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StrategyTactics

Philosophy
Investment Philosophy is a 
coherent way of thinking 
about markets (how they 
work), efficiency, risk, return 
& investor behaviour.

A plan of action or policy 
designed to achieve one or 
more goals – usually under 

conditions of uncertainty.

The intersection of 
philosophy, strategy & 
tactics is the world of 

portfolio management

Philosophy, Strategy & Tactics
Where Does this Fit?

Resources, skills and 
methods used to 
achieve or advance the 
goal of a strategy.

The difference between strategy and tactics: Strategy is done above the 
shoulders, Tactics are done below the shoulders.



Lies, Damned Lies & Economic Forecasts
Agenda

Definitions

Standard Framework for Bond Portfolio Construction

Portfolio Construction via a Suitability Benchmark

Questions & Answers?

Objectives



What Should I Benchmark?
Prudence Person

Investments shall be made with 
judgment and care, under 

circumstances then prevailing, which 
persons of prudence, discretion and 

intelligence exercise in the 
management of their own affairs, 

not for speculation, but for 
investment, considering the 

probable safety of their capital as 
well as the probable income to be 

derived.

Prudent Investor
A U.S. law that sets the standard of 
fiduciary duty for those entrusted 

with the responsibility of managing 
others' money, such as trustees and 

estate administrators. It requires that 
a trustee weigh risk versus reward 

when making investment decisions, 
taking into account the income that 

may be generated by the investment 
as well as the probable safety of the 

invested capital.
Prudent Investor vs Prudent Man/Person

1. Trust accounts are judged on their entire portfolio, rather than whether the investment was 
prudent at the time of purchase.

2. Diversification is explicitly required under the Prudent Investor Act
3. Suitability is deemed more important than individual investments

4. Fiduciaries are allowed to delegate investment management to qualified third parties



What Should I Benchmark?
General Objectives

“The primary objectives, in priority order...
1. Safety

Safety of principal is the foremost objective… The goal will be to 
mitigate credit risk and interest rate risk.

2. Liquidity
The investment portfolio shall remain sufficiently liquid to meet all 

operating requirements that may be reasonably anticipated.
3. Return

The investment portfolio shall be designed with the objective of 
attaining a market rate of return throughout budgetary and 

economic cycles, taking into account the investment risk 
constraints of safety and liquidity needs.”

GFOA Sample Investment Policy, accessed 03/17/18, pages 1-2. Emphasis added.
https://www.gfoa.org/sites/default/files/u2/SampleInvestmentPolicy.pdf





John Maynard Keynes writing in the introduction of
H.D. Henderson, Supply and Demand (New York: Harcourt, Brace and Company, 1922), v. Emphasis added.

Economic Words of Wisdom 1
“The Theory of Economics does 

not furnish a body of settled 
conclusions immediately 

applicable to policy. It is a 
method rather than a doctrine, 

an apparatus of the mind, a 
technique of thinking, which 
helps its possessor to draw 

correct conclusions.”



Peter L. Bernstein. Against the Gods: The Remarkable Story of Risk (Kindle Location 126). Kindle Edition.  Emphasis added.

Economic Words of Wisdom 2

“Nobel laureate Kenneth 
Arrow has warned, "[O]ur 

knowledge of the way things 
work, in society or in nature, 

comes trailing clouds of 
vagueness. Vast ills have 

followed a belief in 
certainty."”



Brandreth, Gyles. Oxford Dictionary of Humorous Quotations (Kindle Location 4265). OUP Oxford. Kindle Edition. 
See this useful Microsoft Help page for Microsoft Word on the definition/history of “Lorem Ipsum Dolor Sit Amet Etiam”: 

https://support.microsoft.com/en-us/kb/114222

Definitions
“Knowledge is knowing a tomato 
is a fruit; Wisdom is not putting it 

in a fruit salad.”



Risk Defined
More things can happen than will happen.

Zweig, Jason. The Devil's Financial Dictionary (p. 182). PublicAffairs. Kindle Edition. Emphasis added.

… It has been philosophically 
defined by finance professor Elroy 
Dimson of London Business School 
this way: “Risk means more things 
can happen than will happen.” In 
the end, risk is the gap between 

what investors think they know and 
what they end up learning— about 

their investments, about the 
financial markets, and about 

themselves.



*The scientist who developed the 

Saturn 5 rocket that launched the first 

Apollo mission to the moon put it this 

way: "You want a valve that doesn't 
leak and you try everything possible to 

develop one. But the real world 
provides you with a leaky valve. You 
have to determine how much leaking 
you can tolerate." (Obituary of Arthur 

Rudolph, in The New York Times, 

January 3, 1996.)

Risk & Return are Related
Finding the right trade-off is the key

Peter L. Bernstein. Against the Gods: The Remarkable Story of Risk (Kindle Locations 69-71). Kindle Edition. Emphasis added. 



Total Return Defined
Total Return assumes indifference between Price return & Income return.

Price
Income

Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 723). Wiley. Kindle Edition. Emphasis added.
Mark P. Kritzman. The Portable Financial Analyst: What Practitioners Need to Know (Wiley Finance) (Kindle Locations 452-454). Kindle Edition.

