 

Consistent with Neumann and Morgenstern’s economic utility theory, we expect 

governments with a greater fiscal capacity to consider investment strategies to protect and 

increase the return on their wealth (see also Mlambo and Oshikoya, 2001). Greater fiscal 

capacity relates to reducing the cost of investments and management of LGIP portfolios. Large 

portfolios are associated with economies of scale that provide cost savings for administrative 

charges, which reduces the cost of investing (Orndorff and Syal, 1997; Larson, 1994; Strachota, 

1991; Thompson, 1988). Therefore, states with larger fiscal capacity have an advantage of lower 

transaction costs when initiating LGIPs for investing the cash reserves of their governments. 

Prior studies also confirm that fiscal capacity is directly related to the level of investment 

activities and investment choices (Featherstone and Goodwin, 1993). While high cash 

availability correlates with a greater likelihood of LGIP adoption, because of the industry dealing 

in large denominations, states reporting low fiscal capacity are less likely to adopt such 

innovations (Kovenock and Phillips, 1997).  Lower fiscal capacity is associated with reduced 

disposable income. A state with low fiscal capacity may simply not have enough to invest, or it 

must channel more of its revenue into debt servicing for infrastructure development thereby 

lowering cash reserves. As such a positive relationship is conjectured to exist between a state's 

adoption of an LGIP and the aggregate cash and security holdings in the state. 
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However, if a state has a higher capacity but has alternative sources of investment that it 

uses, it is less likely to need an LGIP. States with greater cash assets, or their equivalents, have 

established relationships with brokers and other investment advisors that reduces the need for an 

LGIP. The following hypotheses are plausible. 

Hypothesis 5a:    An increase in the fiscal capacity of a state, the higher the likelihood of 

LGIP adoption.   

Hypothesis 5b:  An increase in the use of alternative securities by a state, the lower the 

  likelihood of LGIP adoption. 

Administrative Capacity 

Administrative capacity is an organization’s ability to improve administrative and 

management functions and thereby increase its effectiveness.  Human resource characteristics, 

management strategies, skills, quality of service delivery, and performance provide insights on 

an organization's administrative capacity (World Bank, 2006). Research shows that education 

and the professional qualifications of the investment decision makers improve technical skills 

and investment choices (Davar and Gill, 2009). Strong administrative capacity helps 

organizations overcome the cost of institutional policy change and reduces the transaction costs 

associated with policy adoption (Jeong, 2006). 

LGIPs operate in a sophisticated sector that requires investment analysts that are 

conversant with the operations and legal constraints in the securities market. The management of 

LGIPs requires skills in portfolio and asset management, forecasting, negotiation for competitive 
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interest rates, and a sophisticated understanding of the investment market. It is a realm that 

requires that organizations have advanced specialized skills and administrative capacity. It 

requires skills in accounting, auditing, custody, disbursement of funds, and investment 

administration on a very large scale. Administrative capacity is, therefore, conjectured to be 

positively related to policy adoption as it is an indication of a state’s sophistication and ability to 

manage the pool. 

Hypothesis 6:   An increase in the administrative capacity of a state increases the 

likelihood of LGIP adoption. 

Proximate Neighbors 

Following the widely held view that new policy innovations spread through proximate 

neighbors, this dissertation argues that as a state's neighbors adopt an LGIP, it is more likely to 

adopt one (Jeong, 2006; Berry and Berry, 1992; 1990; Walker, 1969). The logic of the proximate 

neighbor theory is that states are interested in what policies their neighbors are adopting and will 

follow suit in order not to be disadvantaged financially or politically (Berry and Berry, 2007). 

However, the argument that states adopt policies, such as lottery and casino gambling, 

because they do not want to lose revenues to neighboring states when their residents cross over 

lacks the same compelling explanation in the case of LGIP adoption because LGIPs operate only 

within state boundaries. The proximate neighbor argument can, however, be explained by 

regional competition and a desire not to be left behind (Jeong, 2006). Following these arguments, 

the following hypothesis is tested that the adoption of LGIPs follows a regional pattern. 
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Establishing an LGIP affords the state and its local governments an opportunity to commingle 

their investment funds and reap similar benefits to that of their nearest neighbors. 

Hypothesis 7: An increase in the number of neighboring states adopting an LGIP 

increases the likelihood of LGIP adoption. 

Framework of LGIP Institutional Typologies 

One way of classifying organizations is by their legal ownership (Pesch, 2008; Antonsen 

and Jorgensen, 1997; Bozeman and Bretschneider, 1994). In the case of LGIPs, there are two 

basic types – those that are state-sponsored and those that are collaborations of local 

governments formed through an ILA. In state-sponsored pools the state creates and administers 

the LGIP and local governments, in turn, purchase units in the LGIP's portfolio. Local 

government sponsored pools operate similar to the state sponsored ones, but are owned jointly by 

various local governments described as participants. 

Public service values such as accountability, legitimacy, and transparency provide 

another basis of classifying organizations (Antonsen and Jorgensen, 1997). LGIPs may be open 

to external regulation and place as a top value safety and liquidity of the investible public funds. 

Such pools are described as risk averse. On the other end, another LGIP seeks higher yields and 

is described as performance oriented pool. 

The extent to which an LGIP subscribes to external industry standards and regulation 

provides yet another basis for classification. SEC Rule 2a-7 and external rating agencies 

prescribe safety and liquidity requirements for money market pools like LGIPs.  Rule 2a-7 and 

rating requirements also prescribe accountability mechanisms, transparency, and reporting 
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expectations. Whether an LGIP receives a rating and submits voluntarily to the terms of Rule 2a-

7 provides another basis of classification. 

When a public organization contracts out portions of its operations, it is opening itself to 

external influence that introduces competing market values in government operations. The 

contracting out of an LGIP’s portfolio management constitutes an external influence that 

constrains the operation of the LGIP to that of a prescribed industry standard. LGIPs that are 

internally managed and not rated are not constrained by such external standards. A mechanism 

for integrating the various measures of organizational types, (contracting out versus internal 

management, and rated versus not rated pools) produces typologies that allow us to place the 

LGIPs on a continuum based on the extent of external influence (Bozeman, 1984). 

A Theory of Investment Pool Performance and Hypotheses 

Figure 2 shows a theoretical framework for the performance of LGIPs. It operationalized 

performance as the difference between yield and federal funds rate (FFR). An increase in the 

yield above the FFR increases performance, which also measures the risk premium.   Yield is 

influenced by the institutional types of LGIPs, competition, and economic recession. 

Theoretically, there is a positive relationship between yield on one hand and WAM and total net 

assets on the other. The following sections discuss in detail each of these factors that affect LGIP 

performance beginning with the various institutional arrangements for LGIPs. 
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Institutional Typologies 

Based on the previous discussion of the alternative ways to institutionally classify LGIPs, 

four types of state-sponsored LGIPs are identified based on their degree of external influence: (1) 

those closed to external influence (closed LGIPs), (2) those with low external influence (semi-

closed LGIPs), (3) those with moderate external influence (semi-open LGIPs), and (4) those 

open to external influence (Open LGIPs). 

LGIPs with greater risk aversion rely to a greater degree on industry standards, such as 

SEC Rule 2a-7 or an external rating or the use of third-party investment managers. Rule 2a-7, for 

example, constrains the possible arbitrariness in the use of risky securities and, thereby, reduces 
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the risk premium of investments and ensures higher liquidity for the pool. By requiring that 

portfolios be highly liquid, the rule places more restrictive limits on the pool's WAM, which 

lowers the return on investment than otherwise could be earned if the LGIP set its own limits 

through its investment policy. 

Investment theory suggests that there is a positive relationship between risk and expected 

return (Markowitz, 1952). The greater the risk of default the higher the return (Nagy and 

Obenberger, 1994; Neumann and Morgenstern, 1953). External managers of a pool give priority 

to maintaining depositors’ principal, which means they opt for safety over higher returns.  And 

deferring to industry standards provides a safe cover for them. By contrast, LGIPs that operate 

with less external influence, or higher performance orientation, opt to keep portfolio 

management in-house, and report a higher level of performance due to the greater discretion they 

have. These pools are less compelled to “play it safe” because they are not under contract. Given 

these dynamics, the following hypotheses are tested: 

Hypothesis 8a: Closed LGIPs have a higher performance than those organized as 

semi-closed, semi-open or open LGIPs. 

Hypothesis 8b: Semi-closed LGIPs have a higher performance than those organized as 

semi-open or open LGIPs. 

Hypothesis 8c: Open LGIPs have a lower performance than all the other pool types. 
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LGIP Ratings and Rule 2a-7 

The rating of an LGIP provides insight into the prudent management of the pool. A rating 

provides investors with an objective measure of the quality and vulnerability of the LGIP's 

portfolio to market changes. Credit rating provides an independent appraisal of an organization’s 

relative standing in the investment world (O’Hara, 2001; Bland and Yu, 1989). Rated LGIPs, or 

ones that receive a higher rating, operate with greater regulatory scrutiny because they operate 

under the terms of Rule 2a-7 and are risk averse with regards to their WAM. 

LGIPs operate on the principle of safety, liquidity, and yield where investment managers 

consider safety first, followed by liquidity, before yield.  Higher returns for the pool are not the 

investment manager’s priority since that requires a portfolio with a higher risk (Bland, 

Nukpezah, and Shinkle, 2015). That higher risk may be acquired through the purchase of lower 

rated securities or the purchase of securities with longer maturities. In both cases, the pool’s 

investment policy guides the manager on what level of risk is acceptable. 

LGIP ratings ensure that safety and liquidity are the highest priority, with yield a distant 

consideration. While it could be said that LGIPs that are rated by one or more of the rating 

agencies are associated with a higher safety and liquidity relative to LGIPs that are not rated, the 

same could not be said of their yield.  The expected relationship is consistent with the modern 

portfolio theory that for a given amount of risk, there is an expected return. When investors take 

more risks, they expect to be compensated with higher returns on their investments and vice 

versa (Markowitz, 1952). Alternatively, the satisfaction that investors enjoy with higher safety 

and liquidity of their pooled funds due to compliance with rating requirements is moderated by 

lower yield (Nagy and Obenberger, 1994; Neumann and Morgenstern, 1953). The following 

testable hypotheses are proposed: 
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Hypothesis 9a:  Rated LGIPs have a lower performance compared to unrated pools 

Hypothesis 9b:  LGIPs with higher rating report lower pool performance. 

Contracting out Portfolio Management of LGIPs 

The portfolios of LGIPs are either internally managed by a professional staff of the host 

organization or are outsourced through a contract to a private firm.  Contracting of government 

functions to the private sector became a growing trend in the 1980s and 1990s. The widespread 

assumption was that the competition from market-based providers would result in superior 

quality service at a lower cost to what was provided by government agencies (Hood, 1991). The 

emphasis on economic perspectives and administrative efficiency reflects the intense pressure on 

those in the public sector to achieve more with fewer resources (Barzelay, 1992; Moe, 1987). 

Moe (1987) argues that the public sector is too large and that the private sector better 

handles multiple functions of government. Osborne and Gaebler (1992) advocate the use of 

private sector strategies and the discipline from competition to improve public sector efficiency 

and service-orientation. The higher level of customer service associated with the private sector is 

expected to drive depositor demand and consequently increase pool performance. 

The proposition suggesting contracting out leads to higher performance has received 

some support in the literature. One reason is that the risks of financial failure are shifted to the 

private provider who then bears the financial loss should the initiative fail (Bland, 2013, 7). The 

private provider must meet performance expectations or risk losing the contract. Research 

findings also show that public organization workers are considered risk averse compared to their 

private sector counterparts (Buurman et al., 2012; Bozeman and Kingsley, 1998; Bellante and 
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Link, 1981). The higher risk aversion of public workers is due to red tape and a culture that 

rewards taking lower risks (Bozeman and Kingsley, 1998). And the inclination of people in the 

public sector is to choose a less risky option and be more charitable (Buurman et al., 2012). 

However, in government investing, the top priority is safety of the principal and liquidity 

of the fund, and only after these two are satisfied does yield become a factor in the choice of 

investments (Bland, Nukpezah, and Shinkle, 2015; Mikesell, 2011). There is at least one 

example to suggest that when an LGIP contracts out to a third party, it does so to address some 

decisions that compromised the safety and liquidity of the fund in pursuit of higher yield (Bland 

Nukpezah, and Shinkle, 2015; Bunch, 1999). Hence, an investment management firm that 

receives a contract to manage an LGIP is usually concerned with preserving the overall safety of 

the principal and assuring the liquidity of the fund. Yield is the lowest priority. 

Moreover, the investment sector is quite sophisticated, whether in government or in the 

private sector, with a high level of professionalism required (Pantages, 2009; Bunch, 1999; 

Strachota, 1991; Miller, 1991). The private investment management firms in particular are 

heavily regulated by various combinations of federal agencies and state governments and comply 

with industry norms and, therefore, are not an avenue for risk taking with government resources 

(Bovbjerg and Maynard, 1989). This study hypothesizes the following:   

Hypothesis 10:  Contracting out the investment management functions of an LGIP 

 does not increase performance relative to pools that retain investment 

 management in-house. 
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Level of Competition in LGIP Market 

Some state pools operate in a monopolistic LGIP market where there is only one pool 

available to local governments in the state. Other states, however, maintain a liberal market 

approach that allows for a plurality of LGIPs. Thus, there are states that have only one LGIP 

serving the investment needs of governments as in Oregon, Utah, Tennessee, and New Mexico, 

and those with multiple pools such as California (63), Texas (12), and Pennsylvania (8). For 

states that allow multiple LGIPs, it is speculated that the LGIPs will compete with some or all 

other pools in the state for local government funds. 

Studies have demonstrated the impact of competition on economic performance of 

enterprises (Davies et al., 2004). Competition may be as a result of deregulation, in which 

restrictions to entry are removed and the market liberalized. In his seminal work, Adam Smith 

(1776) asserts that a competitive environment leads to successful growth of businesses and a fair 

deal for consumers. From a neoclassical economic perspective, competition is defined as a 

situation where multiple firms supply similar products at a price equal to the marginal cost 

(Davies et al., 2004). Competition, therefore, leads to rivalry among businesses with similar 

products for the limited patronage of buyers. This contrasts with monopoly where a single player 

operates in the market with a liberal price regime, which could be in excess of the marginal cost. 

When the market is opened to competition, it leads to an increase of resourceful 

entrepreneurs who take advantage of the changes in market segmentation to be innovative in 

product design and presentation (Davies et al., 2004). Competition also leads to more choices of 

products for consumers while entrepreneurs take advantage of cost reducing technology. Hence, 

Davies et al. (2004) surmise that competition is associated with better pricing, improved quality 

of products, and a variety of choices. 
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Competition decreases information asymmetry among consumers, which improves the 

efficiency of client service delivery and improves the demand for quality service by clients at the 

marginal cost (Armstrong et al., 2011; Akins et al., 2011). The observed result of the effect of 

competition is predicted to be positive. Competition, is therefore, associated with reduced cost of 

investing since the LGIPs will be outbidding each other’s offers with higher returns and lower 

operating costs. The consequence of competition is an improvement in the overall level of usage 

of LGIPs in the state leading to their collective benefit and overall better performance of the 

pools in that state. 

However, competition is not always associated with the best behavior of managers. 

Studies show that professional standards could be jeopardized, product advertisements could be 

misleading due to the desire to outperform competitors (Davies et al., 2004). A case in the 

service sector illustrates the compromises that occurs with competition. Hausman and Leibtang 

(2007) find that the entry of a major competitor (e.g. Wall Mart) into a market is usually 

followed by the traditional outlets decreasing their prices. However, they reveal that the 

reduction in price is at the expense of reducing wages and benefits of workers. The better price 

consumers receive is at the expense of the quality of service they are offered. 

It is proposed that the scenario that Hausman and Leibtang (2007) describe is illustrative 

of the effect of competition in the LGIP market. It is contended that competition in a state’s 

LGIP market compels fund managers to offer higher returns to their clients, but this is at the 

expense of increasing risk-taking behavior among fund managers. Hence, it is predicted that the 

effect of competition on performance of LGIPs will vary with factors that contribute to greater 

riskiness of the LGIPs such as increasing the WAM of the pool or the decision to receive rating 

or not. 
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The study also speculates that the effect of competition on performance will be greatest 

during an economic recession. During an economic recession there is a general shortage of funds 

and deposits are low. Fund managers try to be more competitive to increase their investible 

funds. The effect of competition on performance is expected to vary by a recession. Given that 

LGIPs with greater net assets report higher performance, it is also suggested that the effect of 

competition varies by total net assets.  The study tests the following hypotheses. 

Hypothesis 11a:  LGIPs that operate in states with multiple pools (competition) 

have higher performance. 

Hypothesis 11b:  The effect of competition on LGIP performance varies by rating or 

   Rule 2a-7. 

Hypothesis 11c:  The effect of competition on LGIP performance varies by total net 

assets of the pool. 

Hypothesis 11d:  The effect of competition on LGIP performance varies by whether 

   there is a recession or not. 

Hypothesis 11e:  The effect of competition on LGIP performance varies by the 

    WAM. 

Economic Recessions 

 The research literature indicates that economic recessions adversely affect the fiscal capacity 

of local governments. In a survey on local government practices, Afonso (2013) finds that home 

values decreased and businesses fail during economic recessions. She also finds that local 
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governments made cuts in their budgets and programs. Recessions also affect the nonprofit 

sector. Salamon et al., (2009) find that 80 percent of the nonprofits they surveyed reported fiscal 

stress as a result of economic recessions. The nonprofit corporations experience collapse of their 

investment assets. It is even suggested that fiscal challenges during economic recessions affected 

credible commitment to public private partnerships, which are based on trust and reciprocity 

(Overton and Bland, 2014). 

 Periods of economic recession also reduce available funds for investment due to the 

slowdown of the economy (Bland, Nukpezah, and Shinkle, 2015).  An increase in the demand 

for investible cash due to the short supply of funds in the investment market is expected during 

recessionary periods. The Federal Reserve Bank typically responds to economic recessions by 

reducing interest rates to stimulate the economy, which increases the value of securities held in a 

portfolio. Hence, the higher returns that money market funds report during economic recession. 

