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Investment Positioning 

๏ This course covers: 

• considerations for investing in today’s interest 
rate environment 

• various investment strategies  

• performance analytics 
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Federal Reserve’s Dual Mandate 

๏ Full Employment 

๏ Price Stability 
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Target Fed Funds Rate 

4 Investments 315 

๏ The FOMC’s monetary policy decisions are 
often specified in terms of a “target” for the 
federal funds rate. 

• The Fed Funds Rate is the interest rate at which 
depository institutions lend balances held at 
the Federal Reserve to other institutions 
overnight. 



Federal Funds Rate 

๏ The Fed Funds Rate has been at historically 
low levels since December 2008.  
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Federal Reserve Balance Sheet 
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Interest rates are going to rise… 
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 …eventually 
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The Fed’s Dot Plot 
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Fed “Tightening” 

๏ The Fed began its easy, or accommodative, 
monetary policy in 2008 to spur economic 
activity and control unemployment. 

• Traditional Fed tightening has taken place to 
slow the economy and keep inflation in check. 

• This round of tightening is expected to take 
place simply to end the crisis monetary policy 
and normalize the yield curve. 
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US Treasury Yield Curves 
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3 Month 6 Month 1 Year 2 Year 3 Year 5 Year

12/31/2012 0.04 0.11 0.14 0.25 0.35 0.72

12/31/2013 0.07 0.09 0.11 0.38 0.77 1.74

12/31/2014 0.04 0.12 0.22 0.67 1.07 1.65

3/31/2015 0.02 0.14 0.23 0.56 0.88 1.37
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Okay, so how should  

we prepare? 
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Stay Informed! 

๏ “Headline Risk” 

• Headline risk in the investment world                                    
refers to the risk that an investor is                                      
subjected to from news that affects                                             
the value of investments held. 

• What is going on across the globe and what 
affects the market(s) in which you participate?     

• Greece, ISIS, Ukraine, Oil Prices, EU and Japanese QE 
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How to Prepare? 

๏ Short Duration Portfolio 
• Reduce interest rate risk 

 

๏ Laddered Portfolio 
• Constant maturities 

 

 

๏ Barbell Portfolio 
• Available liquidity to take 

advantage of opportunities 
while taking advantage of  

 higher yielding maturities 
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Short Duration Portfolio 

๏ Keeping the average maturity of the portfolio 
shorter will prevent the investor from locking 
into the currently low rates for an extended 
period. 

● This approach may not yield quite as much in the 
near-term, but it will keep interest rate and 
duration risk to a minimum. 

• This option provides for maximum liquidity. 
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Laddering 

๏ In a laddered portfolio, the investor purchases bonds 

in such a way that it almost mirrors the yield curve. 

• Based on current rates and spreads, they may tend to buy 

“cheaper” bonds at a given point in time. 

• As time moves on and you “roll” down the curve, 

maturities will provide funding for any needed liquidity or 

additional investments to fill out the ladder. 
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Barbell Portfolio 

๏ A barbell portfolio invests primarily in only 

short-term and long-term securities with very 

few intermediate maturities. 

• Maximize yield with longer-term securities. 

• Maximize liquidity with short-term securities. 
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Investment Options 

๏ Be sure to refer to the statute and your approved investment 
policy. 

• ORC 135.14 – Political Subdivisions 

• ORC 135.35 – Counties 

• US Treasuries – Bills, Notes 

• Agencies – Callable, Non-callable, Step-up, Discount Notes 

• Commercial Paper 

• Municipal Bonds 

• Certificates of Deposit 

• STAR Ohio 
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Bond Pricing 

๏ There is an inverse relationship between bond price and the 
yield of the bond. 

๏ Bonds can be bought or sold at 3 different price levels:  
• Par – Bonds are commonly issued at Par or 100.00 

• $1,000,000 of a bond purchased at Par would cost $1,000,000 at the time of 
settlement.   

• Discount – Bonds can also trade a price below Par or at a discount.  The 
price of a discounted bond would be below 100.00, increasing your YTM. 

• $1,000,000 of a bond purchased at a discounted price of 99.00 would cost the 
investor $990,000 at the time of settlement. 

• Premium – Bonds can also be traded at premium price levels, or a price 
above Par, decreasing your YTM. 

• $1,000,000 of a bond purchased at a premium price of 101.00 would cost the 
investor $1,010,000 at the time of settlement. 
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US Treasury Active Run 
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Agency Non-Callables (Bullets) 

๏ A Bullet structure eliminates Option Risk by providing the 
stated coupon payment until the maturity of the bond. 

• Bullets are typically more expensive than Callable bonds due 
to the fact that the investor has the luxury of locking in the 
rate with no uncertainty. 

๏ Another type of Bullet that can be beneficial in certain 
interest rate environments is a Floating-Rate Bond.   

• Interest rate is tied to a benchmark such as the U.S. Treasury 
bill, LIBOR, or the fed funds rate. 

• Provide investors protection in a rising rate environment. 
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Agency Bullet Run 
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Dealer Agency Bullet Inventory  
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Callables 

๏ Callable structures are typically cheaper than bullets. 

• Based on spreads and where the market is trading at 
the time of issue, Callables can offer a different level of 
competitiveness at different times. 

• The issuer will call the bond if market rates will allow it 
to simply retire the debt or re-issue the debt at a lower 
interest rate.     