Total rate of return measures the increase in the investor’s wealth due 
to both investment income (for example, dividends and interest) and 
capital gains (both realized and unrealized). The total rate of return 
implies that a dollar of wealth is equally meaningful to the investor 
whether that wealth is generated by the secure income from a 90-day 
Treasury bill or by the unrealized appreciation in the price of a share 
of common stock.

Price Income



Interest Rate Risk = Duration/Convexity

Price
Income

Frank J. Fabozzi. Fixed Income Analysis (Kindle Locations 3111-3113). Kindle Edition. Emphasis added.

The duration measure indicates that regardless of 
whether interest rates increase or decrease, the 

approximate percentage price change is the same. … 

The duration measure indicates that regardless of 

whether interest rates increase or decrease, the 

approximate percentage price change is the same.

The reason for this result is that duration is in fact a 

first (linear) approximation for a small change in yield.' 

The approximation can be improved by using a 
second approximation. This approximation is 

referred to as the "convexity adjustment." It is used 
to approximate the change in price that is not 

explained by duration.

Duration is the approximate percentage 
change in a bond's price for a 100 basis point 

change in yields.



A passive management strategy assumes that 
the market’s expectations are essentially correct or, 
more precisely, that the manager has no reason to 

disagree with these expectations —perhaps because 
the manager has no particular expertise in 

forecasting. By setting the portfolio’s risk profile (e.g., 
interest rate sensitivity and credit quality) identical to 

the benchmark’s risk profile and pursuing a passive 
strategy, the manager is quite willing to accept an 

average risk level (as defined by the benchmark’s and 
portfolio’s risk profile) and an average rate of return 

(as measured by the benchmark’s and portfolio’s 
return). Under a passive strategy, the manager does 

not have to make independent forecasts and the 
portfolio should very closely track the benchmark 

index.

Passive Portfolio Management

Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 331). Wiley. Kindle Edition.  Emphasis added.



An active management strategy essentially 
relies on the manager’s forecasting ability. Active 

managers believe that they possess superior skills in 
interest rate forecasting, credit valuation, or in some 
other area that can be used to exploit opportunities 
in the market. The portfolio’s return should increase 
if the manager’s forecasts of the future path of the 

factors that influence fixed-income returns (e.g., 
changes in interest rates or credit spreads) are more 
accurate than those reflected in the current prices of 

fixed-income securities. The manager can create small 
mismatches (enhancement) or large mismatches (full-
blown active management) relative to the benchmark 

to take advantage of this expertise.

Active Portfolio Management

Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 331). Wiley. Kindle Edition.  Emphasis added.



Benchmark

WolframAlpha, http://www.wolframalpha.com/input/?i=benchmark&rawformassumption=%7B%22C%22,+%22benchmark%22%7D+-
%3E+%7B%22Word%22%7D&rawformassumption=%7B%22DPClash%22,+%22FinancialE%22,+%22benchmark%22%7D+-

%3E+%7B%22NYSE:BHE%22%7D (December 30, 2016).
Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 731). Wiley. Kindle Edition.

“The Merriam-Webster Dictionary 
defines a benchmark as a “standard 
or point of reference in measuring 

or judging quality, value, etc.” 
Applying this general definition to 

investment management, a 
benchmark is a collection of 
securities or risk factors and 

associated weights that represents 
the persistent and prominent 

investment characteristics of an 
asset category or manager’s 

investment process.”



Benchmarks ~ Expectations



Index

WolframAlpha, http://www.wolframalpha.com/input/?i=index (December 30, 2016).



https://www.mlindex.ml.com/gispublic/bin/getDoc.asp?source=generalmethodology&fn=BondIndexGuide.pdf



https://www.mlindex.ml.com/gispublic/bin/getDoc.asp?source=generalmethodology&fn=BondIndexGuide.pdf



https://www.mlindex.ml.com/gispublic/bin/getDoc.asp?source=generalmethodology&fn=BondIndexGuide.pdf



https://www.mlindex.ml.com/gispublic/bin/IndexRules.asp Emphasis added.



https://www.mlindex.ml.com/gispublic/bin/MLIndex.asp Partial characteristics shown. Full document at web address.



https://www.mlindex.ml.com/gispublic/bin/MLIndex.asp Partial characteristics shown. Full document at web address.



Index
a numerical scale used to 

compare variables with one 
another or with some reference 

number ... can reveal relative 
changes as a function of time.

Benchmark
A standard by which something 
can be measured or judged. Can 
help set expectations.

INDICES BENCHMARKS

Benchmark/Index Examples
Benchmark does not necessarily mean an Index

Not every index serves as a benchmark and not 
every benchmark is an index.



1. Setting the investment objectives (with related constraints).
2. Developing and implementing a portfolio strategy.
3. Monitoring the portfolio.
4. Adjusting the portfolio.

A Framework for Fixed-Income Portfolio Management

Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 330). Wiley. Kindle Edition



Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 330). Wiley. Kindle Edition.