However, the high values of the portfolios could not be sustained if the recession drags on. There 

should be other explanations of the higher recession. 

Two possible explanations are proposed. First, there are higher market risks of 

investment during periods of economic recessions because of the risk of losing the value of one’s 

investment due to low-interest rates. To compensate investors, fund managers offer higher 

returns for cash that is deposited relative to the prevailing market price (Nagy and Obenberger, 

1994; Neumann and Morgenstern, 1953; Markowitz, 1952). A positive relationship between 

periods of economic recession and performance is, therefore, speculated. But the higher return 

that investors offer is compensated with the lower liquidity. It is postulated that the effect of 

periods of an economic recession on performance varies by the WAM. 
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A second explanation is that since LGIPs are considered safe havens for cash, during 

periods of economic recession, treasury managers scramble for avenues to deposit their cash 

resulting in an upsurge in the level of deposits (Bland, Nukpezah, and Shinkle, 2015). The 

upsurge in deposits is expected to result in a reduced cost of investment as a result of spreading 

the administrative cost across deposits. Hence, the performance of the pools is expected to 

increase. If this assertion is true, then the effect of a recession on performance varies by net 

assets. 

Hypothesis 12a:  The performance of LGIPs are higher during periods of economic 

 recession. 

Hypothesis 12b:  The effect of economic recession on LGIP performance vary by the 

    weighted average maturity. 

Hypothesis 12c: The effect of economic recession on LGIP performance vary by the net 

   assets of the LGIPs. 

Chapter Summary 

Table 3.1 summarizes the hypotheses tested in this study. There are seven explaining the 

likelihood of LGIP adoption in a state.  It is hypothesized that adoption is influenced by the 

quality of fiscal management, quality of professional leadership in a state, number of local 

governments and fiscal conditions. Political factors are also tested as well as the effect of 

proximate neighbors on the likelihood of adoption. Six hypotheses are tested to explain the effect 

of institutional arrangement, rating, contracting out, competition, net assets and recession on 

performance. 
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H: Table  3.1 Summary of  Hypotheses Tested Expected 

sign 

Likelihood of LGIP Adoption is determined by… 

1 Quality of fiscal management (state’s General Obligation bond rating) 

Rated AAA > Rated AA > Rated A > Rated BBB 
+ 

2 Quality of professional leadership (number of accredited MPA programs) + 
3 Number of local governments in a state + 
4A A united government + 
4B Republicans control both the executive and the legislature + 
5A The fiscal capacity + 
5B The use of alternative securities (Cash and security holdings) - 

6 The administrative capacity (financial administration) + 
7  The number of proximate neighbors at the time of adoption + 

Performance of LGIP is determined by… 

8A Closed LGIPs (vs semi open) + 
8B Semi-closed LGIPs (vs semi open) + 
8C Open LGIPs (vs semi open) - 
9A  Rated LGIPs - 
9B Higher Rating - 
10 Contracting out. - 
11A LGIPs that operate in states with multiple pools (Competition) + 
11B Competition X rating - 

11C  Competition X net assets + 
11D Competition X recession  + 

Competition X WAM + 
12A Recession + 
12B Recession X WAM + 
12C Recession X net assets of the LGIPs + 
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CHAPTER 4 

RESEARCH DESIGN AND METHODOLOGY 

This chapter discusses the research design and the framework within which three studies 

are conducted.  The first study (Chapter 5) examines the factors that drive a state’s decision to 

adopt an LGIP.  The second study (Chapter 6) develops and describes typologies of LGIPs based 

on their institutional characteristics. The third study (Chapter 7) examines the effect of these 

institutional differences on the performance of LGIPs using a subset of states. The current 

chapter also discusses the sources of data, the variables used in the analyses, operationalization 

of concepts, and the measurement of variables. It discusses the analytical framework with model 

specifications for the study hypotheses.  

Determinants of the Adoption of LGIPs 

A model is specified to assess the determinants of a state's likelihood of adopting an 

LGIP. The probability of adoption of an LGIP in a given year is the dependent variable. The 

predictors of theoretical interest are the quality of fiscal management and the quality of 

professional leadership in public service. 

The year of adoption of the first LGIP in each state and all subsequent years is coded 1 

and zero otherwise. All years prior to adoption are coded 0. For example, the first state to adopt 

LGIP is Connecticut in 1972. Hence, Connecticut is coded 1 for 1972 and all subsequent years. 

Texas, on the other hand, did not adopt its first LGIP until 1989. Hence, years from 1972 to 1988 
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are coded 0, and 1 subsequently. Rhode Island adopted in 2011. Hence, Rhode Island is coded 0 

from 1972 to 2010, and 1 thereafter.  The six states that have not adopted LGIP are coded 0 

throughout. Data on the dates of state adoption of LGIPs are obtained through documentary 

searches from each state's LGIP website, from the pool profiles prepared by S&P, and a web 

search through the legislative records in the states. 

Independent Variables 

For this study, the quality of fiscal management is measured using each state’s GO bond 

rating. Four dummy variables are developed using S&P’s rating for each state (AAA, AA, A, 

and BBB). The + and – ratings used by S&P to distinguish higher or lower credit quality in each 

category are ignored, and the base ratings are used. Those states with no general obligation (GO) 

bond rating served as the reference group, making for easy interpretation. Data on credit rating is 

from Standards & Poor’s for the period of the study. Given that state bond ratings can change 

during the year through and upgrade or downgrade, the rating by the state’s credit rating as of 

each July is considered the rating for the year. Although Fitch and Moody’s provide a bond 

rating on the states, only the ratings from S&P are used since S&P ratings are used in evaluating 

the quality of LGIPs. 

A count of the number of NASPAA accredited MPA programs in a state measures the 

quality of professional leadership in its public service. Data on NASPAA accredited MPA 

programs in each state were provided by the Network of Schools of Public Policy, Affairs and 

Administration.  These data are only available from 1980 when NASPAA began accrediting 

MPA programs. The period from 1972 to 1979 is recorded as zero for each state. 
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NASPAA adopted its program of voluntary peer reviews and standards for professional 

degree programs that evaluates masters’ degrees in public affairs and administration in 1977.  

However, the first accreditations were released in 1980. The accreditation process is a 

combination of a program of study and campus visits by a team from the Commission on Peer 

Review and Accreditation (COPRA). The final accreditation approval is based on the overall 

quality of the program, and how well it conforms with its mission to train policy makers 

(NASPAA, 2014 pg. 1). As of 2014-2015 accreditation cycle, 184 programs, representing 61 

percent of eligible member programs have received accreditation from NASPAA globally. In 

1980, there were only 42 NASPAA accredited MPA programs in the 50 states. Currently, about 

42 states have at least one NASPAA accredited MPA program. 

Eight states do not have a NASPAA accredited MPA program. These include Alaska, 

Hawaii, Maine, Montana, Oklahoma, Rhode Island, Wisconsin, Wyoming, and New Hampshire.  

Nine other states maintain only one NASPAA accredited MPA program, these include 

Connecticut, Delaware, Minnesota, Nebraska, Nevada, North, and South Dakota, Vermont, and 

West Virginia. The most endowed states, however, are California (18), New York (12), Texas 

(11), and Georgia (10). It is hypothesized that states with more NASPAA accredited MPA 

programs are more likely to adopt an LGIP. 

The level of political fragmentation for a state is measured by a count of the number of 

local governments in the state (Sharp et al., 2010). It is assumed that states with more local 

governments have greater incentives for collaboration and hence, are more likely to adopt an 

LGIP. The number of governments in the U.S. had increased steadily from 78,269 in 1972, when 

the first LGIP started, to 90,102 in 2012. There has been a 13.14 percent increase in local 

governments over the last 40 years. Similarly, the number of local governments in each state has 
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varied across the states and over time. Hawaii has the least number of local governments— 20 in 

1972 and increasing by 10 percent to its current number of 22. Other states with fewer local 

governments as of 2012 include Rhode Island (134), Alaska (178), and Nevada (192). Illinois 

has the most local governments with a 2012 count of 6,964, followed by Texas, Pennsylvania, 

and California, which reported 5,148, 4,898, and 4,426 respectively. 

Two variables are used to assess the effect of partisan political influence on the 

probability of LGIP adoption among the states. For a united government, a dummy variable 

(United) is coded 1 when the same party controls both houses of the legislature, and 0 otherwise. 

Similarly, when Republicans control both houses of the legislature and the executive, a second 

dummy, (Republican) is coded 1, and 0 otherwise. Data on the partisan political variables are 

from the annual reports (1972 to 2012) prepared by the Council of State Governments. 

Measuring administrative or fiscal capacity is more problematic. However, appropriate 

proxies have been utilized to measure the concept (Baskaran and Bigsten, 2012; Jeong, 2006). 

Measures for fiscal capacity include tax effort (Mkandawire, 2010), taxes to GDP ratio 

(Baskaran and Bigsten, 2012), the ratio of revenue capacity to expenditure needs (Rueben et al., 

2006). Another measure is the ratio of total state revenue less spending and total state spending, 

which is termed fiscal health (Berry and Berry, 1990; 1992). In the literature, administrative 

capacity is measured with the per capita expenditure (Jeong, 2006), or the proportion of 

expenditure on a particular policy area (Mintron, 1997). 
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The study measures the fiscal capacity2 with state and local government per capita 

income, and cash and security holdings. Cash and security holdings include state and local 

government cash on hand, demand, savings, or time deposits as well as government and private 

securities (U.S. Bureau of Census). While a positive relationship is predicted for per capita 

income, a negative is expected for cash and security holdings because this measure includes cash 

held in alternative investments. States that have a higher level of these holdings are less likely to 

adopt an LGIP because they presumably have less of a need for this pooled approach to cash 

investment. 

Following Mintrom (1997) and Jeong (2006), administrative capacity is measured using 

the amount of government expenditures on fiscal administration. States with high levels of 

expenditure on fiscal administration are more likely to consider spreading the cost to other 

governments by creating an LGIPs. State and local government data are from the U.S. Census 

Bureau. Fiscal administration measures state and local government expenditures for activities 

involving finance and taxation. It also includes expenditures for the supervision of local 

government finances, administration of employee-retirement systems, debt, and investment 

administration. Per capita income is the total personal income of the state and local government 

divided by the population. 

A count of the number of neighboring states that have previously adopted an LGIP at the 

time of adoption measures proximate neighbors. Proximate neighbors are for the 48 contiguous 

states. This variable excludes Hawaii and Alaska because they do not have neighbors. Also, the 

2 The definition of fiscal terms is from the Glossary of Selected Terms Used in U.S. Census Bureau Publications on 

Government Finances, 17-December-2008. This is obtained from U.S. Bureau of Census. 
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pairs, New Jersey and Maryland, and Massachusetts and Maine are considered neighbors 

because of their proximity (Berry and Berry, 1990). 

Data Analysis 

This study examines the likelihood that a state adopts an LGIP at a given point in time. 

Studies on what determines whether an organization uses a service or not are normally structured 

using a dichotomous probit dependent variable involving cross-sectional data (Allison, 2004). 

This method is accurate only if all the assessed organizations started using the service around the 

same time. Otherwise, this approach is methodologically flawed. The flaw is because there is no 

congruence between the dependent and independent variables in terms of when they occurred, 

and the relationship is anachronistic. That is, current variables are used to explain a phenomenon 

that occurred several years earlier leading to biased estimates and wrong conclusions (Mills, 

2011; Allison, 2004). 

For example, Connecticut adopted an LGIP in 1972, Maryland in 1982, Alaska in 1992, 

and Rhode Island in 2011. It would be erroneous to assess the determinants of the adoption of 

LGIPs by a state using current variables to explain an event that occurred in different decades. 

The anomaly is because the factors that existed at the time of adoption may not be the same 

today. To correctly assess what determines the adoption of LGIPs by a state, longitudinal data 

using a dichotomous dependent variable is required. Longitudinal data also enable the prediction 

of the probability of use for each year.    

Event history analysis provides a superior methodology for analyzing such data. An event 

history analysis allows for the prediction of the probability of use of an innovation given a set of 
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independent variables. An event is a qualitative change that occurs at a specific point in the life 

of an organization (Allison, 1984 pg. 9). Event history is thus, a longitudinal record of when an 

event happened to a sample of organizations (Jeong, 2006; Allison, 1984). For the purpose of 

this study, the event history is a record of when states adopted LGIPs. The dates the states 

adopted an LGIP is of interest. The event history for each of the states includes data that explains 

why the event occurred at that point in time. 

An important concept in event history analysis is the risk set. In this study, the risk set is 

the states that are “at risk” of adopting an LGIP. Once the state begins to use the LGIP, it is no 

longer considered at risk. In this specification, the event of adopting an LGIP, like death, is one 

that cannot be repeated. Thus, the size of the risk set decreases with time.  An event history 

analysis of the adoption of LGIPs in the United States has a risk set of 50, constituting all the 

states. This risk set declines annually as the number experiencing the event — adoption of an 

LGIP — increases. As of 2012, there were 6 censored states,3 i.e. states that chose not to adopt 

an LGIP. Excluding these from the analysis underestimates the probability of adoption and leads 

to biases in the estimates (Allison, 2004). 

There are several event history models that estimate the hazard rate. Since the time of the 

adoption of LGIPs by each state is not measured exactly, the continuous event history analysis 

method is not suitable (Miller, 2011; Tuma and Hannan, 1984). Once a state has adopted an 

LGIP it is out of the risk set— with no possibility of re-entry—repeated or recurrent event 

models may not be suitable for this study (Allison, 2004). 

3 Delaware adopted LGIP in 1992. However, the LGIP has not been active for some time now. Similarly, Kentucky, 

which adopted an LGIP in 1990, has only 6 local government users of the LGIPs and deposits of $1,000,000 

(Kentucky League of Cities). Since this study is not assessing the degree of adoption, Delaware and Kentucky are 

treated as having adopted an LGIP since their respective years and are out of the risk set with no possibility of re-

entry. 
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The study uses discrete time models of event history analysis to estimate the parameters 

(Mills, 2011; Allison, 2004). The model is appropriate because the event time is measured in 

years. The hazard rate is the probability that a state adopts an LGIP in a given year. The 

independent variables are the determinants of the hazard rate (an unobserved rate). To assess the 

determinants of the adoption of an LGIP by a state, probit modeling of event history is used on 

longitudinal data from the states. The discrete-time-hazard function, the hazard rate, h (t) is the 

probability of LGIP adoption during the time t, given that adoption has not occurred previously 

and that the probability is conditioned on certain variables. The function is written as: 

h (t) = Pr (T = t |T ≥ t, x), where T is the time of the event. 

Event history models to test the discrete time hazard function may be specified as a 

binary probit model where the probability of adoption at time t is estimated as: 

Ŷ = ɸ (β’x), where ɸ is the standard normal cumulative distribution function. 

Another specification is logit where the discrete-time-hazard function (Ŷ) is specified as 

the log-odds ratio of the probability of adoption at time t and the probability of non-occurrence. 

The probability of occurrence is estimated as: 

where exp (β’x) is the exponential logit estimator. A third specification is a complementary log-

log form where the probability is computed as: Ŷ= 1- exp [-exp (β’x). 
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Table 4.1: States in Order of Year of Adoption of LGIPs and their Sponsors 

Year of Adoption State Sponsored by 

1972 Connecticut State 

1973 Montana State 

1973 Oregon State 

1974 Utah State 

1975 Wisconsin State 

1975 Illinois State 

1977 California State 

1977 Florida State 

1977 Massachusetts State 

1978 New Jersey State 

1978 West Virginia State 

1979 Tennessee State 

1980 Arizona State 

1981 Georgia State 

1981 Idaho State 

1981 Pennsylvania Local governments 

1981 Virginia State 

1982 Maryland State 

1982 North Carolina Local Governments 

1983 South Carolina State 

1984 Minnesota Local Governments 

1985 Colorado Local Governments 

1985 Ohio State 

1986 Washington State 

1986 Iowa Local Governments 

1987 Arkansas State 

1987 Michigan Local Governments 

1987 New Mexico State 

1987 Wyoming State 

1988 Nebraska Local Governments 

1989 New York Local Governments 

1989 Texas State 

1990 Kentucky Local Governments 

1991 Missouri Local Governments 

1992 Alaska Local Governments 

1992 Delaware State 

1992 South Dakota Local Governments 

1992 Nevada State 

1992 Kansas State 

1993 New Hampshire State 

1994 Louisiana State 

1996 Oklahoma Local Governments 

2007 Indiana State 

2011 Rhode Island State 

Source: Author’s determination based on Web-based documents for each LGIP. 
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Table 4.2: Variables Used in Explaining the Adoption of LGIP by the States

(1972-2012) 

Variable Description Source 

ADOPTi,t Probability of adoption LGIP in a given 

year for a state. This is a dummy variable, 

coded 1 for the year a state adopted LGIP 

and all years after that, and 0 other wise.  

Dates of adoption are obtained 

from LGIP websites, S&P 

profile of LGIPs, phone calls 

and emails to the LGIP offices. 

Rated AAA 

Rated AA 

Rated A 

Rated BBB 

GO bond ratings of states categorized into 

AAA, AA, A, BBB, and not-rated as the 

reference group. Annual GO ratings from 

1972 were used 

S&P Credit Rating of the states 

MPA Annual number of accredited Master’s 

degree programs in public administration, 

public policy or public affairs in a state. 

Years prior to 1980 are reported as having 

zero MPA programs 

NASPAA 

FRAGMENT The level of state fragmentation, measured 

as the total number of local governments in 

a state annually. Data available every five 

years.  

U.S. Census Bureau 

REPUBLICAN Dummy variable coded 1 when a state 

Governor is Republican and Republican 

party controls both houses of the legislature, 

and 0 otherwise. 

Guide to U.S. Elections, Council 

of State Governments, State 

Elective Officials and the 

Legislatures, and The Book of 

the States.   

UNITED Dummy variable coded 1 when the same 

party controls both houses of the legislature, 

and 0 otherwise. 