๏ Types of Callable structures: 

• Fixed-Rate Callable (e.g. Bermudan, American, European) 

• Step-Rate 
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Callables 

๏ A Fixed-Rate Callable bond will pay a fixed coupon until 
maturity unless the issuer exercises their option to “Call” 
the bond in accordance with the predetermined Call 
schedule. 

๏ There are three commonly used type of Call schedules: 
• Bermudan – Callable quarterly after a certain date. 

• American – Callable anytime after a certain date. 

• European – Callable only on a certain date.  
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The type of Call schedule and the “lock-out period,” or the period prior to 

when a bond is eligible to be called, are both important drivers in 
determining a bond’s price. 

 



Callables 

๏ Step-Rate Callable  Bonds 

• “Steps offer predetermined increases (or 

decreases) to the coupon of the bond. 

๏ Canary Callable Bonds 

• Canaries are similar to Steps but are only 

callable in the period prior to the first step.   

 

Investments 315 26 



New Issue Agency Bonds 
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Dealer Agency Callable Inventory 
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Bond Description Page 
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Call Schedule 

 

Investments 315 30 



Coupon Schedule 
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Yield to Maturity/Call 
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Pricing – Discount Rate 

๏ Bond prices can also be expressed as a 

discount rate when no stated coupon is 

associated with the security. 

• Total cost is based on the Net Present Value, 

which is based on the maturity date and 

discount rate. 
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360-Day Discount Note Example 
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Commercial Paper 

๏ Commercial Paper is unsecured debt issued 
by corporations for the purpose of short-
term funding of the business. 

๏ Commercial Paper maturities typically range 
from 1 day to 270 days.   

๏ Commercial Paper can be interest bearing, 
but is typically sold at a discount. 
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Commercial Paper Issuers 
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Investment Performance Analytics 

๏ According to GIPS (Global Investment 
Performance Standards) total return is the 
correct way to measure performance. 
• Total return is the actual rate of return of an 

investment or a pool of investments over a given 
evaluation period. 

• Total return accounts for two categories of return: 
income and capital appreciation.  
• Income includes interest paid by fixed-income 

investments, distributions or dividends.  
• Capital appreciation represents the change in the market 

price of an asset. 
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Calculating Total Return 

๏ If $1 million is invested on 12/31/14 at par in a 
3 year bond that has a 1% coupon, a market 
value of $1,000,000 on 12/31/14 and a market 
value of $990,000 on 1/31/15, the monthly 
total return would be: 
• Income Earned = $1,000,000 * .01 * 30/360 = 

$833.33 

• Capital Appreciation = Ending Value – 
Beginning Value = $990,000 - $1,000,000 = 
($10,000) 
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Calculating Total Return 

๏ Income Earned + Capital Appreciation 
(Depreciation) = Net Investment Income  

• $833.33 + ($10,000) = ($9,166.67) 

 

๏ Net Investment Income / Beginning 
Investment Value = Monthly Total Return 

• ($9,166.67) / $990,000 = -0.93% 
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What if the Market Value Reversed? 

๏ Ending Value – Beginning Value = Capital 
Appreciation (Depreciation) 

• $1,000,000 – $990,000 = $10,000 

๏ Net Investment Income = 

• $833.33 (Income Earned) + $10,000 (Capital 
Appreciation) = ($10,833.33) 

๏ Monthly Total Return =  

• 10,833.33 / $1,000,000 = 1.08% 
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But if the Bond is Held to Maturity… 

๏ Capital Appreciation = Ending Value – 
Beginning Value  

• $1,000,000 - $1,000,000 = $0 

๏ Income Earned =  

• $1,000,000 * .01 * 30/360 *36 (months) = 
$30,000/ 3yrs = $10,000 per year, so… 

๏ $10,000 + $0 / $1,000,000 = 1% per year and 
the total return equals the original YTM. 
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Performance Benchmarks 

๏ Considerations in Benchmark Selection: 

• What are your overall performance goals? 

• What is your tolerance for volatility or risk? 

• What is your need for liquidity? 

• How many different types of securities are you 
able to invest in? 
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Example Benchmark Returns 
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Example Benchmark Characteristics 
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Other “Performance” Analytics 

๏ Since public entities typically hold bonds to maturity, 
the holding period total return of each investment 
will likely end up being the YTM. 
• In addition, public entities do not want to be forced to 

rebalance their portfolios (possibly while incurring a 
loss) in order to match an index. 

 

๏ What other methods can we use to assess our 
portfolios? 
• Compare YTM of investment portfolio over time to 

other relevant market indicators. 
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Market Indicator Examples 

๏ STAR Ohio 
• Daily/Monthly Yields available on TOS website. 

๏ Constant Maturity Treasury (CMT) 
• Calculated by the Federal Reserve Bank of NY 

• Available on the treasury.gov website. 

๏ USD Government Agency Index 
• Calculated using the “BVAL” curve on 

Bloomberg.   

• Available on Bloomberg. 

Investments 315 46 



Example Yield Spread Graph 
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Conclusion 

๏ Stay informed on Fed policy and market 
sentiments in order to develop an opinion on 
the direction of interest rates. 

๏ Develop an investment strategy consistent with 
your views on the market that also incorporates 
your liquidity needs and risk tolerance. 

๏ Measure investment performance against a 
benchmark or market reference point that is 
appropriate for your portfolio. 
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Thank You! 
If you have any questions or comments, 

please feel free to contact us. 
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