1. Pure bond index matching
2. Enhanced indexing/ primary factor matching
3. Enhanced indexing/ minor factor mismatches
4. Active management/ larger factor mismatches
5. Active management/ full-blown active

Portfolio Benchmark Index Strategy Spectrum

Fabozzi, Frank J.; Pachamanova, Dessislava A.. Portfolio Construction and Analytics (Frank J. Fabozzi Series) (pp. 386-387). Wiley. Kindle Edition.



A pure bond index matching strategy tracks the 

composition and returns of a given benchmark as 

closely as possible. In terms of risk and return, it 

involves the least risk of underperforming the 

benchmark.

1. Pure Bond Indexing

Fabozzi, Frank J.; Pachamanova, Dessislava A.. Portfolio Construction and Analytics (Frank J. Fabozzi Series) (pp. 387-389). Wiley. Kindle Edition.

Bond indexing strategies are very popular because… 

1. The empirical evidence suggests that historically the overall performance of 

active bond managers has been poor. 

2. Advisory management fees are lower for an indexed portfolio than for an 

actively managed one.

3. Lower non-advisory fees, such as custodial fees.

But Bond Indexing has some difficulties…

1. Performance of index may not represent optimal performance

2. Matching index may not satisfy client’s return requirement objective

3. Index prices are priced at the bid side and client buys at ask side

4. Certain sectors (corporates & mortgages) have thousands of securities that are 

difficult to replicate

5. Published indices regularly overestimates the reinvestment rate



An enhanced indexing strategy can be pursued so as 
to construct a portfolio to match the primary risk 
factors without acquiring each issue in the index. 
This is a common strategy used by smaller funds 
because of the difficulties of acquiring all of the 

issues comprising the index.

2. Enhanced Indexing/Primary Factor Matching

Fabozzi, Frank J.; Pachamanova, Dessislava A.. Portfolio Construction and Analytics (Frank J. Fabozzi Series) (pp. 387-389). Wiley. Kindle Edition.

…some investors refer to it as simply an “indexing strategy.” Similarly to the case 
of equities, there are two methodologies used to construct a portfolio to replicate 

an index: stratification and optimization. Both methodologies assume that the 
performance of an individual security depends on a number of systematic factors 

that affect the performance of all securities and on a factor unique to the 
individual issue. Some mismatches are tolerated in an enhanced indexing strategy 

not because the portfolio manager deliberately expresses views but because of 
recognition that perfect matching of the benchmark index is not possible with the 

purchase of only a limited number of securities.



Another enhanced strategy is one in which the 
portfolio is constructed so as to have minor 
deviations from the factors that affect the 

performance of the benchmark index. 

3. Enhanced Indexing/Minor Factor Mismatches

Fabozzi, Frank J.; Pachamanova, Dessislava A.. Portfolio Construction and Analytics (Frank J. Fabozzi Series) (pp. 387-389). Wiley. Kindle Edition.

For example, there might 
be a slight overweighting 
of issues or sectors where 

the portfolio manager 
believes there is relative 

value. However, it is 
important to point out 
that the duration of the 
constructed portfolio is 

matched to the duration 
of the index. 



Active bond strategies attempt to outperform the 
market by intentionally constructing a portfolio that 

will have a greater index mismatch than in the case of 
enhanced indexing.

4. Active Management/Larger Factor Mismatches

Fabozzi, Frank J.; Pachamanova, Dessislava A.. Portfolio Construction and Analytics (Frank J. Fabozzi Series) (pp. 389). Wiley. Kindle Edition.

The decision to pursue an active strategy or to 
engage a client to request a portfolio manager 
to pursue an active strategy must be based on 
the belief that there is some type of gain from 

such costly efforts; for there to be a gain, 
pricing inefficiencies must exist. The particular 
strategy chosen depends on why the portfolio 

manager believes this is the case. … 
Typically, there will be a limitation as to the 

degree of duration mismatch.



In the case of full-blown active 
management, the portfolio manager 

is permitted to make a significant 
duration bet without any constraint. 

The portfolio manager can have a 
duration of zero (i.e., be all in cash) or 

can leverage the portfolio to a high 
multiple of the duration of the index. 
The portfolio manager can decide not 
to invest in one or more of the major 

sectors of the broad-based bond 
market indexes. The portfolio 

manager can make a significant 
allocation to sectors not included in 

the index.

5. Active Management/Full-Blown Active

Fabozzi, Frank J.; Pachamanova, Dessislava A.. Portfolio Construction and Analytics (Frank J. Fabozzi Series) (pp. 389). Wiley. Kindle Edition.



Problems with Indices/Total Return Framework
Risk/Reward benchmarks should be based on your preferences!



What are your Return Preferences?
Total Return assumes indifference between Price return & Income return.

Price
Income

Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 723). Wiley. Kindle Edition. Emphasis added. 

Total rate of return measures the increase in the investor’s wealth due 
to both investment income (for example, dividends and interest) and 
capital gains (both realized and unrealized). The total rate of return 
implies that a dollar of wealth is equally meaningful to the investor 
whether that wealth is generated by the secure income from a 90-day 
Treasury bill or by the unrealized appreciation in the price of a share 
of common stock.