Guide to U.S. Elections, Council 

of State Governments, State 

Elective Officials and the 

Legislatures, and The Book of 

the States.   

INCOME ($) Per capita personal income of a state in 

dollars for given a year (1972-2012) 

U.S. Census Bureau 

CASH & SECURITY Total amount of cash and security holdings 

of state and local government for a given 

year (1972-2012)  

U.S. Census Bureau 

ADMINISTRATION Total expenditure on fiscal administration 

of a state for a given year (1972-2012) 

U.S. Census Bureau 

NEIGHBORS The total number of neighbors of a state that 

have adopted LGIP in a given year (1972-

2012) 

Author computations based on 

state years of adoption. 
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This study uses the probit model to estimate the probability of adoption. Probit models 

are preferred because of the ease of interpreting the coefficients. Previous studies using event 

history tend to use probit models (Berry and Berry, 1990; 1992; 2007; Berry, 1994; Jeong, 2006; 

Mintrom, 1997). Variables that vary annually are lagged by one period. The complete binary 

probit model for the EHA is specified as: 

ADOPT i,t = ɸ (β1 Rated AAA i,t + β2 Rated AA i,t  + β3 Rated A i,t  + β4 Rated BBB i,t   + β5 MPA 

i,t   + β6 INCOME i,t-1 +β7CASH i,t-1  + β8 ADMINISTRATION i,t-1+ β9 FRAGMENT i,t + β 10 

UNITED i,t + β11 REPUBLICAN i,t + β12 NEIGHBORS i,t ) +e i,t 

LGIP Characteristics and Typologies 

To describe the characteristics of LGIPs and to develop their typologies, data are 

collected on each of the initial LGIPs established by the 44 states that sanction them. Information 

gathered includes whether the LGIP is state-sponsored or local government sponsored and 

whether the pool is internally managed or contracted out and whether the LGIP is rated and or 

operates under Rule 2a-7. Information is also collected on the net assets held by the pools, their 

WAM policies, and the number of depositors. Also collected was the number of additional pools, 

if any, established in the state, and the availability of sub-funds in the inaugural LGIP. 

A checklist is used to guide the process. (See Appendix 2 for a listing of the 44 LGIPs 

and Appendix 3 for the checklist.) The information is obtained from LGIP websites, S&P 

profiles on each of the pools they rate, and direct requests using email and phone calls. The 

information collected is summarized in descriptive statistics and illustrated in frequency tables. 
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Types of LGIPs Based on the Degree of External Influence 

Using the key characteristics and the institutional arrangements for LGIPs, this study 

proposes eight types of LGIPs based on the degree of external influence.  Four are variations of 

state sponsored pools while the other four are variations of local government sponsored pools. 

Responses to the following three key questions are used to develop the typology and illustrated 

in Table 4.3: 

• Is the LGIP sponsored by the state and housed in a state agency?

• Is the LGIP externally rated or constrained by Rule 2a-7?

• Is the LGIP internally managed?

Table 4.3: Typologies of state and ILA LGIPs 

 Not Rated Rated 

Internally managed  Closed State LGIP (type A1)

 Closed ILA LGIP (type A2)

(Performance oriented pools)

 Moderate State LGIP (type C1)

 Moderate ILA LGIP (type C2)

Contracted out  Low State LGIP (type B1)

 Low ILA LGIP (type B2)

 Open State LGIP (type D1)

 Open ILA LGIP (type D2)

(Risk averse pools)
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Variation of State Sponsored LGIPs 

State sponsored pools are created by state statute granting authority to the state 

treasurer’s office, or the equivalent, to operate an LGIP and to commingle investment funds from 

the local governments. An LGIP is said to be closed to external influence (Type A pools, or 

Closed Pools) if it is not rated or operates under rule 2a-7 and is internally managed. Rating 

introduces external influence into the management of the pools. The decision not to receive a 

rating reduces the constraints imposed on an LGIP with regards to how it manages its portfolio 

including the types of securities it uses and the portfolio’s level of liquidity. Because these pools 

are not contracted out to third party investment managers, the pool’s management has more 

discretion but still operates under the oversight of the state treasury office or the state investment 

board. 

On the other hand, an LGIP that is both rated and whose portfolio management is 

contracted out is considered open to external influence and classified as such (Type D or open 

LGIP). Two types of state LGIPs are between closed (type A) and open (type D) LGIPs. Those 

with low external influence are contracted out but are not rated or do not operate under Rule 2a-

7. These pools have a low level of external influence and are classified as semi-closed LGIP or

type B. The fourth type is when the pool is rated, but the portfolio is internally managed. These 

pools are moderately influenced LGIPs and classified as semi-open LGIP or type C. 

Variation of Local Government Sponsored Pools 

Similar to the variations of state sponsored LGIPs, four types of local government 

sponsored LGIPs are proposed. The difference between state-sponsored and local government 
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sponsored pools is that the latter allows local governments to come together in an interlocal 

cooperation to establish a joint venture in which they receive mutual benefits by pooling their 

resources.  The participants have more direct control over the affairs of the LGIP. They elect the 

board of directors or trustees and are relatively more active in the operations and policy choices 

of the LGIP.  The four types are similar to the state pools except that an ILA provides the legal 

basis for these LGIPs. These are illustrated in Table 4.3. 

Determinants of the Performance of LGIPs 

The third study (Chapter 7) assesses the effect of institutional factors on the performance 

of state-sponsored LGIPs in the United States using panel data from 18 of the 32 LGIPs 

classified as such over various periods. All of the 32 state sponsored inaugural LGIPs were 

contacted to provide data on their LGIPs. Eighteen LGIPs either responded to our request or had 

the data available on their websites, which were collected. The 18 LGIPs represents about 56 

percent of the inaugural state pools. Monthly data are available from 2008 to 2014 for the subset 

of states and provides a suitable basis for testing the hypotheses of the study. 

However, only seven of the LGIPs provided data on monthly WAM and average monthly 

LGIP net assets. Two sets of models are estimated, one with the seven LGIPs, and the other with 

18. Both models utilize dummies for rating, contracting, open and closed as well as a period of

economic recession and competition. The estimates with the 18 pools excluded WAM and net 

assets since data were not available on 11 of the 18 states. Table 4.4 summarizes the data set 

used for the analysis. 
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The dependent variable is the performance of the LGIP. Performance is operationalized 

with the monthly yield spread of the LGIP measured as the difference between the LGIP’s 

average monthly return and the average monthly federal funds rate. The difference was 

multiplied by 100 to convert the yield spread to basis points. The federal funds rate provides a 

nationwide benchmark with which to compare the performance of each LGIP. A greater 

deviation in the positive direction is a measure of greater performance by the LGIP while a 

deviation in the negative direction signals poorer performance. Since the return on investment is 

a function of the risk, the yield spread also measures the risk premium above the risk free federal 

funds rate4 (Bland, Nukpezah, and Shinkle, 2015; Fisher, 1959; Markowitz, 1952). 

Given the different institutional arrangements in the operation of the pools, it is predicted 

that LGIP performance will vary by the type of arrangement being utilized. The institutional 

types of LGIPs are closed LGIP (n=9), semi-closed LGIP (n=0), semi-open (n=6), and open 

LGIPs (n=3). The institutional arrangements includes investment management types (contracting 

out or internal management), and whether the pool is rated and or follows Rule 2a-7 or 

otherwise. The other factors of research interest are the availability of alternative LGIPs (a 

measure of the presence of competition) and the effect of economic recessions on LGIP 

performance. 

Dummy variables are used to test for the effects of institutional arrangements on LGIP 

performance. A dummy (closed) is coded 1 if the LGIP is closed and 0 otherwise. Similarly, 

open LGIPs are coded 1 and 0 otherwise. Semi-open LGIPs is the reference group. Since there 

are no semi-closed LGIPs, they are not represented in the study. Hence, the hypotheses could not 

4 Studies find that the treasury bills rate track closely with the federal funds rate suggesting that the federal funds 

rate could be used as the risk free rate as well. For an example of studies that made this argument, see Bland et al., 

2015. 
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be tested. In assessing investment management, LGIPs that are contracted out are coded 1 and 0 

otherwise. States with multiple LGIPs are coded 1 and 0 otherwise for competition. Periods of 

economic recession—January 2008 to June 2009— are coded 1 and 0 otherwise. 

The study controls for WAM measured in days with the expectation that an increase in 

WAM leads to an increase in performance. The monthly net assets controls for the effect of 

economies of scale on pool performance. Economies of scale reduce the cost of investing, which 

translates into a higher performance of LGIPs. Since the federal funds rate does not change for 

each of the pools, it is speculated that the yield spread (measured as performance) is predicted by 

the yield of the pools and the lag of performance (Bland, Nukpezah, and Shinkle, 2015). Table 

4.5 summarizes the variables used in the study and their sources. 

Table 4.4: Data for Testing the Performance of LGIPs*  (* 1 is “Yes”, zero (0) is “No”) 

State      Pool 

classification Compete WAM Policy 

Rated/Rule 

2a-7 Contracted 

Net Asset 

Balance 

available 

 WAM 

available 

California Closed 1 0 0 0 1 1 

Connecticut Semi open 1 1 1 0 0 0 

Florida Open 1 1 1 1 1 1 

Georgia  Semi open 1 1 1 0 0 0 

Idaho Closed 0 0 0 0 0 0 

Illinois  Semi open 1 1 1 0 0 0 

Louisiana  Open 0 1 1 1 0 0 

Maryland  Semi open 0 1 1 0 0 0 

Montana  Closed 0 0 0 0 0 0 

Nevada  Closed 0 0 0 0 0 0 

Ohio  Semi open 0 1 1 0 1 1 

Oregon Closed 0 0 0 0 0 0 

Tennessee Closed 0 0 0 0 1 1 

Texas Open 1 1 1 1 1 1 

Utah Closed 0 0 0 0 1 1 

Washington  Semi open 1 1 1 0 1 1 

Wisconsin Closed 1 0 0 0 0 0 

Wyoming Closed 1 0 0 0 0 0 
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Table 4.5: Variables Used in Explaining the Performance of LGIPs 

Variable Description Source 

PERFORMACE (BP) Operationalized with the yield spread and measured as the 

difference between the monthly LGIP yield and the monthly 

federal funds rate multiplied by 100. 

Author computations 

based on monthly LGIP 

yield data and Federal 

funds rate  

CLOSED This is pure state LGIP. It is coded 1 where the pool is classified as 

such and 0 otherwise. 

Author categorization 

SEMI OPEN This is intermediate state LGIP. It is the reference group. Author categorization 

OPEN This is externally influenced state LGIP. It is coded 1 where the 

pool is classified as such and 0 otherwise. 

Author categorization 

CONTRACT A dummy variable, coded 1 for the LGIPs that are contracted out to 

third party and  0 otherwise (internal management) 

Data from LGIPs 

RATED A dummy variable, coded 1 for rated LGIPs or those that operate 

with Rule 2a-7 and 0 otherwise. 

Data from LGIPs 

COMPETE This is a dummy variable for the availability of alternative LGIPs 

in the state coded as 1 and 0 otherwise.  

Data from LGIPs 

COMPETE X 

RECESSION 

The variable is an interaction term between competition and 

recession 

Computed with data 

from LGIPs and NBER 

COMPETE X RATED The variable is an interaction term between competition and rated Data from LGIPs 

COMPETE X ASSETS The variable is an interaction term between competition and net 

assets 

Data from LGIPs 

RECESSION A dummy variable, coded 1 for periods of economic recession and 

0 otherwise. 

NBER 

RECESSION X WAM The variable is an interaction term between recession and WAM Computed with data 

from LGIPs and NBER 

RECESSION X 

ASSETS 

The variable is an interaction term between recession and net assets Computed with data 

from LGIPs and NBER 

NET ASSETS ($)   It is the average  monthly net assets (balance) in an LGIP Data from LGIPs 

YIELD (%) It is the monthly yield (return) on LGIP portfolio Data from LGIPs 

WAM The monthly weighted average maturity of LGIP portfolio. Data from LGIPs 
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Data Analysis 

The models are estimated using both fixed effects and random effects regressions. The 

Durbin-Wu-Hausman test (Hausman specification test) is used to select the best estimator. Fixed 

effects regression treats the independent variables as non-random and is considered to produce 

consistent estimates but controls for omitted variable bias. Random effect regression, on the 

other hand, assumes that variables are randomly distributed and thus allows for individual 

effects. It assumes that there is no correlation between specific individual cases and their 

independent variables. If the assumption of random effect holds, its regression is more efficient 

than the fixed effect and produces better p-values. The Hausman specification test is used to 

choose between fixed and random effect. The test evaluates the consistency of fixed effects 

estimator and compares it with the random effects estimator known to be efficient. A model 

estimator that is consistent and efficient is preferred. 

Panel data tend to have problems with serial correlations and heteroskedasticity 

(Wooldridge, 2009). The Breusch-Pagan test is used to assess heteroskedasticity while the 

Wooldridge test for autocorrelation in panel data is used to assess serial correlation. Robust 

standard errors are calculated to address problems of heteroskedasticity with random effect 

regressions. The panel corrected standard error (PCSE) estimator is used for fixed effect 

regression. The Prais-Winsten regression corrects for serial correlation. 

The Hausman test is significant (p< 0.05) indicating that fixed effect is preferred for 

estimating the coefficients of the regression. Similarly, the Breusch-Pagan test and Wooldridge 

test for autocorrelation in panel data reveal that there are problems with both serial correlation 

and heteroskedasticity (p<0.05). The coefficients are, therefore, estimated with panel corrected 

standard errors specifying the Prais-Winsten regression to correct for serial correlation. 
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The data on yield, yield spread, WAM, and net assets are available for each month for the 

7 LGIPs.  The data are deseasonalized by regressing each of the monthly observations using a 

dummy for each month with January as the reference group. The predicted residuals—the 

deseasonalized variables—are used in estimating the coefficients (Pedace, 2013). The lag of 

performance is included in the model for both theoretical and methodological reasons. The 

previous performance predicts the current one. Including the lag also reduces the problems of 

serial correlation. STATA version 14 is used for the analysis. 
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CHAPTER 5 

DETERMINANTS OF STATE ADOPTION OF LGIP POLICY 

This chapter presents findings on the determinants of state adoption of LGIPs. The policy 

adoption theory surmises that a state’s political, economic, and social factors, as well as the prior 

adoption by a proximate neighbor, influence its decision to adopt an LGIP. The chapter extends 

the policy adoption theory with additional insights from investment theory. Two key findings are 

presented in the chapter:  the quality of fiscal management in the state and the quality of 

professional leadership in the public service influence the proclivity to adopt an LGIP. The 

discussion also includes how a state’s political, economic and proximate neighbors influences 

the likelihood of adopting an LGIP. 

Table 5.1 shows the descriptive statistics of the study. The study used both ratio level 

measures and dummy variables. The ratio level measures include statewide cash and security 

holdings, expenditure on fiscal administration, and per capita income. The other ratio level 

measures are the number of local governments, counts of proximate neighbors at the time of 

adoption, and the number of accredited MPA programs in a state. The others variables are 

dummies for the political variables, state GO bond ratings, and adoption— the dependent 

variable. 

Data used in the analysis are drawn from annual observations for a 41-year period (1972 

to 2012) for the 50 states providing a total of 2,050 observations. Some states did not have 

measures on some of the variables being considered. For example, Hawaii and Alaska do not 
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have neighbors. Nebraska has a unicameral legislature while Minnesota do not have partisan 

elections and are excluded from the analysis. Hence, the varying observations across the 

variables. The means of the dummies represent the proportion of that variable. For example, 

"United" accounts for about 79 percent of the cases of a united legislature. 

Table 5.1: Descriptive Statistics of Variables Used in the Adoption Studies 

Variable Obs Mean Std. Dev. Min Max 

Cash & Security ($ Million) 2050 43.700 85.300 0.305 927.000 

Administration ($10,000) 2050 39.942 65.215 0.640 612.637 

Per capita Income ($10,000) 2050 2.118 1.262 0.319 23.641 

Local Governments 2050 1685.021 1466.867 19 6995 

Neighbors 1968 2.930 2.026 0 8 

MPA 2050 2.066 2.700 0 18 

Rated AAA 2050 0.195 0.396 0 1 

Rated AA 2050 0.571 0.495 0 1 

Rated A 2050 0.052 0.222 0 1 

Rated BBB 2050 0.017 0.128 0 1 

Not Rated 2050 0.174 0.379 0 1 

Republican 1968 0.169 0.375 0 1 

United 1968 0.793 0.405 0 1 

Adoption 2050 0.600 0.490 0 1 

The correlation matrix in Table 5.2 shows a positive relationship between adoption and 

proximate neighbors (0.532), the number of accredited MPA programs (0.376), and the 

economic variables (per capita income, 0.159; fiscal administration, 0.340; and cash and security 

holding 0.319). The relationship between adoption and the political variables (United, -0.029); 

Republican, 0.036), and political fragmentation (0.104) show weak relationships. There is no 

perfect correlation between the variables suggesting a good model specification for the variables 

being used. 
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Table 5.2: Correlation Matrix for Variables Used in the Event History Analysis 

Adoption United Republic LG Income Admin Cash Neighbor Rated AAA Rated AA Rated A Rated  BBB Nonrated

Adoption

United -0.029

Republican 0.036 -0.002

L. Government 0.105 0.024 0.056

Income (mil) 0.159 -0.007 0.003 0.183

Administration 0.340 -0.014 0.011 0.418 0.376

Cash 0.319 -0.012 0.015 0.417 0.381 0.960

Neighbors 0.532 -0.035 0.026 0.105 0.126 0.182 0.207

Rated AAA 0.076 0.046 0.090 -0.053 -0.007 -0.013 -0.030 -0.014

Rated AA 0.126 -0.027 -0.053 0.008 -0.012 0.028 0.038 0.109 -0.578

Rated A 0.065 -0.006 -0.011 0.108 0.094 0.264 0.257 -0.005 -0.115 -0.262

Rated BBB 0.057 -0.002 -0.007 -0.078 0.185 0.060 0.053 -0.008 -0.068 -0.035 0.079

Notrated -0.289 -0.010 -0.019 0.000 -0.039 -0.202 -0.187 -0.118 -0.227 -0.514 -0.101 -0.049

MPA_00 0.376 -0.018 -0.033 0.429 0.343 0.841 0.811 0.295 0.079 0.011 0.224 0.031 -0.237

Table 5.3 reports the event history estimates with probit regression using three model 

specifications.  All of the models are significant (p<0.01). The pseudo R2 ranges between 26       

and 37 percent suggesting a fairly high amount of the variation in the dependent variables is 

explained by the models. Models 1 and 2 are estimated using data from 46 states, excluding 

Hawaii and Alaska because they have no U.S. neighbors and Nebraska and Minnesota because 

they do not have a partisan legislatures. Model 3 uses data from 48 states, excluding Minnesota 

and Nebraska, but including Alaska and Hawaii. Model 3 excludes the proximate-neighbor 

variable. Model 4 uses data from all 50 states to estimate the coefficients but excludes the 

partisan political and proximate neighbor variables. 

