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The Fundamentals

1. Longer Duration Will Generate More Investment Income Over the Long Run
2. Detailed Asset/Liability Matching Model (aka: Cash Flow Model) is a Must
3. Interest Rate Risk (WAM/Duration) Matches Cash Flow Metrics
4. Credit Can Enhance Income, But Duration is the Bigger Determinant of Income
5. You…Nor Anyone Else Can’t Time the Market Accurately Over the Long Run
6. Limit Optionality (Callables) in the Portfolio
7. Do Not Let GASB 31 (mark-to-market) Drive Investment Decisions/WAM-Duration
8. Understand the Risks of Funds in LAIF and Other Pools
9. Follow GAAP (Generally Accepted Accounting Principles)

10. Benchmark Your Investment Program and Portfolio in Multiple Ways
11. Tell the Story: Provide Quality, Timely, Transparent Reporting

Source: FHN Main Street
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Why It’s Important to Have a Longer Duration Over the Long Run

Source: Bloomberg, FHN Main Street
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Treasury Yield Curve as of 2/11/2022 

Source: Bloomberg
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Treasury Yield Curve as of 9/1/2021

Source: Bloomberg
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Treasury Yield Curve 9/1/2021 to 2/11/2022:  3Yr -- “Winner, Winner Chicken Dinner!”

Source: Bloomberg, Google
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One Year Extension Analysis

Source: Bloomberg
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GIOA Model Investment Policy

Source: GIOA

1. Safety of Principal: Safety of principal is the foremost objective of the [entity’s]
investment program. Investments by the [designated official] shall be undertaken in a
manner that seeks to ensure the preservation of capital in the overall portfolio. To attain
this objective, diversification of security types, sectors, issuers, and maturities is necessary
in order that potential losses on individual securities do not exceed the income generated
from the remainder of the portfolio.

2. Liquidity: The investment portfolio shall be structured to timely meet expected cash
outflow needs and associated obligations which might be reasonably anticipated. This
objective shall be achieved by matching investment maturities with forecasted cash
outflows and maintaining an additional liquidity buffer for unexpected liabilities.

3. Investment Income: The investment portfolio shall be designed to earn a market rate
of investment income in relation to prevailing budgetary and economic cycles, while
taking into account investment risk constraints and liquidity needs of the portfolio.
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Cash Flow Modeling

 If You Don’t Know Where You’ve Been, You Won’t Know Where You’re Going
 Many Municipalities Have Too Much Liquidity (But Your Risk is Asymmetrical)

Cash Flow Model:
 Daily for 12 Months
 Monthly for 5 Years
 Worry About the Big Rocks (80/20 Rule)
 Excel is Awesome!

You Should Have a 
Responsible Amount of 
Liquidity to Ensure You 

Don’t Need to Sell a 
Security for Liquidity –

But Not Too Much

Source: FHN Main Street
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City of San Diego Daily Cash Flow Model

Source: City of San Diego
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City of San Diego Daily Cash Flow Model
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City of San Diego Portfolio Balance

Source: City of San Diego
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City of San Diego Portfolio Balance by Fiscal Year: A Repeatable Pattern

Source: City of San Diego
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Cash Flow Model

5 Years
Source: FHN Main Street
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Liquidity Tracker of a ~$6 Billion Portfolio
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Source: FHN Main Street

Avg Target Balance
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Portfolio “Top to Bottom” Analysis #1

Average Top to Bottom Decline is 34%

Source: FHN Main Street
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Portfolio Balance by Fiscal Year – The Pattern Doesn’t Exactly Repeat but it Rhymes #1 

Source: FHN Main Street
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Portfolio Composition #1

Source: FHN Main Street
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WAM and Yield History #1

Source: FHN Main Street
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Portfolio “Top to Bottom” Analysis #2

Average Top to Bottom Decline is 15%

Source: FHN Main Street
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Portfolio Balance by Fiscal Year – The Pattern Doesn’t Exactly Repeat but it Rhymes #2 

Source: FHN Main Street
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Portfolio Composition #2

Source: FHN Main Street
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WAM and Yield History #2

Source: FHN Main Street
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Portfolio “Top to Bottom” Analysis #3