Income
Most public funds are income oriented and put more 

weight on income. If you don’t budget gains/losses and 
aren’t tasked with portfolio growth from investments 

then you likely have an income preference.

Income

Price



Fixed-income benchmarks embody 
a great many complex issues … two 

issues: the duration problem and 
the “bums” problem. …The 

duration problem is the fact that 
the duration of the benchmark 

comes from issuer preferences and 
is not necessarily the duration that 
a given investor should hold. The 
bums (or deadbeats) problem is 

that the biggest debtors (whether 
companies, countries, or other 

entities) have the largest weights in 
the benchmark.

Problems Using Bond Indices as Benchmarks
Bums & Duration

Investment Performance Measurement: Evaluating and Presenting Results (CFA Institute Investment Perspectives) (Kindle Locations 
4006-4012). Wiley. Kindle Edition. 



The duration structure of a cap-weighted bond 
benchmark—that is, the proportions of bonds in short-, 
intermediate-, and long-term categories—reflects the 
maturity or duration preferences of issuers, who are 
seeking to minimize their (apparent) cost of capital. 
Investors, however, are not trying to minimize their 

returns (which are the issuers’ costs of capital) but to 
maximize returns. Moreover, an investor usually has 

specific time-horizon preferences that make one duration 
more advantageous than another. These preferences do 
not necessarily match those of issuers in the aggregate, 
whose preferences are reflected in the benchmark. ... 

Because the benchmark duration is a historical accident, 
the optimal portfolio for an investor with no defined time 

horizon should be set by that investor’s risk tolerance 
rather than by matching the duration of the benchmark.

The Duration Problem

Investment Performance Measurement: Evaluating and Presenting Results (CFA Institute Investment Perspectives) (Kindle Locations 4067-4082). 
Wiley. Kindle Edition. Emphasis added.



Because the issuers who manage to go deepest into 
debt—the biggest bums—have the largest weights in a 

cap-weighted benchmark, such a benchmark is not 
likely to be mean-variance efficient. If you are tracking 

such a benchmark, when someone issues a security, you 
have to buy it in proportion to its capitalization weight to 

minimize tracking error to the benchmark, even if the 
security is only marginally of high enough quality to 

make it into the benchmark and even if the size of the 
issue, and hence its weight in the benchmark, is 

inordinately large. Such securities would seem to be the 
most likely to be downgraded or to default. The bums 

problem applies to countries in an international 
sovereign bond benchmark just as it does to 

corporations in a U.S. bond benchmark.

The “bums” Problem

Investment Performance Measurement: Evaluating and Presenting Results (CFA Institute Investment Perspectives) (Kindle Locations 4102-4107). 
Wiley. Kindle Edition. Emphasis added.



The GIPS standards are 
typically used when 
performance information is 
communicated between an 
investment firm and 
prospective institutional 
investors ... there is no law 
that an investment firm 
must create its marketing 
materials according to the 
GIPS standards ...

What about GIPS?
The Global Investment Performance Standards

Feibel, Bruce J.; Vincent, Karyn D.. Complying with the Global Investment Performance Standards (GIPS) (Frank J. Fabozzi Series) (Kindle 
Locations 321-326). Wiley. Kindle Edition. 



A Note on Total Return / Market Rate of Return



Dedication strategies are specialized fixed-income 
strategies that are designed to accommodate specific 

funding needs of the investor. They generally are classified 
as passive in nature, although it is possible to add some 

active management elements to them.
Immunization aims to construct a portfolio that, over a 

specified horizon, will earn a predetermined return 
regardless of interest rate changes. Another widely used 

dedication strategy is cash-flow matching, which provides 
the future funding of a liability stream from the coupon 

and matured principal payments of the portfolio.

Portfolio Dedication Strategy Spectrum

Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 346). Wiley. Kindle Edition.  Emphasis added.



Analysis produced using portfolio analytics available on www.CantorPm.comAnalysis produced using portfolio analytics available on www.CantorPm.com



Analysis produced using portfolio analytics available on www.CantorPm.com



Analysis produced using portfolio analytics available on www.CantorPm.com



A False Dichotomy: Index or Liability
Are the only options for your benchmark a fixed income index or liability stream?



Portfolio Construction: Suitability Benchmark



What Measures to Benchmark?
The 5 Points of Suitability



Liquidity Estimation / Analysis
General Objectives

“The primary objectives, in priority order...
1. Safety

Safety of principal is the foremost objective… The goal will 
be to mitigate credit risk and interest rate risk.

2. Liquidity
The investment portfolio shall remain sufficiently liquid to 
meet all operating requirements that may be reasonably 

anticipated.
3. Return

The investment portfolio shall be designed with the 
objective of attaining a market rate of return throughout 
budgetary and economic cycles, taking into account the 

investment risk constraints of safety and liquidity needs.”