Model 1 is the constrained model with variables of theoretical interest. All the variables 

are significant except the number of local governments in a state. Except for the number of local 

governments in a state, all the variables in Model 2 are significant as predicted. United 

government is weakly significant (p<0.1). Republican controlled government is a significant 

predictor of adoption but in the negative direction (p<0.05). The number of accredited MPA 

programs in the state, which is used to measure the quality of professional leadership in the 
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public service and dummies for a state's bond rating, which are proxies for the quality of fiscal 

management in the state, are all significant as predicted. 

The results of the regression as specified in Models 3 and 4 confirm the other tests for the 

effect of economic variables, accredited MPA programs, and state GO bond ratings on adoption 

of LGIPs. Model 3 shows that both political variables (United and Republican) are not 

significant. Lower ratings, Rated A and Rated BBB are not significantly different from not-rated, 

the reference group, in predicting adoption of LGIP in models 2 and 3. All the other variables 

remained significant as in prior models attesting to the robustness of the effects of these variables 

on adoption of LGIPs. For the remainder of the discussion, Model 2 is the preferred 

specification. 

Effect of the Quality of Fiscal Management on Adoption of LGIPs 

The research tests the assertion that a higher state GO bond rating influences the adoption 

of LGIPs. The results for Model 2 in Table 5.3 show that states that have ratings (AAA, AA, A, 

and BBB) have a higher probability of adopting an LGIP in a given year than for the omitted 

category of no ratings. Additionally, the results suggest that the higher the rating, the higher the 

probability of adoption of LGIPs. All ratings are significant, either at the 0.01 or 0.05 level. But 

the coefficients suggest states with a higher rating tend to have a higher probability of LGIP 

adoption compared to the omitted category. States with AAA rating have the highest probability 

of adopting an LGIP (P<0.01). The probability of LGIP adoption for states with AAA rating is 

higher than states with a lower rating. 
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Table 5.3: Probit Regression Results for State Adoption of an LGIP 

Variables Model 1 Model 2 Model 3 Model 4 

β SE β SE β SE β SE 

United 0.179 0.091** 0.173 0.095* 0.062 0.086 

Republican -0.365 0.109*** -0.235 0.114** 0.07 0.097 

Cash & Security t-

1($Million) -0.011 0.002*** -0.009 
0.002*** 

-0.006 0.002*** -0.006 0.002*** 

Income t-1 ($10,000) 0.193 0.041*** 0.162 0.044*** 0.403 0.037*** 0.442 0.035*** 

Administration t-1 

($10,000) 0.024 0.003*** 0.019 
0.003*** 

0.009 0.003*** 0.009 0.003*** 

Political 

Fragmentation -0.001 0.000 0.000 
0.000 

-0.000 0.000 0.000 0.000 

Neighbors 0.387 0.023*** 0.384 0.025*** 

MPA 0.057 0.026** 0.234 0.025*** 0.224 0.024*** 

Rated AAA 0.947 0.13*** 0.592 0.114*** 0.541 0.108*** 

Rated AA 0.63 0.105*** 0.382 0.092*** 0.336 0.087*** 

Rated A 0.728 0.202*** 0.285 0.174 0.225 0.170 

Rated BBB 0.65 0.344* 0.548 0.339 0.519 0.337 

Constant -1.569 0.127*** -2.107 0.158*** -1.365 0.131*** -1.337 0.104*** 

Number of 

Observations 1885 1885 1967 2049 

LR Chi2 864*** 943*** 688*** 715*** 

Pseudo R2 0.344 0.375 0.260 0.260 

*Significant at 0.1; ** significant at 0.05; *** significant at 0.01

        The investment literature links credibility with the support of investment programs and their 

usage (O’Hara, 2001). A state’s GO bond rating, a measure of the quality of financial 

management, is an indicator of a state’s commitment to fiduciary responsibility. The results 

suggest that credibility, as in a bond rating, is not only a security purchasing decision-making 

tool used in the financial market but is linked to policy adoptions that lead to better management 

of state and local resources. 
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        The link between a high bond rating and LGIP adoption is explained by the high risk 

associated with cash investment enterprises. With a higher bond rating, a state provides 

assurance to local depositors that it is a credible partner in the investment sector. The rational 

risk-averse local government will be less inclined to use the services of LGIPs if they perceive a 

low credibility in the management of the state’s fiscal resources. But, again, a state with low 

credibility in terms of fiscal management recognizes its limitations and is less likely to sponsor 

or sanction such an innovation. 

The results affirm practices in the financial market, where buyers of securities assess an 

issuer’s reputation for honoring its obligations primarily by its bond rating (O’Hara, 2001). 

Additionally, the findings confirm the assertion that a state’s bond rating could be used to assess 

a state’s ability to preside or regulate a prudent investment management system. A bond rating 

provides insights about state financial management. A government’s bond rating provides 

insights on its debt management practices, economic base, finance, and management capacity 

(Bland and Yu, 1989). Investors and clients appraise a government’s relative standing in the 

investment world by assessing its bond rating (O’Hara, 2001; Bland and Yu, 1989). 

The study findings indicate that credibility matters. The evidence is that an excellent 

credit rating for a state government’s debt not only builds confidence in the state’s financial 

arrangements but also in other investment pooling arrangements that the state may be 

contemplating. The implication is that states that pursue quality in their fiscal operations also 

gain increased credibility from external evaluators, which builds trust and confidence internally 

in the policies of the state and local government. The perceived high credibility translates into 

the adoption of innovative policies such as LGIPs. 
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Effect of the Quality of Public Service Leadership on Adoption of LGIPs 

The proposition that the quality of professional leadership in a state’s public service leads 

to a higher probability of adoption of an LGIP by a state received support in all the models where 

it was included (P<0.01). Based on the estimates in Model 2, each additional accredited MPA 

program in a state leads to a probability increase of 0.057 in the adoption of LGIP for a given 

year. Hypothesis 2 is, therefore, supported. The findings confirm the contention that quality of 

professional leadership influences adoption of investment programs that add to the credibility of 

decision-makers. Evidence shows that the level of professional training, good judgment, and 

understanding of technical materials are key to prudent decision making (Davar and Gill, 2009; 

Lewellen et al., 1977). While LeRoux et al. (2010) and Carr et al. (2009) show that local 

government managers with MPA degrees are more likely to be innovative and participate in 

collaborations, this study extends the concept to the state level and shows that states with more 

accredited MPA programs are more likely to support innovations that allow local governments to 

collaborate. 

The use of the number of accredited MPA program5 in a state provides an indirect 

measure of the quality of leadership in the public service. The MPA degree emphasizes 

education and preparation of students aspiring to policy making positions and leadership roles in 

government (Bavon, 2014; Conant and Housel, 1995; Jennings, 1989). However, accreditation 

provides assurance that the MPA program meets established national standards in its coverage of 

its curriculum and the quality of its faculty. Similar to a state’s bond rating, accreditation adds 

5 In a separate analysis not reported here, a control variable was added that re-specified the number of accredited 

MPA programs per 100,000 of population in addition to retaining a variable for the number of accredited programs. 

The results were inconclusive. The results reported in Table 5.3 are preferred because the impact of accredited MPA 

programs in a state is not dependent on the population of the state. The study is concerned with the aggregate impact 

of accredited MPA programs on policy making and leadership in the state. 
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credibility to an MPA program and assures the quality of the program. The study assesses the 

effect of the quality of leadership using accreditation rather than the quantity of graduates from a 

state's MPA programs. Given that states with more accredited MPA programs will influence 

state policies and champion innovations and quality of government, the study has some 

implications for policy. 

First, it suggests that investment in the quality of leadership is likely to translate into the 

adoption of innovations such as LGIPs. Accreditation of MPA program can be a costly venture 

yet a worthwhile course in assuring quality leaders to support state policies and programs. 

Second, it is incumbent on state governments to invest in the accreditation of their MPA 

programs. An investment in program accreditation assures the production of quality graduates 

and supports a policy environment that produces innovative transformations in the policy-

making machinery. State governments are encouraged to provide financial support in the 

establishment of high quality programs, pay competitive rates to faculty, maintain small class 

sizes, and encourage the accreditation of their programs to reap optimum outcomes from 

programs. 

Effect of State Political Fragmentation on LGIP Adoption 

Collaboration theory suggests that states that are more politically fragmented are more 

likely to create LGIPs to commingle public funds. Hence, Hypothesis 3 proposes that an increase 

in the number of local governments in a state, the higher the likelihood of LGIP adoption. 

However, the effect of the number of local governments in a state is not significant in any of the 

models. The results show that the level of political fragmentation and its attendant availability of 
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opportunities for collaboration does not increase the probability of LGIP creation. LGIPs as a 

tool to facilitate investment is attractive not only to states with more opportunities for 

collaboration but states with fewer governments as well. Since many local governments have 

limited opportunities for investment, it seemed to suggest that abundant opportunities for 

collaboration are not necessary or required before they utilize innovative opportunities for 

collaboration.  

LGIPs have helped local government entities—counties, cities, school districts, state 

agencies, etc., to purchase shares in large portfolios of money market instruments (Cook and 

Dunfield, 1993). Economies of scale lead to higher returns on their cash balances than what they 

could earn investing on their own while preserving their political autonomy. 

Theories of collaboration hold that benefits accrue to organizations when they pool their 

resources together (Andrew et al., 2015; Bland and Overton, 2014; Andrew, 2009; Bryson et al., 

2006; McGuire, 2006; Thomson and Perry, 2006; Agranoff and McGuire, 2003; Milward, 1996). 

The findings suggest that there is no critical number of governments that facilitate collaboration 

and, hence, the creation of LGIPs. States that have adopted LGIPs have a few hundred local 

governments as in Rhode Island (134), Alaska (178), and Nevada (192). States like Illinois, 

Texas, and Pennsylvania, with thousands of local governments, have also adopted LGIPs. 

What the literature suggests is that collaboration or pooling enables organizations to 

depend on each other’s resources (Fleishman, 2009; Tschirhart et al., 2009; Pffefer and Salancik, 

1978; 2003). Collaborative relationships are formed in response to challenging conditions in an 

organization’s resource environment (Bryson et al., 2006; Guo and Acar, 2005; Pffefer and 

Salancik, 1978; 2003). Legally independent governments depend on each other for resources to 

reduce uncertainty (Guo and Acar, 2005). Local governments that commingle their funds in 
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LGIPs benefit from the same professional management of their cash balances.  Sharing lowers 

the transaction costs of collaborating partners (Brown and Potoski 2003; Maser 1998; 

Williamson 1985; Coase, 1937). Additionally, because many states have regulation on the type 

of securities local governments invests with, LGIPs meet legal and regulatory requirements. It is, 

therefore, surmised that collaboration among local governments to create LGIPs is not dependent 

on the degree of political fragmentation in the state. 

Effect of Partisan Political Factors on LGIP Adoption 

Hypotheses 4a and 4b, which assert that a partisan-united legislature and a Republican-

controlled government influence the adoption of an LGIP, are only partially supported. The 

general assumption that Republican governments are more likely to promote private sector 

strategies in government is not supported. While model 2 suggests a decrease in the likelihood of 

LGIP adoption with Republican governments, model 3 suggests no effect. The results are also 

mixed for the effect of a state government that is not divided on partisan grounds. The effect of 

united governments on LGIP adoption is not robust. It shows that a united government is not 

required for the adoption of LGIPs. 

The study implies that both Republican and Democratic governments support innovations 

that promote prudent management of government resources. Additionally, the result implies that 

even in the face of divided governments by partisanship, state legislatures pass legislation to 

establish LGIPs. The adoption of LGIPs is not an avenue for partisan politics. State governments 

do not interfere with innovative policies that create win-win opportunities for their citizens. It 

also suggests that private sector initiatives may play important roles in the adoption of LGIPs. 



93 

There is evidence to suggest that the private sector spearheaded the adoption of LGIPs in Alaska. 

The adoption of Alaska LGIP Act was promoted by interest groups championed by business 

leaders. Clearly, the leadership of the policy-making arms of government, irrespective of their 

political leaning, provides support for initiatives that would help governments. 

Berry and Berry (1990) report mixed findings with regards political influence on lottery 

adoption. The weak political influence of adoption of LGIP is consistent with some other 

evidence in the literature. Mintrom (1997) finds that even though political factors may influence 

the consideration of school choice policy, adoption of such policies are not political. Again, 

Jeong (2006) finds no political connection with the adoption of impact fees among Florida 

counties. As in the case with this study, Berry and Berry (1990) only find a weak relationship 

between the adoption of a state lottery and political factors. 

Effect of Economic Factors on LGIP Adoption 

Three variables are used to assess a state’s economic condition and how their effect on 

adoption of LGIPs— per capita income of the state (fiscal capacity), expenditure on fiscal 

administration (administrative capacity), and cash and security holdings. All three variables are 

significant in all three models. However, cash and security holdings is significant in the negative 

direction (P<0.01). Hypotheses 5 and 6 are supported. 

The result in Model 2 shows that, on average, a $10,000 increase in the per capita income 

of a state leads to an increase in the probability of adoption by 0.162. The probability of adoption 

for a $10,000 increase in per capita income of a state for Model 1 is similar in all specifications. 

Similarly, the result in Model 2 shows that an increase of $10,000 expenditure on financial 
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administration leads to an increase in the probability of adoption by 0.019. These findings 

support hypothesis 5 that both fiscal capacity and administrative capacity have a positive effect 

on adoption of an LGIP. The finding suggests that states with a higher level of wealth can invest 

more in innovations that provide collective services to their local governments. 

The result also shows that states that invest more resources on fiscal administration are 

more likely to adopt an LGIP. Expenditure on fiscal administration includes supervision of 

government finances, administration of employee retirement systems, debt, and investment 

administration. Hence, it is implied that states that earmark large sums of money on fiscal 

administration have a higher level of sophistication with investment management and recruit top 

level investment personnel to manage their finances. Another implication is that states with more 

expenditures on fiscal administration are more likely to seek avenues to spread the high 

administrative costs of investment management by creating an LGIP to commingle local 

government funds. 

The result indicates that an increase in cash and security holdings leads to a decrease in 

the probability of adoption of LGIPs. Based on Model 2, a $1 million increase in cash and 

security holding leads to about 0.01 decrease in the probability of adoption of LGIP, on average. 

Cash and security holdings include government and private securities such as certificates of 

deposit, commercial paper, and Bankers Acceptances. A large holding is an indication of vibrant 

use of alternative sources of investments by the state and local governments. Hence, the need to 

establish an LGIP would not be pressing compared to other governments that have fewer 

alternatives and hence, have less cash and security holdings. 

Evidence shows that governments that have diversified their investments would have 

relatively fewer funds in a particular portfolio (Kim, 2010; Mitchell et al., 2008). Thus, the more 
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alternative investments a government uses, the less likely it would consider pooling funds in 

LGIPs. States that are already hold securities in the national marketplace are less likely to 

consider creating an LGIPs. And large cash and security holdings (assuming that much of this 

holding is in securities) are an indication that a state and its local governments do not have 

limited investment opportunities available to them. An increasing cash and security holdings 

suggest a friendlier regulatory environment that allows for the use of diverse securities and 

obviates the need for the creation of LGIPs. 

The study determines that three economic variables interplay to elicit the creation of an 

LGIP in a state: A higher per capita income and a higher level of expenditure on fiscal 

administration, with a lower level cash and security holdings. The availability of funds but lower 

security holdings creates the opportunity for the creation of LGIPs. 

Effect of Proximate Neighbors on LGIP Adoption 

The probit regression of the effect of proximate neighbors on adoption of LGIPs is 

significant. Model 2 shows that on average, a unit increase in the number of a state's proximate 

neighbors who have previously adopted an LGIP increases the probability that a state would 

adopt an LGIP by 0.34. The hypothesis (H: 7) that the number of states that have previously 

adopted LGIPs has a positive effect on a state adoption is supported. The proximate neighbor 

variable is significant in all the models specified (P< 0.01) attesting to its robustness as a 

predictor of adoption. 

The findings suggest that social learning occurs among proximate states. Research 

suggests organizations learn from each other over time (Mooney, 2001). The learning occurs 
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within a social system of interrelated units that are engaged in joint problem solving to 

accomplish a common goal (Rogers, 2003). Mintrom (1997) suggests that policy entrepreneurs 

may have influenced the process. Testing that assertion is beyond the scope of this research. 

What is certain, however, is that even though there have been technological advances where 

information travels non-geographically, interpersonal influence remains a strong force in 

adopting innovations like LGIPs. 

As suggested in the literature, decision makers prefer speaking with and or observing 

what their neighbors and trusted peers are doing before undertaking new policy initiatives.  