Source: FHN Main Street

Average Top to Bottom Decline is 25% in “Normal” Times
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Portfolio Balance by Fiscal Year – The Pattern Doesn’t Exactly Repeat but it Rhymes #3 

Source: FHN Main Street
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Portfolio Composition #3

Source: FHN Main Street
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WAM and Yield History #3

Source: FHN Main Street

1st Pension 
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1 Year WAM vs. 2 Year WAM:  A Long View of Returns 

Source: Bloomberg, FHN Main Street

-174 BP/Yr>
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2 Year WAM vs. 2.5 Year WAM:  A Long View of Returns 

Source: Bloomberg, FHN Main Street
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Real World Example #1

Source: Entities’ Websites, FHN Main Street
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Real World Example #2

Source: Entities’ Websites, FHN Main Street
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Understand the Risks of Funds in LAIF and Other Pools  

Source: FHN Main Street

Corporate Exposure via NV LGIP = 25.5%
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Understand the Risks of Funds in LAIF and Other Pools  

Source: treasurer.ca.gov
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Understand the Risks of Funds in LAIF and Other Pools  

Source: caltrust.org
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Timing the Market

Source: Google

“The only function of economic (and interest rate) 
forecasting is to make astrology look respectable."  
John Kenneth Galbraith, Economist

"The Federal Reserve is currently not forecasting a 
recession.”
Ben Bernanke (former Fed Chair), January 10, 2008 

“Our ability to forecast is limited”.
Alan Greenspan (former Fed Chair) November 2019
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The Fed…“Just a Bit Outside!”

Source: Bloomberg
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The Private Sector is Not Much Better

Source: S&P
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2022: How Many Hikes?

Source: CME
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Fed Funds Probabilities

Source: CME

https://www.cmegroup.com/trading/interest-rates/countdown-to-fomc.html
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Think You Timed the Market Well…Maybe You Were “Fooled by Randomness”

Source: Fooled by Randomness, Nassim Taleb 

“Generate a long series of coin 
flips, producing heads and tails 
with 50% odds each and fill up 
sheets of paper. If the series is 
long enough you may get eight 
heads or eight tails in a row, 
perhaps even ten of each. Yet you 
know that in spite of these wins 
the conditional odds of getting a 
head or a tail is still 50%.”
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Keeping an Eye on the Yield Curve

Source: Bloomberg, Google
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The “Yield Curve Trap”

Source: Bloomberg



45

Yield Curve/Rates History

Source: Bloomberg

Fed Funds

10Y – 3M

10Y

3M
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First Yield Curve “Canary in the Coal Mine”?

Source: Google
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5 Year Treasury Long Term Trend…Will the Cycle of Lower Highs Continue?

Source: Bloomberg

16.3%

3.1% Last 
Cycle High

Mega Factors:
Debt, Demographics, 

Technology, Globalization
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“One of These Things is Not Like the Others”

Source: Bloomberg, Google
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Security Type Selection for Different Strategies

Securities to Match Cash Outflows:
 Bullets
 ABS Credit Card (soft bullets)
 Floating Rate Notes

Securities to Market Time:
 Bullets
 Paydowns (ABS/MBS/SBA) 
 Floating Rate Notes
 Callables
 Step-Ups/Step-Downs
 Bond Mutual Funds
 Floating NAV Funds

Limit Optionality (Callables) in the Portfolio 
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Effective Duration: Agency 1-5Yr Bullets vs. 1-5 Yr Callables 

Source: Bloomberg
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1-5 Yr Bullets

1-5 Yr Callables

Avg Effective Duration: Bullets 2.31   Callables 1.54



51

Average Prices: 1-5Yr Callables vs. 1-5Yr Bullets

Source: Bloomberg

1-5 Yr Bullets

PAR

1-5 Yr Callables
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Long Run Return: Agency 1-5 Yr Bullets vs. 1-5 Yr Callables

Source: Bloomberg

102.843% – 66.717% = 36.126%
Or 1.72% Per Year from 2000-2022

1-5 Yr Bullets

1-5 Yr Callables
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Total Return Comparison

Source: Bloomberg

3.324% Bullets
2.391% Callables
.933%

1-5Yr Bullets

1-5Yr Callables
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Long Run Return: Agency 1-3 Yr Bullets vs. 1-5 Yr Callables