GFOA Sample Investment Policy, accessed 03/17/18, pages 1-2. Emphasis added.
https://www.gfoa.org/sites/default/files/u2/SampleInvestmentPolicy.pdf



Entity of Download Net Flows Monthly Breakdown by Fiscal Year

Analyze: Index Using:
7 8 9 10 11 12 1 2 3 4 5 6

2012 #N/A #N/A #N/A #N/A #N/A (3,391,689) 10,425,310 (6,985,966) 3,767,963 (252,000) 9,229,742 2,118,528
2013 (2,431,155) (7,723,454) 423,602 (952,377) (3,413,901) (1,100,992) 13,934,261 (6,949,329) (864,395) 1,862,633 9,320,697 (55,276)
2014 761,733 (7,687,806) 245,657 (1,619,467) (2,923,929) (549,280) 13,207,284 (6,953,743) (348,547) 689,607 8,771,010 1,810,442
2015 (1,180,191) (6,542,522) (27,318) (1,950,490) #N/A #N/A #N/A #N/A #N/A #N/A #N/A #N/A

#N/A #N/A #N/A #N/A #N/A #N/A #N/A #N/A #N/A #N/A #N/A #N/A

Net Flows None
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7 8 9 10 11 12 1 2 3 4 5 6

Entity of Download Net Flows Monthly Breakdown by Fiscal Year

Inflow Outflow Net
4,008,846.47 7,400,535.85 (3,391,689.38)
17,105,329.08 6,680,018.98 10,425,310.10
4,318,461.30 11,304,427.72 (6,985,966.42)
9,403,834.08 5,635,871.50 3,767,962.58
4,199,662.37 4,451,662.28 (251,999.91)
14,947,660.70 5,717,918.28 9,229,742.42
5,859,078.55 3,740,550.67 2,118,527.88
4,434,785.56 6,865,940.55 (2,431,154.99)
5,874,514.37 13,597,968.50 (7,723,454.13)
5,421,839.06 4,998,237.30 423,601.76
6,122,040.82 7,074,418.31 (952,377.49)
4,302,443.33 7,716,344.14 (3,413,900.81)
4,336,685.64 5,437,677.64 (1,100,992.00)

Inflow Outflow Net
18,970,735.81 5,036,475.18 13,934,260.63
4,485,813.94 11,435,142.82 (6,949,328.88)
4,524,732.62 5,389,128.01 (864,395.39)
6,456,447.94 4,593,815.40 1,862,632.54
15,279,625.54 5,958,928.60 9,320,696.94
5,379,416.45 5,434,692.38 (55,275.93)
6,761,895.74 6,000,162.49 761,733.25
6,424,529.01 14,112,334.87 (7,687,805.86)
5,188,699.95 4,943,043.35 245,656.60
5,249,807.94 6,869,274.55 (1,619,466.61)
4,775,937.50 7,699,866.03 (2,923,928.53)
6,705,625.58 7,254,905.34 (549,279.76)

Inflow Outflow Net
19,052,662.04 5,845,377.87 13,207,284.17
4,678,400.26 11,632,142.95 (6,953,742.69)
4,769,315.70 5,117,863.04 (348,547.34)
6,327,131.29 5,637,524.25 689,607.04
15,861,918.94 7,090,909.12 8,771,009.82
7,019,438.94 5,208,997.27 1,810,441.67
5,533,346.46 6,713,537.58 (1,180,191.12)
7,390,333.77 13,932,855.83 (6,542,522.06)
5,212,889.18 5,240,207.65 (27,318.47)
5,813,469.92 7,763,960.38 (1,950,490.46)
4,462,080.18 4,406,397.10 55,683.08

Liquidity Estimation Toolkit

Liquidity Estimator Toolkit designed and created by Kevin Webb, CFA. 



Determine Your Interest Rate Risk Preference
General Objectives

“The primary objectives, in priority order...
1. Safety

Safety of principal is the foremost objective… The goal will 
be to mitigate credit risk and interest rate risk.

2. Liquidity
The investment portfolio shall remain sufficiently liquid to 
meet all operating requirements that may be reasonably 

anticipated.
3. Return

The investment portfolio shall be designed with the 
objective of attaining a market rate of return throughout 
budgetary and economic cycles, taking into account the 

investment risk constraints of safety and liquidity needs.”

GFOA Sample Investment Policy, accessed 03/17/18, pages 1-2. Emphasis added.
https://www.gfoa.org/sites/default/files/u2/SampleInvestmentPolicy.pdf



Sleep Adjusted Returns: Interest Rate Risk
Bellwether Treasury Average Edur Average Ytw Main Street Ratio

Annualized Total 
Return StdDev

Annualized Total 
Return

Sharpe Ratio 
(Total Return)

3Mo Tbill 0.237 1.355 0.000 0.518 1.487 0.000
6Mo Tbill 0.484 1.463 0.225 0.593 1.777 0.490

2Yr Tsy 1.928 1.835 0.249 1.611 2.597 0.689
3Yr Tsy 2.818 2.094 0.262 2.472 3.255 0.715
5Yr Tsy 4.639 2.598 0.268 4.310 3.989 0.581

10Yr Tsy 8.541 3.347 0.233 7.416 4.449 0.399
30Yr Tsy 17.433 4.060 0.155 13.871 6.173 0.338

Graph Item Definitions Bellwether Treasury Average Duration (x-axis) vs Average Yield (y-axis): 12/31/00 - 01/31/18
Average Edur (Horizontal Axis)

Average Ytw (Vertical Axis)

Label Description

This is the average of the monthly effective durations 
over the period.  Effective Duration is the by-product 
of an option model that takes into consideration any 
possible early redemption features and is read as a 
percent which gives the inverse percent change in 
market value for a given percent change in interest 
rates.