Intuitively, states are interested in what policies their neighbors are adopting and will follow suit 

in order not to be disadvantaged economically (Berry and Berry, 2007).  The findings support the 

regional competition argument that a desire not to be left behind explains why proximate 

neighbor are such an important influence on adoption of innovations (Jeong, 2006). Establishing 

an LGIP affords States and local governments an opportunity to commingle their investment 

funds and reap similar benefits to that of their nearest neighbors. 
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CHAPTER 6 

INSTITUTIONAL CONTEXTS OF LGIPS IN THE STATES 

This chapter provides a detailed profile of the institutional characteristics of the LGIPs in 

the 44 states that have adopted them.  The chapter discusses both their common and distinctive 

characteristics including their organizational location in the state bureaucracy, their use of 

internal as opposed to external investment managers, the level of competition in the state’s LGIP 

market, and financial management indicators such as their ratings and compliance with SEC 

Rule 2a-7. The discussion compares the institutional and operational differences among the 44 

states in order to understand the impact those differences have on the performance of LGIPs in 

the various states. 

Institutional Types of LGIPs 

Of the 44 states with at least one LGIP, 32 of the inaugural LGIPs are state sponsored 

meaning they are hosted by a state agency. Among these 32, hosts include the state treasurer, 

state comptroller, state investment board, or another agency of state government. The remaining 

twelve states have inaugural LGIPs organized as ILAs and sponsored by a consortium of local 

governments. Figures 3 and 4 show conceptual models of state sponsored and local government 

sponsored LGIPs. 

When Connecticut initiated the first LGIP in 1972, it placed responsibility for the pool 

under the state treasurer who utilizes the cash management division to administer the investment 
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of state agencies and all local authorities. Many states use this structure with some modification. 

The state Treasurer is the investment advisor in Virginia, Utah, Ohio, Oregon, Idaho, and Illinois 

among others (Table 6.1). Where the state Treasurer is the investment advisor, the pool is 

invariably located in his/her office. The state Treasurer or Comptroller is usually advised by an 

investment risk management committee, a state board of investment, or a state board of finance, 

which approves the policies that guide LGIP operations. The advisory committee reviews the 

state investment policies, the pool performance, the pool structure, and strategy, and advises the 

Treasurer accordingly. 
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 LGIPs may be sponsored by their respective state investment boards. These include 

Florida, Kansas, West Virginia, Wisconsin, and Montana. The State Board of Administration 

(SBA) manages the Florida LGIP. The SBA structure includes (1) a three-member board of 

trustees, headed by the governor, who delegates authority to appointed officers for the day-to-

day administration of the pool, (2) the Participant Local Government Advisory Council,  a body 

appointed by the board and confirmed by the state senate, has the responsibility for reviewing the 

administration of the trust and making recommendations to the investment advisory council, and 

(3) an Investment Advisory Council that provide advisory services to the managers of the pool. 

The structure in Kansas is similar. However, the governing body, the Pooled Money 

Investment Board (PMIB), is headed by the state Treasurer. The board appoints the director of 

investment as the portfolio manager, who handles the day-to-day administration of the fund. The 

Treasurer’s office provides the PMIB with daily cash projections based on cash inflows from the 

participants upon which they make investment decisions.  

The West Virginia Board of Treasury Investments (WVTBI) is governed by a five-

member board with an administrative staff to handle daily operations. The board provides 

investment guidelines for the pool administrators. Similarly, Wisconsin’s LGIP is managed by 

the state’s investment board. In Montana, the pool is administered by a quasi-judicial body 

legally responsible for the prudent investment of the short-term investment pool. This body 

approves and amends policies, appoints officers for the pool and delegates responsibility to them.  

In New Hampshire, the state’s Bank Commissioner operates the New Hampshire Public Deposit 

Investment Pool (NHPDIP). In Louisiana, the state Treasurer is the president of the Louisiana 

Asset Management Pool (LAMP) Board that is mandated to administer the affairs of the pool on 
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behalf of the local governments. The board submits periodic reports on pool performance to the 

treasury office. LAMP assets are managed independent of the state funds. 

Utilizing state laws that allow for interlocal cooperation, local governments have formed 

a consortium in twelve states to host their state’s inaugural LGIP (Table 6.1). Examples include 

the Pooling Act of Colorado, the Joint Exercise of Powers Act of Iowa, and the Interlocal 

Cooperation Act of Nebraska. Where allowed by state law, school boards, municipal leagues, or 

city governments may collaborate to sponsor an LGIP. 
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In Nebraska, Iowa, Michigan, Missouri, and Minnesota, the inaugural LGIPs are 

sponsored by school boards.  Independent school districts in the United States have taxing 

authority to levy and collect property taxes for school purposes. These funds are pooled together 

for investment purposes. These school districts may or may not allow other local governments to 

invest in the pools. For example, the Iowa School Joint Investment Trust (ISJIT) and Minnesota 

School District Liquid Asset Fund (MSDLAF) are exclusively for school districts. ISJIT started 

as an ILA with Southeast Polk Community School and Pella Community School District as the 

initial participants. Currently, the LGIP serves 340 school corporations, community college 

districts, area education agencies, and other educational organizations. While ISJIT is closed to 

other local governments in the state, an alternative statewide pool— Iowa Public Agency 

Investment Trust (IPAIT) is open to all local governments in the state. 

 By contrast, the LGIPs in Michigan, Missouri, and Nebraska provide services to all local 

governments although they are sponsored by a consortium of school associations. Nebraska’s 

Local Agency Fund is the state’s only investment program for local governments. The Nebraska 

Council of School Administrators and the Nebraska Association of School Boards sponsor the 

LGIP. The Michigan Liquid Asset Fund (MILAF) was created by the Michigan Association of 

School Boards but serves all Michigan public agencies. Alaska and Kentucky LGIPs are 

sponsored by their respective municipal leagues and are open to all political entities in the state 

except state agencies. The Alaska LGIP Act authorizes a nonprofit corporation to host the LGIP. 

Third-party professionals manage each of these pools. 

Depositors in a pool typically have the authority to elect or otherwise select the governing 

body and to approve fundamental changes to the pool’s governing policies. Members of the 

governing board are typically elected for a fixed term. Members also vote on resolutions, on 
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amendments to the indenture, and termination of the trust or its reorganization. The board has the 

power to administer the trust and its operations. The board appoints one or more persons to serve 

as the administrator of the trust, the custodian, and investment advisor. The board also set 

policies including restrictions on investment securities and the maximum average maturity of the 

investment portfolio. The increased role of participants in local government sponsored pools 

distinguishes it from the state-sponsored ones. 

Characteristics of LGIPs 

Net Assets:  The 44 states with LGIPs manage more than $190 billion in cash assets as of 

June 2015 (Table 6.1). The net assets account for more than 75 percent of the estimated $250 

billion the industry commands (S&P, 2012). The largest pools are in California, Texas, Oregon, 

New Jersey, West Virginia, Washington, Georgia, and Utah, each of which maintains a pool with 

more than $10 billion in assets. About 30 percent of the analyzed pools have less than $1 billion 

in pooled assets. These include South Dakota, Oklahoma, Iowa, and Kentucky (Table 6.1). The 

larger LGIPs are state sponsored while, the smaller ones tend to be local government sponsored. 

Rating or Rule 2a-7: Twenty-three of the LGIPs, representing about 67 percent of the 

inaugural LGIPs, are rated or operate under the terms of SEC Rule 2a-7 (Table 6.1). Washington, 

Rhode Island, Massachusetts, and Indiana elected not to receive rating but operate as Rule 2a-7 

like pools. North Carolina voluntarily comply with SEC regulations and has rating from external 

raters. This regulation ensures that it benefits from the higher level of safety and liquidity of its 

funds. 
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Contracting: The pools may also contract out the investment management to third party 

professional managers. About 20 LGIPs, representing 45 percent of the pools, contract out part 

or all of the investment management functions. An increasing percentage of government 

financial activities are in the hands of the private sector. However, many governments continue 

to prefer internal management of their activities rather than contract out to external managers. 

Multiple pools: Twenty states allow multiple LGIPs in their market, whereas 24 operate 

with one LGIP although some of these have sub-funds. California, Pennsylvania, Illinois, Texas, 

Florida, are examples of states that allow multiple LGIPs. On the other hand, Alaska, Oklahoma, 

Rhode Island, Indiana, Tennessee, Oregon, and Utah maintain only one LGIP, although sub-

funds of the main pool are available (Table 6-1).   

Sub funds:  LGIPs may offer multiple funds under its umbrella thereby giving local 

governments several options for investing their funds. These sub funds are administered by the 

parent pool, although they may have a separate rating. Sub-pools are distinguished from a stand-

alone pool by their administrative structure. Sub-pools are administered by a parent pool 

although they have their own investment policy and pool name. The total number of sub-funds 

varies from two to five. For example, the Ohio STAR has two sub-funds while the Kansas PMIB 

has five sub-funds. The total funds available in the 44 states is about 71.  Another example is 

Arizona’s LGIP which has four sub-funds and is managed by the state Treasurer’s office. The 

first (Pool 5) offers a diverse short-term portfolio similar to a prime money market fund while 

Pool 7 invests only in securities backed by the full faith and credit of the U.S. government. The 

other two sub-funds (Pools 500 and 700) are midterm funds, but Pool 700 invests in only 

securities backed by full faith and credit of the U.S. government. 
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Like Arizona, the West Virginia pooled portfolio maintains multiple sub-funds. The West 

Virginia money market pool is utilized for investing the majority of local government operating 

funds because of its daily liquidity. On the other hand, the West Virginia Government Money 

Market Pool invests only in U.S. Treasury securities and U.S. government obligations. The fund 

promises higher returns with a higher WAM. The Short-Term Bond Pool offers the highest 

return since it invests funds in longer-term securities. 

 In Ohio, the sub-fund STAR Ohio Plus offers insurance through the FDIC for up to $50 

million per account by placing the pool’s holdings with a consortium of banks that offer FDIC 

insurance.  Thus, the STAR plus portfolio has less exposure to credit risk. A similar arrangement 

exists with the LGIPs in Colorado and Texas. In Colorado, the ColoTrust Prime portfolio invests 

only in U.S. Treasury securities, while the ColoTrust Plus portfolio invests in U.S. Treasury as 

well as some commercial paper. The Texas LGIP, (TexPool) does not invest in commercial 

paper and certificates of deposits. However, TexPool Prime, the alternative fund does, making 

TexPool an LGIP with a more conservative investment strategy (TexPool Policy Document). 

Because commercial paper carries higher risk of default (Reed and Swain, 1997), yields on these 

securities are higher. 

Kansas Pooled Money Portfolio (KPMP) operates with multiple maturity dates rather 

than diverse security types in its portfolio. An overnight investment option is available for daily 

withdrawal by depositors. The fixed rate investment option (Term) is, however, available only at 

maturity. Thus, local government investors seeking to use the services of KPMP designate the 

preferred maturity date of the investment that may include 30, 91, 182 days, and one year or 

more. Early withdrawals are penalized. 
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State Pool
Net Assets 

(Millions$)
Participants Rated Subfunds Alternative Contracted

639.56 164 Y 1 Y

Y 2,654.00 153 Y 4

Y  NA NA 1 Y

Y 20,000.00 2,507             1 Y

4,000.00 1,200             Y 2 Y Y

Y 4,700.00 300 Y 1 Y

Y  NA NA 1

Y 8,049.00 800 Y 2 Y Y

Y 11,100.00 Y 2 Y

Y 1,581.00 1

Y 5,850.00 6,800             Y 1 Y

Y 427.63 1 Y

195.00 340 Y 3 Y Y

Y 3,251.00 305 Y 5

1.00 8 1 Y

Y 1,547.00 635 Y 1 Y

Y 4,100.00 302 Y 1

Y 8,051.00 * 2 Y Y 

1,158.00 Y 4 Y Y

1,657.00 Y 3 Y Y

793.80 Y 2 Y

Y 2,538.06 1

198.00 Y 1 Y

Y 427.81 86 1

Y 193.00 Y 1 Y

Y 12,905.00 250 1 Y

Y 692.00 Y 1

190.00 Y 1 Y Y

Y 3,192.00 Y 2 Y

Y 3,441.00 2,486.00        Y 2 Y

42.51 * 1 Y

Y 12,700.00 1

2,600.00 2,936             Y 3 Y Y

Y 209.36 * 1 Y 

Y 3,220.00 592 1

65.91 233 * 1 Y

Y 8,211.00 2

Y 18,295.00 2,321             Y 2 Y Y 

Y 10,000.00 2,901             1

Y 3,600.00 Y 1 Y

Y 11,157.00 530 * 1 Y

Y 12,905.00 Y 3 Y

Y 3,024.85 1,300             1 Y

Y 645.39 166 1 Y

32 190,207.88 24 71 21 20

* are not rated, but operate with rule 2a7 

West Virginia SIB

Wisconsin SIB

Wyoming ST

Utah ST

Virginia ST

Washington ST

South Dakota LG

Tennessee ST

Texas ST

Pennsylvania LG

Rhode Island ST

South Carolina ST

Ohio ST

Oklahoma SB

Oregon ST

New Mexico ST

New York LG

North Carolina LG

Nevada ST

New Hampshire LG

New Jersey ST

Missouri SB

Montana IB

Nebraska SB

Massachusetts ST

Michigan SB

Minnesota SB

Kentucky ML

Louisiana ST

Maryland ST

Indiana ST

Iowa SB

Kansas SIB

Georgia ST

Idaho ST

Illinois ST

Connecticut ST

Delaware ST

Florida SIB

SB: School Board; ST: state Treasurer; SIB: State Investment Board; LG: local governemnts; ML: municipal league

Sponsored 

by:
State

Table 6.1: Characteristics of the 44 Inaugural  LGIPs

Alaska ML

Arizona ST

Arkansas ST

California ST

Colorado LG
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Several other pools (e.g.  Michigan, Minnesota, Missouri, Nebraska, North Carolina, 

South Carolina, and South Dakota) offer at least one sub fund in addition to their primary cash 

pool. Participation in a fixed-rate term pool is, however, more stringent than with the cash pools. 

For example, Missouri requires a minimum deposit of $1 million, while Minnesota requires $100 

thousand to participate in their term portfolio. Additionally, the terms to maturity vary. The term 

pool is between 60 days to 1 year for Minnesota and up to 18 months for Missouri. 

Typology of LGIPs Based on External Influence 

Chapter 4 introduced a typology for classifying state-sponsored and locally-initiated 

LGIPs based on the degree of external influence on the pool. Each LGIP was classified based on 

their profile using these three questions: 

• Is the LGIP sponsored by the state and housed in a state agency?

• Is the LGIP externally rated or constrained by Rule 2a-7?

• Is the LGIP internally managed?

Table 6.2 (reproduced from Table 4.3), and Table 6.3 summarizes the results for the 44 

LGIPs used in this study. The most popular type of LGIP is closed pool (type A), where the 

state- and local government sponsored pools are closed to all external influences. All decisions 

on investment portfolio, WAM, and investment management functions are made internally. 

Because closed state pools (A1) are not rated and have not adopted the SEC Rule 2a-7, their 

policies are set internally by their governing board and those policies may allow for a longer 

WAM, which gives them a wider latitude on the maturities they include in their investment 
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portfolio. This pool type is the most popular, representing 27.3 percent of the pools assessed 

(Table 6.3). 

Table 6.2: Typologies of state and ILA LGIPs 

 Not Rated Rated 

Internally managed  Closed State LGIP (type A1)

 Closed ILA LGIP (type A2)

 Performance oriented pools

 Semi open state LGIPs (type C1)

 Semi open ILA LGIPs (type C2)

Contracted out  Semi closed LGIP (type B1)

 Semi closed LGIP (type B2)

 Open State LGIP (type D1)

 Open ILA LGIP (type D2)

 Risk averse pools

In the case of the B1 (semi closed) type of pools, the state sets investment policies and 

uses an external manager to run the day-to-day operations of the pool. In other words, the pools 

are not rated or operate with Rule 2a-7 but contracted out. The state maintains oversight by 

requiring pool managers to periodically submit performance and compliance reports to the state 

agency. However, the day-to-day decision-making, such as when to buy and sell securities or 

which securities to buy and sell are made by the external investment manager. None of the 44 

LGIPs fall into this category. All pools under contracting operate with at least Rule 2a-7 and may 

receive a rating from external rating agency. 

Type C1 (semi open) pools are rated but not contracted out to external managers. Semi 

open state LGIPs is the second most popular representing 25 percent. However, Pool D1 (open 



108 

LGIPs) are both rated and contracted out.  Texas, Louisiana, and Florida are examples. In Texas, 

the LGIP is managed by Federated Investors who report to the state comptroller, who is the 

director and sole shareholder of the Texas Treasury and Safekeeping Trust Company, the state 

organization responsible for TexPool. The local government sponsored pools show little 

variation. All are classified as open LGIPs. 

Discussion and Implication of LGIP Typologies 

This study finds that LGIPs are either sponsored by the state or local governments. LGIPs 

sponsored by local governments operate with an institutional arrangement that is appealing to 

many local governments. Studies find that governments in an ILA share common goals and 

Table  6.3: Typology of LGIPs with examples 

Pool typology Number 

of Pools 

Percentage 

of Pools 

States Represented 

Closed LGIP (A1) 13 29.55 AR, CA, DE, ID, MT, NV, NJ, OR, SC, TN, 

UT, WI, WY 

Semi Closed (B1) 0 0.00 

Semi Open (C1) 11 25.00 AZ, CT, GA, IL, KS, MD, NM, OH, VA, 

WA, WV. 

Semi Closed (D1) 8 18.18 FL, LA, TX. IN, MA, RI, NH, NC 

Type A2 0 0.00 

Type B2 0 0.00 

Type C2 0 0.00 

Type D2 12 27.27 AS, CO, IA, MI, MN, MO, NE, NY, PA  KY, 

OK, SD 

Total 44 100.00 

Source: Author’s tabulation using Web-based sources 
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values (Chen and Thurmaier, 2009; Thurmaier and Wood, 2004). The shared goals lead to more 

trust, and fewer principal-agency problems because of joint ownership, and lower transaction 

costs (Chen and Thurmaier, 2009; Thurmaier and Wood, 2004). ILAs also benefit from 

economies of scale, promote efficiency, and effectiveness of local government services (Chen 

and Thurmaier, 2009). 

