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Why it’s important to  

have a written  

investment policy? 
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Important reasons to have a written investment policy? 

 
• Comply with legal restrictions and limitations. 

 

• Clearly outline duties, responsibilities and accountability. 

 

• Limit potential risks. 

 

• Avoid any conflicts of interest. 

 

• Guide outside vendors in determining appropriate investments. 

 

• Provide an explicit understanding of issues such as reporting,     

oversight, risk management, deposits, withdrawals and liquidity.  

 

• Allow for easy transition of responsibilities for new employees. 
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What are some of the  

common mistakes  

when creating a policy? 
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Common mistakes when creating a policy: 

 
• Too broad. 

 

• Has no detail on how to measure performance vs. a benchmark. 

 

• No guidelines on what to do if a bond is downgraded by rating agencies. 

 

• Specific responsibilities in managing investments not clearly defined. 

 

• Not enough flexibility. 

 

• May not be written clearly or fully understood by decision makers and oversight 

committee. 

 

• Does not identify all potential risks. These risks may include operational, 

counter-party and investment risks. 
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What are some of the  

common mistakes  

once a policy is created? 
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Common mistakes once a policy is created: 

 
• Policy is not completely understood by decision makers. 

 

• Investment portfolio is too liquid. 

 

• Not enough diversity across asset classes. 

 

• Too much optionality or callable bonds. 

 

• Policy not widely distributed to outside vendors, or those vendors do not fully 

understand the document. 

 

• Many risks are not accurately identified (i.e. credit risk, interest rate risk, re-

investment risk or extension risk). 

 

• Policy not submitted to Board on a timely basis and/or reviewed periodically. 
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When institutions create a fixed income portfolio, most investment 

officers think of a traditional “laddered” approach as distributing 

principal cash flows evenly across the maturity spectrum, i.e. the same 

amount of money maturing in each annual bucket. 
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Cash Flow Management 
 

Many institutions have some seasonality or cyclicality to their cash 

flows, hence a maturity ladder could be structured to take these 

liquidity needs into consideration. 
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Cash Flow Management and “Optionality” 

 

Uncertainty of portfolio cash flow due to an overweight in callable 

bonds could create a “liquidity crunch”, as rates move higher. 
 

1 2 3 4 5 

Flat Rate Environment 

1 2 3 4 5 

Rising Rate Environment 
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Butterfly Cash Flow Profile 

With market sentiment leaning towards one or two more rate increases by 

the Federal Reserve in late 2016, a “Butterfly” structure could benefit 

investors. 

Annual Projected Cash Flows – 5 Years, Principal and Interest 

1 2 3 4 5 



Asset Allocation 

Spread Product – Historical Review 

• Corporate Bonds 

– Economic improvement as rates rise. 

– Stronger balance sheets. 

– More free cash flow to support debt service. 

• Municipal Bonds 

– Improving credit fundamentals as rates rise. 

– More tax revenue as economy recovers. 

– Rising assessed values of taxable property. 

As economy recovers and rates rise, perceived “risk” 

of credit sensitive products is reduced. 
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Asset Allocation 

Spread Product – Historical Review 
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The Last Tightening Cycle 
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Source: Bloomberg 



Asset Allocation 

Spread Product – Historical Review 

• All fixed income asset classes experienced positive returns 

• Yield/Coupon enough to “offset” price declines 

• Rates rose gradually over long period of time 

– Fed raised rates 17 times in small increments over 24-month period 

– Fed Funds increased from 1.00% to 5.25% 

• This scenario could represent future Fed policy, compared to more 

aggressive tightening cycles 

 

Source: Barclays Capital 
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Asset Allocation 

Floating Rate Securities 

• Coupon adjusts periodically – monthly, quarterly or annually. 

• Could have an initial fixed rate period before floating. 

• Based upon varying benchmarks. 

– 1 month LIBOR 

– 3 month LIBOR 

– 1 yr CMT (Constant Maturity Treasury) 

– CPI 

• May have long (5 - 30 year) final maturities, but limited price volatility 

due to short coupon reset. 

• Allow investors to “capture” rise in interest rates as coupon resets. 
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Where are  

Interest Rates  

Headed? 
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Curve Movement in 2016 

Source: Bloomberg 
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Rate Hike Probability 

Source: Bloomberg 
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Rate Hike Probability 

Source: Bloomberg 
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Curve Movement since the Credit Crisis 

Source: Bloomberg 
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How Long Can 

Low Interest Rates  

Persist? 
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Economic Activity Actual/Forecasts 
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Source: Bloomberg 



GDP Growth prior to First Rate Hike 
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Source: Bloomberg 
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Yield Curve Flattening 

Source: Bloomberg 
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History-Implied Forward Rates 

Source: Bloomberg 
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Global Bond Yields – 5 year 

Source: Bloomberg 
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Japan’s 10-Year Note 

Source: Bloomberg 
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The Lost Decade(s) 



Conclusion 

 

 

If I think rates will rise soon,  

should I just stay very liquid  

so we can re-invest at  

higher rates? 
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Conclusion 

Opportunity Cost – Waiting to Invest 

If I wait in money market funds, at what yield do I need to invest in the future? 

•  Investment assumptions:   Amount = $1,000,000         Maturity = 5 Years 

•  Interest rate assumptions:  LAIF = 0.45%       Alternative = 1.50% 
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The information in this document has been obtained from sources we believe to be reliable, however, we do not guarantee it is accurate or 

complete.  From time to time officers, employees of the firm, or the firm itself holds a position in the securities referred herein, or acts as 

principal in transactions referred to herein. Parts of this document are based on assumptions, which we believe to be reasonable and 

supportable, however, future events may influence actual performance. The projections contained herein are hypothetical in nature, and 

do not reflect actual balance sheet or investment results and are not guarantees of future results. This document is not and should not be 

construed as an offer or solicitation of an offer to buy or sell any security or securities. Securities have inherent risk, including credit, 

prepayment, extension and market risk. As with all debt securities, sale prior to maturity may cause principal gain or loss. This information 

is subject to change without notice. First Empire Securities, Inc., is solely a member of FINRA/SIPC. 

Thank You! 