This is the Average Yield To Worst and represents the 
average over the period of all the yield to worsts.  
Yield to Worst is the lowest potential yield that can be 
received without a default.  Yield To Worst over a 
given period can act as a proxy for what the expected 
book income might have been.  A higher number, all 
things equal, is better.

Identifies the Bellwether Treasury with the Main 

Street Ratio (MSR) ranking to the right in brackets. 

The rankings are arranged from best (#1) to worst 

(#7).

3Mo Tbill [MSR #7]
6Mo Tbill [MSR #5]

2Yr Tsy [MSR #3]

3Yr Tsy [MSR #2]

5Yr Tsy [MSR #1]

10Yr Tsy [MSR #4]

30Yr Tsy
[MSR #6]

0.00

0.50

1.00

1.50

2.00

2.50

3.00

3.50

4.00

4.50

0.00 2.00 4.00 6.00 8.00 10.00 12.00 14.00 16.00 18.00 20.00

The analysis is provided for informational purposes and the accuracy is not guaranteed. Designed and created by Kevin Webb, CFA. Data from FRED @ St Louis Fed, BofA
Merrill Lynch and Bloomberg.



Sleep Adjusted Returns: Interest Rate Risk
Bellwether Treasury Average Edur Average Ytw Main Street Ratio

Annualized Total 
Return StdDev

Annualized Total 
Return

Sharpe Ratio 
(Total Return)

3Mo Tbill 0.237 1.355 0.000 0.518 1.487 0.000
6Mo Tbill 0.484 1.463 0.225 0.593 1.777 0.490

2Yr Tsy 1.928 1.835 0.249 1.611 2.597 0.689
3Yr Tsy 2.818 2.094 0.262 2.472 3.255 0.715
5Yr Tsy 4.639 2.598 0.268 4.310 3.989 0.581

10Yr Tsy 8.541 3.347 0.233 7.416 4.449 0.399
30Yr Tsy 17.433 4.060 0.155 13.871 6.173 0.338

Graph Item Definitions Bellwether Treasury Annualized Standard Deviation (x-axis) vs Annualized Total Return (y-axis): 12/31/00 - 01/31/18
Annualized Total Return StdDev (Horizontal Axis)

Annualized Total Return (Vertical Axis)

Label Description
Identifies the Bellwether Treasury with the Sharpe 

Ratio (SR) ranking to the right in brackets. The 

rankings are arranged from best (#1) to worst (#7).

The Standard Deviation of the Monthly Return 
Annualized.  Gives an indication of the historical 
market value volatility.  The higher the number the 
more volatile. A lower number, all things being equal, 
is better.

The monthly total returns annualized over the period.  
This includes return from price and coupon. A higher 
number, all things being equal, is better.
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The analysis is provided for informational purposes and the accuracy is not guaranteed. Designed and created by Kevin Webb, CFA. Data from FRED @ St Louis Fed, BofA
Merrill Lynch and Bloomberg.



Sleep Adjusted Returns: Interest Rate Risk
Bellwether Treasury Average Edur Average Ytw Main Street Ratio

Annualized Total 
Return StdDev

Annualized Total 
Return

Sharpe Ratio 
(Total Return)

3Mo Tbill 0.237 1.355 0.000 0.518 1.487 0.000
6Mo Tbill 0.484 1.463 0.225 0.593 1.777 0.490

2Yr Tsy 1.928 1.835 0.249 1.611 2.597 0.689
3Yr Tsy 2.818 2.094 0.262 2.472 3.255 0.715
5Yr Tsy 4.639 2.598 0.268 4.310 3.989 0.581

10Yr Tsy 8.541 3.347 0.233 7.416 4.449 0.399
30Yr Tsy 17.433 4.060 0.155 13.871 6.173 0.338

Graph Item Definitions Bellwether Treasury Main Street Ratio (x-axis) vs Sharpe Ratio (y-axis): 12/31/00 - 01/31/18
Main Street Ratio (Horizontal Axis)

Sharpe Ratio (Total Return) (Vertical Axis)

Label Description

The Main Street Ratio measures the average excess 

Yield To Worst that could have been earned over the 

risk-free rate (US 3 Month Tsy Bill) per unit of 

average interest rate risk (Average Effective 

Duration) over the period. It is (Avg YTW-

3MoTBillYTW)/Avg Edur.  All things being equal, a 

higher ratio is better.

Named after Nobel Laureate William Sharpe, the 

Sharpe Ratio shows the excess return over the risk-

free rate (the US 3 Month Tsy Bill) per unit of risk (the 

standard deviation of the total return of the index 

being analyzed).  The ultimate industry standard 

"how much bang for the buck" ratio. All things being 

equal, a higher ratio is better.