LGIPs established through the collaboration of local governments using the authority of 

an ILA give those local governments greater autonomy and discretion while participating in the 

LGIPs. Local government sponsored pools also allow local governments to express their views 

and are considered partners in the decision-making process rather than passive participants. 

Because of this joint effort, principal-agency problems are diminished since all local 

governments are collectively the principal whereas the third party is the agency. Pools fostered 

as ILAs are expected to be popular among local government users of LGIPs. 

However, state-sponsored pools have much more deposits and serve a much larger 

number of depositors than the ILAs. Unlike LGIPs formed through ILAs among local 

governments, where power is shared, a state in a collaboration relationship with other local 

governments have greater influence. The state treasury provides regulatory oversight for the 

pools under its authority (Bland, Nukpezah, and Shinkle, 2015). Moreover, local governments 

that participate in state-sponsored LGIPs are agencies of the state and are more likely to look up 

to a state program than otherwise. State managed pools also have the support of the state treasury 

office and take advantage of a perceived protection that state resources provide. In some states, 

the state-sponsored pool commingles local funds with state resources providing greater 

economies of scale for investment. 
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State-sponsored pools also enjoy legislative prerogatives from the state, which has at its 

disposal legal and financial expertise to craft solutions to messy situations that might arise. 

Examples of these messy situations are a run or losses in the pool’s portfolio as occurred in 

Texas, Florida, and West Virginia. For example, in 1994 when there was a run on TexPool, state 

resources were used to offset the losses incurred by TexPool (Bunch, 1999). Texas law was 

subsequently amended to specifically prohibit this sort of inferred liability and intervention by 

the state.  

LGIPs are uninsured and do not have a safety net to fall back onto in the event of a run on 

the pool. In spite of this, there may be a perception that the state would not stand by and watch 

its LGIP fail. Therefore, pools managed by the state attract more participants that translates into 

greater liquidity and better performance depending on the institutional arrangements used. 

LGIPs may also be arranged as closed, open, and intermediary types. Closed pools are 

not contracted out, are not rated, and do not operate under the terms of Rule 2a-7. Closed pools 

come with some obvious advantages. Because they operate with none of the restrictions that 

come with a rating, or with Rule 2a-7, or contracting out to third party managers, such funds may 

outperform other funds that emphasize liquidity and safety. Conversely, open LGIPs are 

constrained by external raters or contracting which operate with industry standards. 

Policy debates have discussed whether investment funds should be regulated using 

quantitative criteria or prudent man rule (Galer, 2002; Hayes, 1999). Quantitative criteria would 

include ratings or Rule 2a-7, which prescribe clearly stated maturity days and the proportion of 

specific securities that should be in a portfolio. The prudent person rule, however, operate with 

behavior oriented standards. 
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The prudent person rule asserts that a fiduciary should discharge his/her responsibilities 

with care, skill, and diligence that a prudent person should exercise in caring for his/her 

enterprise. When applied to investment management decisions, the rule which has its root in trust 

law focusses on how the fiduciary performs their responsibilities with respect to the investment 

pools. As suggested by Galer (2002, 6) “Prudence is demonstrated by the process through which 

risk is managed, rather than by the definition of specific risks that are imprudent.” To surmise, 

when prudent person rule is applied to investment decisions and choices, it calls for the 

recognition of due diligence, and process, care and skill with the fiduciary having the 

responsibility to monitor and ensure diversification. 

Closed LGIPs demonstrate greater confidence and trust in the pool's in-house managers 

to effectively and responsibly manage public funds and as such have chosen not to contract out 

to third party managers. The increased discretion of fund managers allows them to define their 

own criteria of risk and be prudent in the management of resources. The trust and confidence that 

closed pools have placed in managers of public funds at state treasuries and agencies is not 

misplaced. Managers at the state agencies must act with prudence in their investment decisions 

with state and local cash resources. 

California, Utah, Tennessee and other pools that operate with closed LGIPs have shown 

that prudence goes beyond quantitative criteria for assessing risk. These states have generally 

higher WAMs and are unrated, but they have never experienced a run or other panic response by 

their depositors. Closed LGIPs that are state sponsored benefit from the perceived protection of 

the state as noted earlier. These pools may be described as performance oriented pools and seek 

the opportunities that higher yield presents. A disadvantage with closed pools, though, is the 

lower liquidity and safety due to a drive for higher yields. This disadvantage could be addressed 
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by the pool maintaining larger net assets thereby giving managers a greater margin for error in 

meeting cash withdrawal demands. 

Open pools, on the other hand, rely on external validation (ratings, Rule 2a-7, and 

contracting of fund management) to establish the pool's credibility with depositors. Public 

managers in these states have decided that they do not want to take the risk of defining what 

safety is and hence, suggest that external validators should define that. These measures 

emphasize risk aversion and the LGIP as risk averse pools. Rating and contracting out of the 

investment management function to a third party elevates compliance with industry standards in 

terms of WAM and the quality of securities. Hence, conservative management of LGIP defines 

prudence in terms of preservation of safety and liquidity. 

Understanding the effect of the institutional arrangements of LGIPs on their performance 

provides policy guidance for managers and state lawmakers. First, states that are large may 

consider strategies that improve their liquidity while requiring a responsible and prudent WAM 

for the portfolio. Such a strategy may produce higher yields for their investors without 

necessarily compromising safety or liquidity. Anecdotal analysis of closed pools illustrates the 

potential. For instance, California's state-supported pool, Local Agency Investment Fund 

manages more than $20 billion in assets. It combines this into a $65 billion fund that the state 

controls in its pooled fund. Because of the pool's size, cash inflows and outflows will also be 

substantial, providing pool managers with liquidity to meet all but the most extreme cash 

demands by depositors. Evidence also suggest that the confidence in the management of the 

pools and effective client service coupled with transparency in pool operations  builds the 

confidence of depositors and reduces the probability of a run. 
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Second, in the pursuit of higher liquidity through higher cash flows, smaller pools may 

consider merging with other smaller pools to create larger pools. A constraint of this is that 

LGIPs operate only within state boundaries. To foster regional LGIPs Intergovernmental 

agreements that allow the creation of regional LGIPs sponsored by Council of State 

Governments may be considered. Additionally, there may be the need to amend state laws to 

allow such interstate collaboration. Additionally, smaller pools, such as Oklahoma that operate 

for only school districts may want to have a statewide presence if their performance is to 

improve. Such pools may open up to other local governments such as municipalities, counties, 

special districts, and other public agencies for deposits. The private investment management 

firms may create a private sector counterpart that provide competition for government. 

Third, states that have only one pool may need to consider the creation of sub-funds that 

provide alternative means of investing to the local governments. Examples from Arizona, Kansas 

and West Virginia show that pools that target various maturity and instrument would be 

consistent with the various local government investment policy.  Alternatively, a competitive 

environment in which several LGIPs operate encourages innovations in the provision of 

investment services to local governments. 
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CHAPTER 7 

DETERMINANTS OF LGIP PERFORMANCE 

This chapter presents the empirical findings of the factors that affect the performance of 

LGIPs. The chapter discusses the effect on LGIP performance caused by (1) the institutional 

arrangements used in managing the LGIPs, (2) receiving a rating and contracting out portfolio 

management to a third party, (3) competition in the state LGIP market, and (4) periods of 

economic recession. The discussion is placed in the context of the broader literature of public 

management. 

Table 7.1 reports the descriptive statistics for the variables used in the study. Complete 

monthly data were obtained from seven state LGIPs from January 2008 to December 2014 

resulting in 588 observations. The variables used in the analysis include yield spread—the 

measure for performance —yield, net assets, and WAM. These are ratio-level measures. The 

monthly yield spreads range between -13 to 238 basis points, with a mean of 28.16 basis points. 

The monthly average yield is 0.67 percent and ranges from 0.01 to 4.77 percent. The results also 

show a variation in the average monthly WAM from 9 to 278 days. On average, these seven 

LGIPs have a monthly net assets of $10.37 billion. The net assets of the LGIPs vary from a 

monthly minimum of $2.29 billion to almost $26 billion. 

The other variables used in the study are dummies. These include institutional types 

(open LGIPs, closed LGIPs, and semi open LGIPs), periods of economic recession, competition, 

contracting out, and whether the LGIP is rated or operate with Rule 2a-7 or not. The statistics 

show that 28.5 percent of the observed institutional types are open LGIPs, while 43 percent are 
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closed LGIPs.  The great recession occurred during 19 months of the observed period (December 

2007 to June 2009) while 57 percent of the LGIPs report competition. About 43 percent of the 

pools are rated or regulated by SEC while 14 percent are contracted out. 

Table 7.1 Descriptive Statistics for Seven LGIPs, January 2008 to December 2014 (n=588) 

Variable (588 observations) Mean Std. Dev. Min Max 

Yield Spread (Basis Points) 28.162 40.773 -13.00 238.800 

Yield (%) 0.667 0.946 0.010 4.779 

Net Assets($ Million) 10,366.700 6,476.300 2,289.19 25,998.700 

Weighted Average Maturity (Days) 80.335 60.504 9 278 

Closed LGIPs 0.429 0.495 0 1 

Opened LGIPs 0.285 0.452 0 1 

Semi Open LGIPs 0.289 0.452 0 1 

Economic Recession 0.184 0.388 0 1 

Competition 0.571 0.495 0 1 

Rated/Rule 2a-7 LGIPs 0.429 0.495 0 1 

Contracted LGIPs 0.143 0.350 0 1 

Table 7.2 reports the correlation matrix for the variables used in the analysis. The yield 

spread is positively correlated with yield, recession, closed LGIPs, and WAM. The yield spread 

is also negatively correlated with LGIPs that are rated, LGIPs that are contracted out to third 

party managers, and open LGIPs. There is no excessively high correlations between the variables 

used in the study suggesting no multicollinearity problems. 
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The coefficients of the effect of the independent variables on performance are estimated 

using two sets of data. The first set of estimates uses data from the 18 LGIPs (1,511 

observations), those LGIPs that do not include WAM and net assets. Table 7.3 reports two 

specifications using this data set. The estimates for these two models, provide insights into the 

robustness of the estimates although they suffer from omitted variable bias. All the estimates are 

in the expected direction except contracting out portfolio management and open LGIPs. 

Contracting investment management to third party has a positive effect on performance contrary 

to the hypothesis.  Open LGIPs are significantly different from closed LGIPs as expected, but are 

not significantly different from semi open LGIPs as hypothesized. Recession, competition, and 

closed LGIPs have positive effects on performance as hypothesized (P<0.01). 

The reduced models using data from the 18 LGIPs do not include interaction terms 

because of the omitted variables. In spite of the limitations this reduced version of the model 

Table 7.2 Correlation Matrix for Variables Used in the Analysis 

Yield 

Spread Yield 

Net 

Assets WAM Closed Open 

Semi 

open Recession Competition Rated 

Yield 0.6713 

Net Assets 0.2327 0.1451 

WAM 0.1944 0.0351 0.5922 

Closed 0.3568 0.1538 0.1999 0.6711 

Open -0.1712 -0.0738 0.1322 -0.4293 -0.5477 

Semi open -0.2197 -0.0947 -0.3511 -0.3058 -0.5477 -0.4 

Recession 0.6325 0.7541 0.1095 -0.0296 0.0685 0.05 -0.125 

Competition -0.0417 -0.018 0.579 0.1192 -0.4167 0.5477 -0.0913 -0.0685 

Rated -0.3135 -0.1351 -0.1318 -0.5251 -0.75 0.7303 0.0913 0.0685 0.1667 

Contract -0.1677 -0.0722 0.399 -0.252 -0.3536 0.6455 -0.2582 0.0323 0.3536 0.4714 
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supports most of the hypotheses.  The following section reports the results for the fully specified 

model using data from the seven LGIPs for which complete data were available. 

 

Table 7.3 Regression Results for the Determinants of Performance (18 LGIPs) 

  Model 1 Model 2 

  β PCSE β PCSE 

Yield Spread (t-1) in Basis 

Points 0.347 0.046*** 0.35 0.0461*** 

Yield (%) 9.307 2.807*** 9.331 2.812*** 

Recession =1 32.024 6.217*** 31.857 6.223*** 

Competition =1 2.185 1.061** 0.671 0.943*** 

Rated =1      -14.542 1.692*** 

Contracted =1     2.290 0.793*** 

Open =1 (versus semi-open) 0.017 0.735     

Closed =1 (versus semi-open) 14.281 1.529***     

Constant -14.887 2.831*** -0.996 2.651 

Number of Observation 1511   1511   

R2 0.6553   0.656   

Wald Chi2 Statistic  826   829   

p<0.01***; p<0.05 **                      

 

Effect of Institutional Types on LGIP Performance 

Four institutional types of LGIPs were proposed in Chapter 4 based on whether an LGIP 

is rated and whether the investment management function is contracted out to third party 

managers. As discussed in Chapter 4 (Table 4.3) the types are closed, open, semi-closed, or 

semi-open. The effect of semi-closed LGIPs (Table 6.2) could not be tested because there are no 
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LGIPs in this typology as theoretically described. To test for the effects of institutional types on 

LGIP performance, monthly data from January 2008 to December 2014 were obtained from 

seven state-sponsored LGIPs, resulting in 588 observations.  Closed LGIPs are hypothesized to 

have a higher performance compared to the open and semi-open pools. The open pools are 

expected to have a lower performance compared to semi-open LGIPs.  

The regression results for three model specifications are reported in Table 7.4. The Wald 

test is significant (p<0.01) suggesting the joint significance of the independent variables. The R2 

ranges between 70 and 71 percent suggesting that the independent variables explain a high 

percentage of the variation in the dependent variable. Model 1 shows that the lag of yield spread, 

yield, and net assets are significant in the predicted direction (p<0.01). WAM is, however, 

significant in the opposite direction (p<0.01). Model 2 excludes WAM to test for the robustness 

of the other variables. The key variables in Models 1 and 2 are rated and contracted LGIPs, both 

of which are significant (p<0.01). These are used in developing the institutional typologies 

hence, are excluded in model 3. Model 3 tests for the effect of Closed and Open LGIPs. The 

model also finds that competition and recession have positive effects on performance (P<0.01). 

The result in Model 3 shows that open LGIPs have statistically lower yield spreads 

compared to semi-open LGIPs (p<0.05), the reference group. The closed LGIPs tend to report 

significantly higher yield spreads compared to the reference group. Specifically, the result shows 

that, on average, the performance of closed LGIPs is 20.67 basis points higher than the semi-

open LGIPs. The performance of open LGIPs is, on average, 9.36 basis points lower than the 

semi-open LGIPs, controlling for all the other variables. 
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-Table 7.4: Regression Results for the Effect of Institutional Types on Yield Spread (7 LGIPs) 

  

  

Model 1 Model 2 Model 3 

β PCSE β PCSE β PCSE 

Yield Spread t-1 (in basis 

points)    0.4381 0.0511***   0.4410 0.0506*** 0.2790 0.0468*** 

Yield (%) 20.4568 2.4470*** 20.6101 2.4380*** 14.6230 2.8490*** 

Net Assets ($Millions)   0.0007 0.0002***   0.0005 0.0001*** 0.0002  0.0002*** 

WAM (Days) -0.0256 0.0168     -0.0958 0.0238*** 

Recession months =1         22.2690 6.0180*** 

Competition =1     12.0256 2.6776*** 

Rated LGIPs=1  -7.1560 1.4740*** -6.4255 1.3882***     

Contracted LGIPs=1 -8.5320 2.3170*** -6.4534 1.4749***     

Open =1(versus semi-open)          -9.3660 2.8010** 

Closed =1(versus semi-open)         20.6770 2.8140*** 

Constant 4.3563 2.6120 3.7464 2.4962 -16.9220 3.4380*** 

Number of observations 588 

 

588 

 

588 

 R2 0.7049   0.7047   0.7147  

Wald Chi2 Statistic  1,008.42***   991.27***   1,542***  

p<0.01***; p<0.05 **; p<0.1 * 

 

The study findings support hypotheses 8a and 8c. The result suggests that institutional 

arrangements with which LGIPs operate matter. Closed LGIPs have chosen to set their own 

policy guidelines for average WAM and have forgone obtaining a rating. The net effect is that 

they achieve significantly higher levels of performance than their open or semi-open 

counterparts.  On the other hand, those that are open to external influence report lower yield. The 

LGIPs that pursue a middle line report moderate performance when compared to both closed and 

open pools.  
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Table 7.5:         Yield Spread and Weighted Average Maturities for Types of LGIPs 

Open Semi Open Closed 

Yield Spread (Mean) 17.13 14.01 44.95 

Yield Spread (Max) 143.26 180.00 238.00 

WAM (Mean) 39.30 51.00 127.00 

WAM (Max) 55 63 278 

Number of observations 168 168 252 

Table 7.5 provides further insight on why the performance of LGIPs differs by their 

institutional types. Table 7.5 shows that closed LGIPs operate with a higher WAM and hence, 

report higher yield spread. The mean monthly WAM of closed LGIPs is 127 days and a 

maximum WAM of 278 days. A high WAM is commensurate with yield spread of 45 basis 

points. Open pools, on the other hand, operate with a lower WAM and hence, have a lower yield 

spread. The WAM of closed LGIPs does not go beyond 55 days while the closed had a 

maximum of 278 days. Table 7.5 further reveal that semi-open LGIPs have a yield spread that is 

between open and closed LGIPs. Similarly, the maximum possible WAM (63 days) of semi open 

LGIPs is higher than open LGIPs (55 days) but lower than closed LGIPs (278 days). The 

positive risk-return relationship is supported. 

Given the findings, could it be conjectured that open LGIPs are more liquid and that 

closed LGIPs are riskier? Theoretically, the answer is yes. In practice, however, portfolio 

management practices suggest that it is possible to aim at higher yield and liquidity at the same 

time through prudent management and the taking of acceptable risks. Thompson (1988) suggests 

that pooling allows for the flexibility that liquidity requires and at the same time allows for the 

pursuit of more advantageous investment policies such as a longer WAM.  
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For example, after the pooling of state and local government resources in Oregon, the 

state met the scheduled disbursement requirements that allowed them to pursue strategies that 

would ensure the liquidity of the fund while it pursues higher yield (Thompson, 1988). California 

provides another example with the advantage of scale it has. With excellent skills in portfolio 

management, these funds can ensure the loyalty of their investors and provide the needed 

services to them. 