Source: Bloomberg

85.942% – 66.717% = 19.225%
Or .92% Per Year from 2000-2022

1-3 Yr Bullets

1-5 Yr Callables

Avg Effective Duration: Bullets 1.78   Callables 1.54
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Step-Ups

Source: Bloomberg
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1 Time Step-Up Callable vs. Bullet

Source: Bloomberg

4Y Tsy

4Y Step-Up

3Y Tsy

Breakeven: 2.50% (Step Coupon) – 1.698% (3 Year Treasury) = .80% Higher In One Year from Now
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5 Year Agency Step-Up Breakeven Analysis

Source: Bloomberg, FHN Main Street

Step-Up’s Coupons >
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Floaters

Source: Bloomberg
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Floater Details: 2 Year 

Source: Bloomberg
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USBMMY3M (US Treasury 3 Month Bill) vs. Fed Funds

Source: Bloomberg

Floater Current 
Coupon

.27%

2 Year Bullet 
Current Coupon

1.50%

How Fast Do
Rates Need to 

Climb to Breakeven?
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Follow GAAP

Source: GASB
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Pros and Cons of Amortizing

Source: Bloomberg

If you are not amortizing, when will you recognize the $100,000 gain (income)?

Participant 
$$$ In

Participant 
$$$ Out

Bond MaturesPurchase Bond

 Involves More Work:  Monthly Journal Entries
 Custodians’ Amortization Methodology May Not Match Your Investment Accounting System
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Not Amortizing: Overstating Income…Then a Big “Loss”

Source: Bloomberg
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Cash Income vs. Accrual Income

Source: FHN Main Street
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Do Not Let GASB 31 (mark-to-market) Drive Investment Decisions

Source: FHN Main Street
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GIOA Model Investment Policy

1. Safety of Principal: Safety of principal is the foremost objective of the [entity’s]
investment program. Investments by the [designated official] shall be undertaken in a
manner that seeks to ensure the preservation of capital in the overall portfolio. To attain
this objective, diversification of security types, sectors, issuers, and maturities is necessary
in order that potential losses on individual securities do not exceed the income generated
from the remainder of the portfolio.

2. Liquidity: The investment portfolio shall be structured to timely meet expected cash
outflow needs and associated obligations which might be reasonably anticipated. This
objective shall be achieved by matching investment maturities with forecasted cash
outflows and maintaining an additional liquidity buffer for unexpected liabilities.

3. Investment Income: The investment portfolio shall be designed to earn a market rate
of investment income in relation to prevailing budgetary and economic cycles, while
taking into account investment risk constraints and liquidity needs of the portfolio.
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CFA Institute: Characteristics of Useful Performance Benchmarks

Source: CFA Institute

A benchmark is a collection of securities or risk factors and associated weights that

represents the persistent and prominent investment characteristics of a manager's

investment process. A benchmark should be:

• Unambiguous: The identities and weights of securities constituting the benchmark are clearly defined. 

• Investable:  It is possible to forgo active management and simply hold the benchmark. 

• Measurable: The benchmark's return is readily calculable on a reasonably frequent basis. 

• Appropriate: The benchmark is consistent with the manager's investment style and sectors. 

• Specified in Advance: The benchmark is specified prior to the start of an evaluation period and known to all 
interested parties.

“The failure of a benchmark to possess these properties compromises its utility 
as an effective investment management tool. The properties listed merely 

formalize intuitive notions of what constitutes a fair and relevant performance 
comparison. It is interesting to observe that a number of commonly used 

benchmarks fail to satisfy these properties.” CFA Institute
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Important Benchmark Characteristics

Source: FHN Main Street, Google

To Be Relevant, Benchmarks Should Reflect the General Characteristics of a 
Portfolio’s:

 Sector Allocations
 Duration/Maturity
 Turnover

Three Types of Benchmarking:

 Weighted Yield
 Book Rate of Return
 Total Rate of Return
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Yield Benchmark: 0-5 Year Treasury Notes/Bonds Index Effective Duration

Source: Bloomberg
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Yield Benchmark Characteristics

Source: FHN Main Street

Funding a Project 
from the Portfolio
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Performance Benchmarking

Source: Google, FHN Main Street

The Budget

GASB 31



72

Book Return vs. Total Return

Source: Bloomberg
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2 Year Treasury Yield and Total Return