Identifies the Bellwether Treasury. The layout of the 

scatter diagram shows the relationship between the 

Main Street Ratio (x-axis) and the Sharpe Ratio (y-

axis).
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The analysis is provided for informational purposes and the accuracy is not guaranteed. Designed and created by Kevin Webb, CFA. Data from FRED @ St Louis Fed, BofA
Merrill Lynch and Bloomberg.



Determine Your Credit Risk Preference
General Objectives

“The primary objectives, in priority order...
1. Safety

Safety of principal is the foremost objective… The goal will 
be to mitigate credit risk and interest rate risk.

2. Liquidity
The investment portfolio shall remain sufficiently liquid to 
meet all operating requirements that may be reasonably 

anticipated.
3. Return

The investment portfolio shall be designed with the 
objective of attaining a market rate of return throughout 
budgetary and economic cycles, taking into account the 

investment risk constraints of safety and liquidity needs.”

GFOA Sample Investment Policy, accessed 03/17/18, pages 1-2. Emphasis added.
https://www.gfoa.org/sites/default/files/u2/SampleInvestmentPolicy.pdf



Sleep Adjusted Returns: Credit Risk

Standard & Poors “Default, Transition, and Recovery: 2016 Annual Global Corporate Default Study And Rating Transitions”, Table 25 on Page 62.



Sleep Adjusted Returns: Credit Risk

Standard & Poors “Default, Transition, and Recovery: 2016 Annual Global Corporate Default Study And Rating Transitions”, Table 36 on Page 83.
http://media.spglobal.com/documents/SPGlobal_Ratings_Article_13+April+2017_Annual+Corporate+Default+Study+and+Rating+Transitions.pdf



Sleep Adjusted Returns: Credit Rating Digression 1/2

Source: Bloomberg

Lehman Brothers Credit Rating History



Sleep Adjusted Returns: Credit Rating Digression 2/2
“The ratings agencies had given their AAA rating, 

normally reserved for a handful of the world’s most 
solvent governments and best-run businesses, to 

thousands of mortgage-backed securities, financial 
instruments that allowed investors to bet on the 

likelihood of someone else defaulting on their home. 
The ratings issued by these companies are quite 

explicitly meant to be predictions: estimates of the 
likelihood that a piece of debt will go into default.  

Standard & Poor’s told investors, for instance, that 
when it rated a particularly complex type of security 
known as a collateralized debt obligation (CDO) at 
AAA, there was only a 0.12 percent probability—

about 1 chance in 850— that it would fail to pay out 
over the next five years. … 

In fact, around 28 percent of the AAA-rated CDOs 
defaulted, according to S&P’s internal figures. … 
This is just about as complete a failure as it is 

possible to make in a prediction: trillions of dollars 
in investments that were rated as being almost 
completely safe instead turned out to be almost 

completely unsafe. It was as if the weather 
forecast had been 86 degrees and sunny, and 

instead there was a blizzard.”

Silver, Nate (2012-09-27). The Signal and the Noise: Why So 
Many Predictions Fail-but Some Don't (pp. 20-21). Penguin Group 

US. Kindle Edition. Emphasis added. 



Determine Your Market Rate of Return Preference
General Objectives

“The primary objectives, in priority order...
1. Safety

Safety of principal is the foremost objective… The goal will 
be to mitigate credit risk and interest rate risk.

2. Liquidity
The investment portfolio shall remain sufficiently liquid to 
meet all operating requirements that may be reasonably 

anticipated.
3. Return

The investment portfolio shall be designed with the 
objective of attaining a market rate of return throughout 
budgetary and economic cycles, taking into account the 

investment risk constraints of safety and liquidity needs.”

GFOA Sample Investment Policy, accessed 03/17/18, pages 1-2. Emphasis added.
https://www.gfoa.org/sites/default/files/u2/SampleInvestmentPolicy.pdf



Sleep Adjusted Returns: Market Rate of Return 1/2

The analysis is provided for informational purposes and the accuracy is not guaranteed. Designed and created by Kevin Webb, CFA. Data from FRED @ St Louis Fed, BofA
Merrill Lynch and Bloomberg.

Analysis Begin Date: 12/31/00 Analysis End Date: 1/31/18

Fixed Income Sector
Annualized Total 
Return StdDev

Average Edur
Sharpe Ratio 
(Total Return)

Annualized Total 
Return

Average Ytw Main Street Ratio

3Mo Tbill 0.518 0.237 0.000 1.487 1.355 0.000
1-5Yr Treasury 2.085 2.524 0.741 3.032 2.024 0.265

1-5Yr Agency Bullet 2.065 2.387 0.919 3.385 2.242 0.372
1-5Yr Agency Callable 1.159 1.483 0.847 2.468 2.207 0.575

1-5Yr Industrial 2.849 2.803 1.078 4.557 3.486 0.760
1-5Yr Financial 3.959 2.744 0.737 4.403 3.705 0.857

Graph Item Definitions
Annualized Total Return (Left Axis)

Average Ytw (Left Axis)

Main Street Ratio (Right Axis)
The Main Street Ratio measures the average 
excess Yield To Worst that could have been earned 
over the risk-free rate (US 3 Month Tsy Bill) per unit 
of average interest rate risk (Average Effective 
Duration) over the period. It is (Avg YTW-
3MoTBillYTW)/Avg Edur.  All things being equal, a 
higher ratio is better.