Effect of Rating and Contracting on Performance 

    The result in Model 1 shows that, on average, LGIPs that are rated or operate with 

Rule 2a-7 report an average performance of 7.2 basis points lower than LGIPs that do not, 

holding other variables constant. In Model 2 rating is associated with an average of 6.43 basis 

points lower in performance, controlling for other variables. The effect of higher rating on 

performance could not be tested. The effect of contracting out the investment management 

function of LGIPs to third parties on performance is negative in all the models. Model 1 shows 

that on average, LGIPs that are contracted out to third party managers operate at 8.5 basis points 

lower than their counterparts that internally manage their pools. Model 2 reports that 

performance is 6.45 basis points lower for contracted LGIPs compared to those that internally 

manage. 

The findings support both hypotheses 9 and 10, which assert a drop in the performance of 

LGIPs for both rated and contracted out LGIPs. As expected, rated pools promise a higher level 

of liquidity and safety for depositors. However, this comes at a cost.  Third-party managers may 

choose to compromise on higher yield in order to deliver safety of principal (Bland, Nukpezah, 
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and Shinkle, 2015; Kugler, 1990; Cox et al., 1981; Sorensen, 1979; Fisher, 1959). In other 

words, the price investors pay for the safety of their pools is lower yield. If an LGIP is rated 

Aaa/AAA, it is an indication that it will invest in high rated securities and that the funds will be 

liquid.  

A higher rating of LGIPs requires higher liquidity that pegs the WAM at not more than 

60 days. The lower WAM ensures a higher safety for the pool's assets. Fund managers are also 

expected to ensure that more than 50 percent of the securities in their portfolio are in A+ rated 

securities. Rated funds are also required to submit a regular report about their pool performance. 

Increased scrutiny and transparency of pool operations are the opportunity cost for higher return. 

The findings imply that when local governments invest their funds in high rated securities they 

should expect lower returns. 

The negative effect of contracting on yield is predicted. The axiom: contracting out 

delivers better service is true (Jang, 2006; Bovaid, 2004). In this case, the better service is the 

safety and liquidity of the fund, but that comes at a cost. Since all the LGIPs that contract out 

their investment management operate with the industry standard that constraint their WAM and 

require a higher grade of the security in their portfolio. Local governments need to decide what 

level of risk they are willing to take and what level of resources are available to them for 

protecting their resources.  

  

Effect of Competition on Performance of LGIPs 

        Table 7.6 shows the result of the findings of the effect of competition on performance. 

Models 1 and 2 show only the variables of theoretical interest—yield, net assets, WAM, 
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recession— and competition (the variable of interest). Model 3 includes four interaction terms. 

The Wald Chi2 statistics show that all three models are significant (p<0.01). The models show R2 

that is between 71 and 72 percent. All the variables are significant in the predicted directions for 

model 1. WAM is, however, not significant in model 2 and net assets has a negative coefficient. 

In model 3, yield is not significant. 

Model 1 and 3 are estimated with all the seven LGIPs and shows that competition has a 

negative effect on performance (p<0.01). Model 1 shows that, on average, states with an 

alternative LGIP incur a lower return of 3.68 basis points than states where the inaugural pool 

remains the sole provider of services. Since the data set includes both rated and unrated LGIPs, It 

is possible that the negative effect of competition reported on performance may be as a result of 

comparing rated pools that have competitors with unrated pools without competitors. 

          Model 2 uses only rated pools (n=252) to estimate the coefficients. This model assesses 

the effect of competition on performance for only rated pools. For example, the inaugural pools 

in Texas and Florida are rated and as such operate with a lower WAM and hence, a lower 

performance is expected. Utah and Tennessee have no competition and are unrated and are 

hypothesized to report higher performance. The result of model 2 supports hypothesis 8 that 

competition improves performance. Among rated pools, LGIPs that operate in an environment 

that allow for competition have a 12.7 basis points higher performance on average than rated 

pools without competition, while controlling for other factors. The control variables, lag of yield 

spread, yield, WAM, and recession, are in the expected direction except net assets, which was 

negative (p<0.01). 
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Table 7.6: Regression Results for the Effect of Competition on Yield Spread (7 LGIPs) 

Model 1 Model 2 Model 3 

β PCSE β PCSE β PCSE 

Yield Spread t-1 (Basis 

Points) 0.4294 0.0466*** 0.262 0.05776*** 

0.396 0.061*** 

Yield (%) 16.6184 2.7519*** 8.5002 3.127*** 
2.444 2.992 

Net Assets ($Millions) 0.0003 0.0001** -0.0007 0.0002*** 0.003 0.0001*** 

WAM (Days) 0.0488 0.0134*** 0.04536 0.1196 0.097 0.379*** 

Recession =1 16.1196 5.6356*** 28.7021 7.09504*** 41.963 6.171*** 

Competition =1 -3.6800 1.4484** 12.7233 3.0511*** -6.088 2.760** 

Competition X Recession 
5.122 2.355** 

Competition X Rated -9.230 3.331*** 

Competition X Assets -0.004 0.000*** 

Competition X WAM 0.007 0.040 

Constant -0.7012 2.8253 -23.096 5.222 4.521 3.261 

Number of Observations  588  252 588 

R2  0.7064 0. 6400 0.6837 

Wald Chi2 Statistic  896.99***   258.25*** 1064*** 

Model 3 specifies four interaction terms to examine whether the effect of competition on 

performance varies with a recession, rating, WAM, and/or net assets. Three of the interaction 

terms are significant. Interpreting interaction terms requires considering both the main effect 

variables and the interaction terms. Table 7.7 summarizes the coefficients and their effects on 

performance. 

Table 7.7 shows that during periods of economic recession, states that allow competition 

in their LGIP market report a 0.97 basis point decrease in yield spread which is a better 

performance when compared to the effect of competition alone on performance (-6.088 basis 

points). The effect of competition on performance is greater during a recession. The results also 
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show that the effect of competition on performance is lower for rated than for unrated pools. This 

suggests that the benefits of competition are more likely to be observed among unrated pools 

who are not constrained by WAM and the types of securities they invest in. On average, rated 

pools report 15.3 lower basis point than unrated pools during competition. Similarly, a $1 million 

increase in LGIPs net assets is associated with a 6.092 basis point decrease in yield spread. There 

is a marginal increase in performance with higher net assets with competition. 

Table 7.7:  Effects of Competition and Interaction Terms on Performance 

Competition 

Competition  X 

Recession 

Competition X 

Rated 

Competition 

X Assets 

Competition 

X WAM 

Coefficient -6.088 5.122 -9.230 -0.004 

Not 

significant 

Total 

effect 

-6.088+5.122= 

-0.97 

0.6.088-9.230= 

-15.318 

-6.088-

0.004= 

-6.092 

The findings reveal important facts about the effect of competition in a state’s LGIP 

market on yield spread. Hypothesis 11a postulates that LGIPs that operate in states with multiple 

pools will have a higher performance. This hypothesis is not supported by model 1.  However, in 

the constrained model that utilized only rated pools for uniform testing, those pools with 

competitors have higher yields than those states with a sole LGIP. This finding supports 

hypothesis 11a.  The findings also support hypothesis 11b that the effect of competition on LGIP 

performance varies by rating or Rule 2a-7. As expected, rated pools with competition are 

associated with a decrease in performance compared to those with no competition. The effect of 

competition on performance is greater for unrated pools. 

The findings suggest that while competition may have a positive effect on LGIPs, this is 

only true when all the LGIPs operate in a similar regulatory environment. Since rated pools 



126 

 

operate with a WAM constraint, it is expected that they would report lower yields. Competition 

among rated pools levels the playing field for all operators. Rating or regulation of LGIPs with 

industry standards such as Rule 2a-7 require important disclosures that contribute to the 

transparency of pool operations and reduces information asymmetry. The interaction between 

competition and recession further explains why yield spread tends to be higher during a 

recession. There is an increase in risk taking behavior during recessions. Competition only seeks 

to enhance that. 

         These findings present some important implications. First, it shows that competition is 

good for LGIPs that operate with similar regulatory constraints such as, Rule 2a-7 or a state-

mandated requirement that all pools be rated by a rating agency. It further suggests that when 

governments open their LGIP market to competition, the state may need to require that they be 

regulated to ensure that risk taking behaviors are minimized. A second implication is that it is 

during periods of economic recession that competition gives higher returns for LGIPs. The third 

implication is that LGIPs with greater assets do not necessarily benefit from competition. In 

other words, while economies of scale may account for higher returns, in competition, an 

economy of scale is not associated with higher returns especially if LGIPs are operating within 

different regulatory environments. 

 

The Effect of Economic Recessions on LGIP Performance 

Table 7.8 shows the fixed effect estimation of the effect of recession on performance with panel 

corrected standard error (PCSE) and Prais-Winsten estimates that correct for heteroscedasticity 

and serial correlation respectively. The Wald statistic is significant (p< 0.001) confirming that 

the joint effect of the independent variables on LGIP performance is significant. The R2s are 
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0.7013 and 0.7173 meaning about 70 percent of the variation in yield spread is accounted for by 

the independent variables. 

Model 1 shows variables (WAM, yield, the lag of yield spread, and net assets) that are of 

theoretical interest. All these variables are significant in the predicted direction except net assets, 

which is not significant. The lag of yield spread is included because past LGIP performance is 

expected to influence future performance. Since the federal funds rate is the benchmark for 

estimating the performance of all the LGIPs under consideration, as a pool’s yield increases over 

the federal funds rate, the pool is expected to report a higher performance. 

Table 7.8: Regression Results for the Effect of Recession on Yield Spread, (7 LGIPs) 

Model 1 Model 2 

β PCSE Β PCSE 

Yield Spread t-1 (in Basis Points) 0.4708 0.0488*** 0.4236 0.0455*** 

Yield (%) 20.786 2.431*** 16.1693 2.7333*** 

Net Assets ($Millions) 0.0001 0.00007 0.0002 0.0001** 

WAM (Days) 0.0489 0.0123*** 0.0203 0.0123* 

Recession =1 18.8623 5.605*** 

Recession X WAM 0.2034 0.0245*** 

Recession X Assets -0.0005 0.00015*** 

Constant 0.06315 2.1699 -3.0440 2.3247*** 

Number of Observations 588 588 

R2 0.7013 0.7173 

Wald Chi2 Statistic 716.09*** 908.97*** 

p<0.01***; p<0.05 **; p<0.1 * 

Model 2 assesses the effect of economic recessions on performance. The model also tests 

whether the WAM and net assets of the LGIPs vary during a recession. In other words, is the 

higher performance reported during periods of economic recession due to higher risk taking 

behaviors (longer WAM) or due to economies of scale (larger net assets)? That is, is there an 
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interaction effect between each of these variables and economic recession contributing to the 

higher performance of the LGIPs during periods of economic recession?  

Two interaction terms—recession and weighted average maturity (Recession X WAM), 

and recession and net assets (Recession X Assets) —provide insight on what drives the higher 

yield spread during a recession. Both interaction terms are significant (p<0.01). However, the 

sign on the interaction between recession and net assets is negative. The effect of the interaction 

terms cannot be inferred directly from the results. The result of the interaction terms (Table 7.8 

and 7.9) shows that on average, a one-day increase in WAM during periods of economic 

recession accounts for an increase of 19 basis points in yield spread, which is more than the 

marginal effect of recession alone (18.86 basis points). However, the result shows that on 

average, a $1million increase in a state LGIPs net assets during periods of economic recession 

accounts for an increase of 18.85 basis points in yield spread, which is less than the effect of 

recession alone.  

Table 7.9    Calculated Coefficients of Recession Interaction Terms 

Recession Recession X WAM Recession X Assets 

Coefficient 18.862 0.203 -0.005 

Total effect 

18.862+0.203= 

19.065 

18.862-0.005= 

18.857 

 The result also supports hypothesis 12 that periods of economic recession account for 

higher yield spreads. On average, periods of economic performance account for an 18 basis point 

higher performance than non-recessionary periods. One explanation for these higher yield 

spreads is that because LGIPs are safe havens for cash, during periods of an economic recession 

there is an upsurge in the level of deposits (Bland, Nukpezah, and Shinkle, 2015). The upsurge in 

deposits is expected to result in a reduced cost of investment as a result of the spreading of the 
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administrative cost of funds deposited. The findings do not support hypothesis 12b that net assets 

increase during recessions. The higher performance of LGIPs during periods of economic 

recession are not due to higher net assets.  

The speculation that recessions lead to fund managers offering higher prices for cash that 

is deposited due to higher demand seemed plausible. This study contends that to compensate for 

the higher yields that managers are willing to offer, they increase the WAM. This is consistent 

with hypothesis 12c and agrees with both the modern portfolio theory and economic utility 

theory (Nagy and Obenberger, 1994; Neumann and Morgenstern, 1953; Markowitz, 1952).  An 

increase in performance of LGIPs during a recession is compensated for with a higher WAM. 

With LGIPs offering higher performance, it stands to reason that the fund managers take higher 

risks as in increasing the weighted average maturirty of the funds. 

 Two implications of the findings are tenable: First, strategic investors can make good 

returns during economic recessions when the economy is contracting and production is at its 

lowest to take advantage of the sophistication of fund managers. Periods of economic recession 

is a good time to invest for performance oriented investors. Risk averse investors need to be 

cautious. Second, LGIPs are safe havens for cash during periods of an economic downturn since 

sophisticated fund managers pursue investments whose value appreciates while ensuring the 

safety of investments.   

Model 2 shows that there is a positive relationship between net assets of the LGIPs and 

performance. On average, performance is expected to increase by 0.0002 basis points for every 

$1 million increase in net assets, holding the other variables constant. This finding is, however, 

not robust since the effect of net assets on performance is not significant in model 1. The results 
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of the analysis provide some support for the suggestion that economies of scale, measured with 

net assets, have a positive effect on performance. 

 Investment theory suggests that economies of scale reduce the cost of investing, which 

translates into a higher performance of LGIPs (Orndorff and Syal, 1997; Larson, 1994; 

Strachota, 1991; Thompson, 1988). Smaller governments that do not have the competitive 

advantage of investing in the national marketplace when acting alone can enjoy higher yields 

when they commingle funds with other governments in LGIPs. Economies of scale also provide 

benefits of efficiency and effectiveness of local government services (Chen and Thurmaier, 

2009). This increase in economies of scale reduces administrative costs because these are shared 

among a larger number of depositors resulting in a higher return for all the LGIPs. 

The result also implies holding other factors constant, larger pools perform better than 

smaller pools. Operators of LGIPs who seek higher returns without diminishing safety should 

consider strategies to increase their pool's net assets. Mergers and consolidation of smaller pools 

would be one such strategy that would improve negotiations for better returns due to larger sizes 

leading to better performance for all depositors. Another implication is that LGIPs would do well 

if they commingle state funds with local government resources for investment rather than operate 

two funds separately, as is the case with some states. Furthermore, investment firms, such as 

Federated, who manage multiple portfolios of local government sponsored pools could combine 

these funds for investing to ensure better returns. 



131 

CHAPTER 8 

SUMMARY OF FINDINGS AND CONCLUSIONS 

This chapter draws conclusions based on the findings of the research reported in this 

dissertation. The first section summarizes the major findings followed by separate discussions on 

the contributions of the study to theory and practice. The recommendations emanating from the 

study are then outlined. Finally, the limitations of the study and suggestions for further research 

are presented. 

Summary of Findings 

 The dissertation examines three questions that focus on the adoption, management, and 

performance of LGIPs. The questions examined are: (1) what factors influence a state's decision 

to adopt an LGIP? (2) What institutional arrangements do states use for managing their LGIPs? 

(3) What effect do state-level institutional characteristics have on LGIP performance? 

Quantitative empirical analyses are employed in answering questions 1 and 3, while descriptive 

analysis was used to address question 2. 

The dissertation conceptualizes LGIPs as innovations that states adopt to address 

challenges local governments face when investing their cash balances. State adoption of an LGIP 

occurs when the state legislature grants statutory authority for local governments to organize 

investment pools. The creation of an LGIP is through the auspices of the state, usually under the 

oversight of the treasurer’s office, through an interlocal agreement, or through other institutional 

arrangements for the establishment of such a pool and the subsequent commingling of public 
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funds. The study increases scholars' understanding of the factors that influence the adoption of 

innovations such as LGIPs. It provides insight into why some states adopt innovations while 

others are non-adopters or lag in their decision to adopt. 

The study has demonstrated that the policy adoption theory provides utility in 

understanding state adoptions of LGIPs. This dissertation has extended the theory with insights 

from investment theory to demonstrate that management credibility influences the likelihood of 

LGIP adoption. The study has demonstrated that the desire to implement a program but a lack of 

ability would not get it done—“a pure heart and an empty head are not enough” to get 

investment programs successfully adopted in a states (Galer, 2002, 6). 

 The second study developed typologies of LGIPs based on their institutional 

arrangements. With such a typology, LGIPs could be compared based on the their orientation to 

risk or performance. LGIPs use their performance as a marketing tool. However, they operate 

with different institutional arrangements that influence the level of risk they take. Comparing 

LGIPs without recourse to their institutional arrangements is akin to comparing apples to 

oranges. The typologies developed place LGIPs on a spectrum based on their aversion to risk and 

orientation to performance. Closed pools operate with performance orientation while open pools 

have an aversion for risk with semi-closed and semi-open in the middle. The typology provides a 

framework for comparing apples with apples and oranges with oranges. 