Source: Bloomberg
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Interest Rate Volatility

Source: Bloomberg
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Over the Long Run…Book Return and Total Return Are Basically the Same

Source: Bloomberg

% of Total Return

-10%

110%

100%



76

Tell Your Story: Investment Reporting

Source: Google

"When performance is measured, performance improves. When performance is 
measured and reported, the rate of improvement accelerates.“  Thomas S. Monson 

Your Investment Report Should Be on Your Website
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Reporting Considerations

Source: FHN Main Street

 Know Your Audiences:  
 Governing Body
 Management
 Auditors
 Rating Agencies
 GASB (CAFR now ACFR) 
 Peers
 Taxpayers

 Be Completely Transparent

 Keep it Simple – Charts/Graphs/Tables

 Provide Details to the Appropriate Audiences

 Demonstrate How the Investment Portfolio is Meeting Objectives (S, L, I)
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GIOA Model Investment Policy:  Items to Include in Reports

Source: GIOA

27. Investment Program Reporting

The [designated official] shall prepare a monthly (GIOA best practice is monthly, but no less than quarterly) investment report,
which provides an analysis of the investment program. The report will be placed on the [entity’s] website (also, a GIOA best
practice). All funds overseen by the [designated official] are accounted for in the [entity’s] Comprehensive Annual Financial
Report.

The investment report shall include at least all of the following (examples below):

 Portfolio Summary: Weighted average maturity, weighted average book yield, asset allocation by type, maturity distribution,
and aggregate book and market values

 Individual Investments: Issuer, CUSIP or identifier, purchase date, maturity date, purchase yield, par value, book value, market
value, credit rating

 Compliance Matrix: Stating the compliance or non-compliance of investments or parameters
 Investment Income: A listing of investment income for the reporting period
 Performance Information: Yield comparisons, book return, total return, etc.
 Transaction Information: A listing of the period’s transactions.

The [designated official] shall also maintain records, subject to audit, of all investment transactions including the names of all
obligors, descriptions of all securities purchased and sold (including dates of issue, acquisition and maturity, coupon, price, yield,
and gain or loss on ultimate disposition), name of the broker/dealer involved in each transaction, custodian of each security, and
the sale or maturity of each security.

The [entity] will comply with any arbitrage reporting requirements as set forth in all applicable federal, state, and local laws.
Additionally, the [entity] will comply with all Government Accounting Standards Board (GASB) requirements and appropriate
Generally Accepted Accounting Principles (GAAP).
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Reporting Examples

Source: City of San Diego
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Reporting Examples

Source: City of San Diego
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Reporting Examples

Source: City of San Diego
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Disclosure

Although this information has been obtained from sources which we believe to be reliable, we do not guarantee its accuracy, and it may be incomplete or 
condensed. This is for informational purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security. All herein 
listed securities are subject to availability and change in price. Past performance is not indicative of future results, and changes in any assumptions may have a 
material effect on projected results. Ratings on all securities are subject to change.

FHN Financial Capital Markets, FHN Financial Portfolio Advisors, and FHN Financial Municipal Advisors are divisions of First Horizon Bank. FHN Financial Securities 
Corp., FHN Financial Main Street Advisors, LLC, and FHN Financial Capital Assets Corp. are wholly owned subsidiaries of First Horizon Bank. FHN Financial 
Securities Corp. is a member of FINRA and SIPC — http://www.sipc.org/.SIPC.  

FHN Financial Municipal Advisors is a registered municipal advisor.  FHN Financial Portfolio Advisors is a portfolio manager operating under the trust powers of 
First Horizon Bank. FHN Financial Main Street Advisors, LLC is a registered investment advisor.  None of the other FHN entities, including FHN Financial Capital 
Markets, FHN Financial Securities Corp., or FHN Financial Capital Assets Corp. are acting as your advisor, and none owe a fiduciary duty under the securities laws 
to you, any municipal entity, or any obligated person with respect to, among other things, the information and material contained in this communication. Instead, 
these FHN entities are acting for their own interests. You should discuss any information or material contained in this communication with any and all internal or 
external advisors and experts that you deem appropriate before acting on this information or material.

FHN Financial, through First Horizon Bank or its affiliates, offers investment products and services. Investment products are not FDIC insured, have no bank 
guarantee, and may lose value.