The monthly total returns annualized over the 
period.  This includes return from price and coupon. 
A higher number, all things being equal, is better.

This is the Average Yield To Worst and represents 
the average over the period of all the yield to 
worsts.  Yield to Worst is the lowest potential yield 
that can be received without a default.  Yield To 
Worst over a given period can act as a proxy for 
what the expected book income might have been.  A 
higher number, all things equal, is better.
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Sleep Adjusted Returns: Market Rate of Return 2/2

The analysis is provided for informational purposes and the accuracy is not guaranteed. Designed and created by Kevin Webb, CFA. Data from FRED @ St Louis Fed, BofA
Merrill Lynch and Bloomberg.

Analysis Begin Date: 12/31/00 Analysis End Date: 1/31/18

Fixed Income Sector
Annualized Total 
Return StdDev

Average Edur
Sharpe Ratio 
(Total Return)

Annualized Total 
Return

Average Ytw Main Street Ratio

3Mo Tbill 0.518 0.237 0.000 1.487 1.355 0.000
1-5Yr Treasury 2.085 2.524 0.741 3.032 2.024 0.265

1-5Yr Agency Bullet 2.065 2.387 0.919 3.385 2.242 0.372
1-5Yr Agency Callable 1.159 1.483 0.847 2.468 2.207 0.575

1-5Yr Industrial 2.849 2.803 1.078 4.557 3.486 0.760
1-5Yr Financial 3.959 2.744 0.737 4.403 3.705 0.857

Graph Item Definitions
Annualized Total Return StdDev (Left Axis)

Average Edur (Left Axis)

Sharpe Ratio (Total Return) (Right Axis)

The Standard Deviation of the Monthly Return 

Annualized.  Gives an indication of the historical 

market value volatility.  The higher the number the 

more volatile. A lower number, all things being 

equal, is better.

This is the average of the monthly effective 

durations over the period.  Effective Duration is the 

by-product of an option model that takes into 

consideration any possible early redemption 

features and is read as a percent which gives the 

inverse percent change in market value for a given 

percent change in interest rates.

Named after Nobel Laureate William Sharpe, the 

Sharpe Ratio shows the excess return over the risk-

free rate (the US 3 Month Tsy Bill) per unit of risk 

(the standard deviation of the total return of the 

index being analyzed).  The ultimate industry 

standard "how much bang for the buck" ratio. All 

things being equal, a higher ratio is better.
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Suitability Benchmark Visualization

Suitability Benchmark analysis available on www.CantorPM.com



Suitability Benchmark Visualization

Suitability Benchmark analysis available on www.CantorPM.com



Kevin Webb, CFA 
Director

Cantor Fitzgerald
kwebb@cantor.com
www.cantor.com

Contact Information



Disclaimer
This presentation is intended to discuss broad investment principles and is should not be viewed as the Firm 

acting as an advisor to the Municipal Entity or Obligated Person.  The Firm does not owe a fiduciary duty pursuant to Section
15B of the Exchange Act to the Municipal Entity or Obligated Person with respect to the information and material contained in
this presentation.  The Municipal Entity or Obligated Person should discuss any information and material contained in this 
communication with any and all internal or external advisors and experts that the Municipal Entity or Obligated Person deems 
appropriate before acting on this information or material.

While care has been taken in the preparation of the Presentation presented herein, information has been 
obtained from sources believed to be reliable but Cantor does not make any representations or warranties, express or implied,
as to the accuracy, completeness, or appropriateness of the information contained herein. Additional information is available
upon request. This Presentation may contain forward-looking statements, which give current expectations of future activities 
and performance. Any or all forward-looking statements in this Presentation may prove to be incorrect and such statements 
may be affected by inaccurate assumptions or by known or unknown risks and uncertainties. Cantor does not undertake any 
obligation to revise such forward-looking statements to reflect the occurrence or non-occurrence of events or circumstances, 
whether changed, anticipated, or unanticipated.

Presentations have been prepared by sales personnel who receive compensation based upon various factors, 
including, but not limited to, the overall profitability of Cantor. Cantor and its partners, officers, directors, or employees may 
sell to, or purchase from, customers securities, commodity futures, derivatives, or other financial instruments on a principal 
basis or as agent for another person, and may have interests different or adverse to the interests of the recipient of this 
communication. Cantor’s representatives, other than the author of this communication, may provide oral or written market 
commentary or trading strategies to Cantor’s clients that reflect opinions that are contrary to the opinions expressed in this 
communication or others at Cantor.

You are cautioned that there is no universally accepted method for analyzing financial instruments. Past 
performance is not indicative of future results.  As a matter of policy, Cantor does not give tax, accounting, regulatory or legal 
advice to clients, and the information contained herein should not be considered to constitute such advice. Cantor strongly 
urges that the recipient seek independent legal, regulatory, accounting and tax advice regarding the contents of this 
communication and to make an independent determination regarding the suitability of any strategy or instrument identified 
herein. Cantor disclaims any and all liability for any loss that may arise from use of the information contained herein.