The third study extends the risk-return tradeoff in investment decision making to LGIP 

institutional arrangements, competition in a state's LGIP market, and periods of economic 

recession on one hand, and the returns LGIPs achieve. The dissertation finds that open LGIPs, 

competition in the LGIP market, and periods of economic recession account for higher 

performance because of higher risk-taking behaviors associated with them. 
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Table  8.1 Summary of  Hypotheses Tested and Supported 

H: Statement of hypotheses Expected 

sign 

Result 

Likelihood of LGIP Adoption is determined by… 

1 Quality of fiscal management (state’s General Obligation bond 

rating)  

Rated AAA > Rated AA > Rated A > Rated BBB 

+ + 

2 Quality of professional leadership (number of accredited MPA 

programs)  
+ + 

3 Number of local governments in a state + Not 

significant 

4A The fiscal capacity + + 

4B The use of alternative securities (Cash and security holdings) - - 

5 The administrative capacity (financial administration) + + 

6  The number of proximate neighbors at the time of adoption + + 

7A A united government + + 

7B Republicans control both the executive and the legislature + - 

The performance of LGIP is determined by… 

8A Closed LGIPs (vs semi open) + + 

8B Semi-closed LGIPs (vs semi open) + Not tested 

8C Open LGIPs (vs semi open) - - 

9A  Rated LGIPs - - 

9B Higher Rating - Not tested 

10 Contracting out. - - 

11A LGIPs that operate in states with multiple pools (Competition) + mixed 

11B Competition X rating - - 

11C  Competition X net assets + - 

11D Competition X recession  + + 

12 Net assets of the LGIPs + + 

13A Recession + + 

13B Recession X WAM + + 

13C Recession X net assets of the LGIPs + - 
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Table 8.1 summarizes the key findings of the study. The dissertation finds support for 

both policy adoption and management credibility theories in state policy adoptions.  The 

assertion that the quality of financial management in a state influences the likelihood of policy 

adoption is supported. States with higher GO bond rating are more likely to adopt LGIPs in a 

given year. The study also finds that the quality of professional leadership in the state, as 

measured by the number of accredited MPA programs, is positively related to the adoption of 

LGIPs. 

The two variables together support the assertion that management credibility is an 

important determinant of policy adoption. A higher credit rating suggests trustworthiness and 

competence of the state as a manager of its local government’s fiscal resources. The count of 

accredited MPA programs in the state suggests a credible environment where professional 

leadership promotes innovative policy making. 

A key finding is that, contrary to predicted, the number of local governments in a state 

does not influence its proclivity to policy adoption. Local governments take advantage of the 

opportunities that pooling presents irrespective of the level of state political fragmentation. 

LGIPs may address the problems of political fragmentation, but it does more. It provides 

opportunities for governments to work together. Similarly, there is a weak support for the effect 

of political factors on state adoption of LGIPs. Adoption of innovation is not driven by partisan 

politics. Politicians would support policy adoption irrespective of their political leaning. 

The three economic variables are all significant. Fiscal capacity (per capita income), 

administrative capacity (expenditure on financial administration), and cash and security holdings 
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influence adoption. The findings suggest that states that are desirous of implementing policy 

innovations need to focus on their economic factors. 

The dissertation also finds strong support for the assertion that proximate neighbors 

influence the adoption of policies. As the number of proximate neighbors who have previously 

adopted an innovation increases, a state is more likely to adopt that policy. In spite of 

technological advances where information travels non-geographically, the proximate neighbor 

construct remains an appealing explanation for why and how states and organizations adopt 

innovations. 

In summary, the first study concludes that state adoption of LGIPs in a given year is 

determined by management credibility— the quality of financial management and the quality of 

professional leadership in the state. Adoption is also influenced by state economic factors in 

terms of higher fiscal capacity, higher administrative capacity, and a lower cash and security 

holdings. The number of proximate neighbors who have previously adopted LGIPs contributes to 

the spread of innovations. 

The second empirical study examined the effect of institutional factors, among other 

determinants, on LGIP performance. The study demonstrated that risk could be conceptualized in 

different ways. There are risks associated with the institutional arrangements that LGIPs use. The 

decision to receive a rating and to contract out the investment management function of LGIPs to 

third party managers reduces risk leading to lower returns. Opening up the LGIP market in a 

state increases the risk-taking behavior of fund managers, which is compensated with higher 

returns. Periods of economic recession slows down the economy, which elicits risk taking 

behaviors on the part of LGIP managers to improve deposits, which is compensated with an 

increase in investor returns. 
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The study, therefore, concludes that the performance of LGIPs could be explained by the 

institutional arrangements used, competition in the LGIP market, and periods of economic 

recession. The assertion that there is a risk-return tradeoff in explaining performance is an 

overarching theory of LGIP performance. Some institutional arrangements are inherently more 

risk averse while others are performance oriented. The preference of the investment manager 

influences the returns achieved by an LGIP. State LGIPs need to decide what risk spectrum to 

operate with and how they would mitigate the possible risks that come with the choices they 

make. LGIPs that have developed strategies to moderate the risks involved in investing tend to 

take more risks. 

States like Texas, California, Florida, Pennsylvania and others that allow competition in 

the LGIP market allow for a greater risk when they open the market to competition. Many of 

these states moderate the risk taking behavior of the pools by requiring them to operate with 

industry standards. Periods of recession are associated with higher risk taking behavior. 

Depositors invariably take higher risk when they accept higher return. Risk behavior is a 

compelling factor that both depositors and fund managers need to consider when they consider 

their expected return. 

 

 

Contribution to Theory 

This dissertation makes several contributions to public finance theory. The policy 

adoption theory is extended with management credibility as an important determinant of policy 

adoption. Specifically, the quality of financial management and the professionalization of 

leadership in a state provide additional motivation for the adoption of innovations in a state. The 
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study also shows that the risk-return trade-off could be extended to institutional arrangements, 

the competitive market place, and periods of economic recession, which in turn affect 

performance.  

The dissertation introduces three economic indicators that adds to our understanding of 

state and local government policy making and investment decision making in particular. Fiscal 

capacity, administrative capacity, and cash and security holdings were found to affect a state's 

decision to adopt an LGIP.  The fact that the degree of political fragmentation in a state is not a 

significant determinant of adoption is an important contribution. States with a little over a 

hundred local governments are likely to consider adopting an LGIP just as readily as those with 

thousands of local governments.  It could be reasoned that each of the states that have adopted 

LGIPs have the minimum number of local governments to allow for collaboration that LGIPs 

require.  It could be reasoned that if states were consolidated into one or fewer local governments 

there would have been fewer opportunities for such collaborative efforts.  For example, Hawaii 

has only 22 local governments and has no LGIPs.  Nonetheless, the study suggests that the count 

of local governments do not improve the proclivity to adoption of LGIPs.   

 

Contribution to Practice 

 

The dissertation provides scholars and policymakers with an exhaustive profile of the 

institutional choices available for the design and operation of LGIPs and the merits of each 

option. By examining the effect of institutional arrangements on LGIP performance, this research 

contributes to increasing the accountability and fiscal governance over public dollars held by 

local governments and state agencies in these pools. The dissertation, therefore, promotes public 
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funds investment laws that emphasize prudent management of government finances. This study 

will guide managers of the public purse on the types of institutional choices that optimize returns 

with minimal risk.  The model has the potential to predict when a state will adopt a policy given 

the changing characteristics of its internal and external environments. It also provides insight on 

why certain states do not have LGIPs. 

Recommendations 

Based on the findings of this dissertation, the following recommendations are offered. 

Given that a state’s credibility improves state innovations leading to the adoption of LGIPs, it is 

recommended that the state should invest in accredited MPA programs and activities that would 

enhance its credit rating to improve its innovativeness. 

There is an increasing interest in accreditation of programs (Zody, 1998).  There is the 

need to accredit organizational units to ensure quality in education and training (Hildreth, 1998). 

This ensures that programs are correctly perceived as centers of education and training for public 

management. It is also recommended that universities should be involved in the accreditation 

process since this enhances the credibility of the programs that is certified (Clark and Bland, 

1998). Opportunities for government officials to acquire professional abilities and credentials 

should be insisted upon (Premchand, 1998). 

Furthermore, it is recommended that LGIPs should be structured based on their risk 

levels. Larger pools have the liberty to take greater risks while moderating it with improved cash 

flows. However, smaller pools have the incentive to protect their funds through rating and use of 

Rule 2a-7. Another recommendation is that it is helpful for analysts to compare LGIPs within 

similar institutional arrangements—apples with apples and oranges with oranges. Lastly, since 

the liberalization of LGIP market reduces information asymmetry, and improves customer 
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service and service delivery, it is recommended that states encourage multiple LGIPs to improve 

their product offerings. State regulation can also moderate risk-taking behaviors of fund 

managers while taking advantage of the benefits of competition.  

 

Limitations of the Study and Future Research 

Management credibility is an appealing construct, which has provided some interesting 

results as a determinant of adoption of innovations. However, the fact that a state does not have a 

credit rating, or that an MPA program is not accredited is not a prima facie reason to suggest it is 

not credible. An MPA program may choose not to receive accreditation for costs and other 

reasons yet may design its MPA program to be competitive and in line with what NASPAA 

requires for accreditation. This dissertation though, did not assess internal efforts at improving 

the credibility of MPA programs. It did not also assess other programs at the state level aimed at 

training public service professionals. It extends the argument that MPAs provide professional 

training to the state level analysis (LeRoux et al. 2010; Carr et al., 2009). 

The construct is based solely on external evaluation by NASPAA on the quality of 

professional leadership training of these programs.  It is assumed that MPA programs that seek 

accreditation submit to a rigorous requirement of NASPAA in the design of their programs and 

the maintenance of the quality of the program. These programs are assessed as training 

professional leaders for public service. The value placed on accreditation explains why 

accreditation is a marketing tool for the programs. The findings of the study should be 

interpreted in the context of these facts.  

  Another limitation of the study is that even though Fitch, Moody’s and Standards & 

Poor’s provide credit ratings for the states— and there may be nuanced differences in the ratings 



140 

 

provided— this study uses data from only Standards and Poor’s for state GO bond rating in 

measuring a state’s quality of financial management. This was done because all rated LGIPs 

used in the study are by S&P. 

The use of accredited MPA programs and a state’s GO bond rating are indirect means of 

measuring the two key constructs of credibility at the state level. Perhaps a more direct measure 

would be to estimate the proportion of all personnel in policy making positions who graduated 

from an accredited MPA program and who take the lead in policy making in the state. The 

proportion of public sector workers with professional degrees may be an alternative measure. 

These measures are not available due to logistical and time constraints. The study chose to assess 

the effect of professional leadership programs on state adoptions with the assumption that states 

with more programs have an environment that contributes to the diffusion of innovations because 

of available knowledge, skills and ideas. 

Another limitation is that the performance of LGIPs is determined using data from state 

sponsored pools. While generalization is adduced, there is the need for caution when extending 

the findings to include all LGIPs. The data used are limited to the period from 2008 to 2014.  As 

such the effect of earlier recessions was not assessed. Only the effect of the great recession of 

2007/2009 on performance is modeled. 

Future studies may investigate alternative ways of vouching for the credibility of MPA 

programs in the states. For example, the credibility of MPA programs may be assessed using 

other metrics apart from external accreditation. The placement rate with federal, state, and local 

government agencies, opportunities for mentorship and internship, proportion of graduates in 

policy making and leadership roles, how long it takes to receive promotion once training is 

completed among others provide insight on credibility. Nonetheless, MPA programs are apt to 
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reference their accreditation status when advertising their programs on their websites. States with 

AAA credit rating reference it to vouch for their credibility when advertising their states. If the 

states are placing such premium on their programs and investing resources in it, future studies 

should assess the effect of these measures of credibility on state programs. 

This dissertation has examined the factors that influence the adoption of LGIPs, the 

institutional arrangements they use, and the effect, if any that these institutional arrangements 

have on performance. The current study did not examine the factors that influence the choice of 

institutional arrangements. A future study may examine why some states create LGIPs at the 

state level and invite local government depositors while others allow local governments to foster 

collaborations using ILAs. Such a study would add to our understanding of state level 

characteristics that needed to be emphasized to make them operate with particular institutional 

arrangements. In the 44 states that currently have LGIPs, not all local governments invest in their 

pools. The current theory may be adapted to explain what factors influence a local government’s 

decision to invest in the state LGIPs and the extent of their usage. Currently, six states do not 

have LGIPs. It will be interesting to investigate alternative investment opportunities available to 

their local governments and how these compares with LGIPs. 
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Appendix   1: States and Their Neighbors 

States Neighbors Number of neighbors 

Alabama MS, TN, GA, FL 4 

Arizona CA, NV, UT, CO, NM 5 

Arkansas LA, TX, OK, MO, KY, TN, MS 7 

California OR, NV, AZ 3 

Colorado NM, AZ, UT, WY, NE, KS, OK 7 

Connecticut NY, MA, RI 3 

Delaware MD, PA, NJ 3 

Florida AL, GA 2 

Georgia FL, AL, TN, NC, SC 5 

Idaho WA, OR, NV, UT, WY, MT 6 

Illinois WI, IA, MO, KY, IN, MI 6 

Indiana KY, IL, MI, OH 4 

Illinois  WI, IA, MO, KY, IN, MI 6 

Indiana KY, IL, MI, OH 4 

Iowa MO, NE, SD, MN, WI, IL 6 

Kansas  OK, CO, NE, MO 4 

Kentucky TN, AR, MO, IL, IN, OH, WV, VA 8 

Louisiana TX, AR, MS 3 

Maine NH, MA 2 

Maryland VA, WV, PA, DE, NJ 5 

Massachusetts  RI, CT, NY, VT, NH, ME 6 

Michigan WI, IL, IN, OH 4 

Minnesota ND, SD, IA, WI, MI 5 

Mississippi LA, AR, TN, AL 4 

Missouri AR, OK, KS, NE, IA, IL, KY, TN 8 

Montana ID, WY, SD, ND 4 

Nebraska KS, CO, WY, SD, IA, MO 6 

Nevada CA, OR, ID, UT, AZ 5 

New Hampshire  MA, VT, ME 3 

New Jersey DE, PA, NY, MD 4 

New Mexico AZ, UT, CO, OK, TX 5 

New York PA, NJ, CT, MA, VT 5 

North Carolina SC, GA, TN, VA 4 

North Dakota SD, MT, MN 3 

Ohio KY, IN, MI, PA, WV 5 

Oklahoma TX, NM, CO, KS, MO, AR 6 

Oregon CA, NV, ID, WA 4 

Pennsylvania  NJ, DE, MD, WV, OH, NY 5 

Rhode Island CT, MA 2 

South Carolina GA, NC 2 

South Dakota  ND, NE, WY, MT, MN, IA 6 

Tennessee NC, GA, AL, MS, AR, MO, KY, VA 8 

Texas  NM, OK, AR, LA 4 

Utah AZ, NV, ID, WY, CO, NM 6 

Vermont NH, MA, NY 3 

Virginia NC, TN, KY, WV, MD 5 

Washington OR, ID 2 

West Virginia  VA, KY, OH, PA, MD 5 

Wisconsin MN, IA. IL, MI 4 

Wyoming CO, UT, ID, MT, SD, NE 6 
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Appendix 2:  List of 44 Inaugural LGIPs in the States 

State Name of Inaugural LGIPs 

Arkansas  Arkansas State Treasury Money Market Fund 

Alaska Alaska Municipal League Investment Pool 

Arizona Arizona Local Government Investment Pool 

California California Local Agency Investment Fund 

Colorado Colorado Local Government Liquid Asset Trust 

Connecticut Connecticut Short Term Investment Fund 

Delaware Delaware Local Government Investment Pool 

Florida Florida Prime 

Georgia Georgia Fund 1 

Illinois Illinois Funds- Money Market Fund 

Iowa Iowa Schools Joint Investment Fund 

Kansas Kansas Pooled Money Investment Portfolio 

Kentucky Kentucky League of Cities Investment Pool Plus 

Louisiana Louisiana Asset Management Pool 

Maryland Maryland Local Government Investment Pool 

Massachusetts Massachusetts Municipal Depository Trust 

Michigan Michigan Liquid Assets Fund 

Minnesota Minnesota School District Local Agency Fund 

Missouri Missouri Securities Investment Program 

Montana Montana Short Term Investment Pool 

Nebraska Nebraska Local Agency Fund 

Nevada Nevada Local Government Investment Pool 

New Hampshire New Hampshire Public Depository Investment Fund 

New Mexico New Mexico Local Government Investment Pool 

New York New York Cooperative Liquid Assets Securities System 

North Carolina North Carolina Capital Management Trust 

Rhode Island Ocean State Investment Pool 

Ohio Ohio State Treasurer's Assets Reserve 

Oklahoma Oklahoma Public School Asset Pool 

Oregon Oregon Local Government Investment Pool 

Pennsylvania Pennsylvania Local Government Investment Trust 

South Carolina South Carolina local Government Investment Pool 

South Dakota South Dakota Public Funds Investment Trust 

Idaho State of Idaho Local Government Investment Pool 

New jersey State of New Jersey Cash Management Fund. 

Tennessee Tennessee State Public Investment Fund 

Texas Texas Local Government Investment Pool 

Indiana Trust Indiana 

Utah Utah Public Treasurers Investment Fund 

Virginia Virginia Local Government Investment Pool 

Washington Washington State Local Government Investment Pool 

West Virginia West Virginia Money Market Pool 

Wisconsin Wisconsin State Investment Fund 

Wyoming Wyoming State Treasurer's Asset Reserve 
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Appendix 3 Checklist for Collecting Information on LGIPs 

1. Name of the first LGIP in the state

2. Year when first LGIP started

3. Legislative authority in establishing the pool

4. Are pool funds commingled with state funds

5. LGIP sponsored by

(a) State

(b)  Local governments (specify)

6. Investment management functions is:

a. Contracted out to third party

b. Internally managed

7. LGIP is rated

c. Yes

d. No

8. Since when has the LGIP been rated?

9. What is the current and past rating?

10. With what type of Net Asset Valuation (NAV) do you operate with?

a. fixed or

b. variable

11. Types of approved securities  used for investing funds

12. Provide the monthly historical data on your LGIP:

a. Yield

b. Net assets

c. Weighted average maturity

d. Number of depositors/ accounts

13. Does the state have other LGIPs

a. If yes, how many LGIPs operate in the state




