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In 2008, public sector entities were significantly impacted by the outcome of
the “freezing” of the Reserve Fund and the failure of Lehman Brothers. That
experience led the Securities and Exchange Commission -- working with the
fund industry -- to adopt changes in Rule 2a-7, strengthening Money Market
Funds (MMF) by reducing risks associated with liquidity, credit and interest
rate changes.
Earlier this summer, the SEC released a number of proposals to further reform
the MMF industry. These proposals addressed the concept of a floating NAV
as well as liquidity “gating” during periods of market stress. The proposed
changes would certainly affect our use of MMF as asset management tools.
Members of the GIOA occupy a unique position with regard to commentary
as the use of MMF impacts both sides of our balance sheet – assets and
liabilities – as well as funds that we manage on a fiduciary basis for related
governmental entities within our states and counties.
As such, the GIOA Board felt that it would be important to comment on
the proposed changes as they could dramatically affect cash management
practices for our organizations. The full text of our response is available on
the GIOA website.
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From an asset management perspective, we felt that the floating NAV
proposals, among other things:
• Could remove MMF as an option for the investment of liquidity balances;
• Would increase costs associated with the accounting required to track
slight changes in NAV pricing -- potentially in only the 4th decimal. This
change may mean that the amount of money expended in tracking these
subtle changes is far in excess of what
Continued on page 2
the Rule is attempting to address;

GIOA Update — Fall 2013

10655 Park Run Drive, Suite 120
Las Vegas, Nevada 89144
702.255.3224 • www.GIOA.us

Page 1

• Increase costs due to the
required change for internal
systems which are geared
for $1.00 NAV funds. Internal
system changes will need to add
average cost methodologies as
well as date and time tracking
for intra-day NAV resets;
• Increase costs due to accounting
rule selections regarding
average cost or other elective
methodologies for valuing MMF
positions; and
• Change cash management
processes by not utilizing MMF.
Public sector investors may
have to utilize Repurchase
Agreements, Commercial Paper
and other overnight and shortterm investments on a less
diversified basis;
As issuers of short-term debt, we
are concerned that the proposed
legislation could potentially
decrease demand. Specifically, we
felt that the proposed legislation
would:
• Decrease demand for
tax-exempt securities such as
tax-exempt commercial paper
(TECP), bond anticipation
notes (BANs), tax and revenue
anticipation notes (TRANs)
and other short-term issuance
vehicles;
• Increase costs of financing due
to a lack of demand.
As managers of LGIPs, we are
concerned that the proposed
legislation could affect the nature
of the LGIP market. Many of our
states include references to Rule
2a-7 in our enabling legislation for
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the pools. While the SEC does not
regulate our pools, what happens to
SEC registered 2a-7 funds generally
will ripple through to our markets.
Whether or not we adopt the
proposed changes, we felt that the
changes could:

While the SEC does
not regulate our pools,
what happens to SEC
registered 2a-7 funds
generally will ripple
through to our markets.

• Create significant confusion for
clients if the LGIP adopts the
revised 2a-7 “like” characteristics;
• Require changes at the state
statutory level to address the
proposed structures;
• Potentially push less
sophisticated investors away
from state-sponsored LGIPs
into more complex investment
options;
• Require significant changes
to LGIP accounting systems in
order to address the accounting
requirements of a variable NAV
as well as intraday NAV pricing;

• Potentially require outsourcing
of internal processes in order to
address the complexity inherent
in a variable NAV and intraday
NAV pricing;
• Require significant outreach and
education to diminish confusion
amongst public sector investors;
• Require significant changes
to on-line web portals which
members use for their account
access; and
• Significantly decrease
participant yields as these
changes are implemented and
their costs absorbed.
With regard to the second
alternative proposal requiring
liquidity fees or the “gating” of a
fund, we reminded the commission
that many states utilize MMF as
liquidity vehicles. To the extent
that market dislocations trigger
the implementation of some
form of “gating”, the unintended
consequence of the liquidity
restriction could potentially affect
the ability of governmental entities
to meet payroll, vendor or debt
payments.
We expect that the SEC will carefully
consider the volume of comments
which have been submitted
regarding these proposed changes.
The SEC will probably issue revised
rules sometime in the spring or
summer of 2014. Regardless of what
the Commission decides, we expect
that there will be continued changes
to our markets.
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The Government Investment Officers Association 10th Annual
Conference will be held March 26-28, 2014 at Harrah’s Casino Hotel
in Las Vegas, Nevada. Harrah’s is located next to the Venetian Palazzo
and across from the Mirage, directly in front of the world’s largest ferris
wheel, which is due to open this winter.

Online Registration Visit our
website at www.GIOA.us to register
for the low registration rate of
$100 for government attendees.
To become acquainted with what
the GIOA Conference has to offer,
we invite you to visit the “Events”
page and view last year’s conference
agenda, as well as download the posted
presentations. Also available is the 2014 preliminary schedule of
events, which includes a Pre-Conference Workshop for government
members on Wednesday, a welcome reception for all attendees that
evening, and a “NCAA Basketball” party on Thursday evening.

Hotel Reservations Please book your
rooms early to ensure the group rate of $49,
good until February 23, 2014, or until the
block is filled. Please click on https://resweb.
passkey.com/go/SHGIO4, or call the Harrah’s
Reservation Center at 1-888-458-8471. Callers
may use the group code SHGIO4, or mention
GIOA 2014.

10655 Park Run Drive, Suite 120, Las Vegas, Nevada 89144
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Duration Strategy:
Back Testing the Options –
Stay Short for Defense, or
Play the Long Game?

TODD CUPPIA, DIRECTOR, STIFEL, NICOLAUS & COMPANY, INC.
SENIOR AGENCY STRATEGIST
The market, post Fed, in Treasuries
has provided some relief from the
relentless sell-off that characterized
the Summer season. However, short
maturity Agency focused money
managers are likely seeing negative
TTM total returns for the first time
in many years. The chart below

provides, over a 30-year look back
period, the quarterly total returns
of an index of 3-5 year maturity
Agency & Treasury bonds. The yield
on the 5-year Treasury is included
to help to provide context for the
market environment. Unsurprisingly,
even when considering the 30-year
bull market in bonds, there were

a number of quarterly periods of
negative total returns (pictured as
the negative blue bars). Against
this backdrop, many are now
considering the relative merits
of using this recent rally as an
opportunity to reduce portfolio
duration to mitigate potential
unrealized mark-to-market losses
on bond holdings. The analysis that
follows, attempts to show exactly
how both of these strategies would
have theoretically performed in the
past, highlighting four periods of
large moves higher in interest rates.
For the purposes of the analysis we
assumed that a typical portfolio
manager in this market segment

Source: Data provided by Bank of America, Merrill Lynch, Bloomberg Finance L.P, The Yield Book, Stifel

might invest in a portfolio of 3-5
year Treasuries/Agencies for the
“long” duration strategy and a
portfolio of 2-year Treasuries/
Agencies for the “short” duration
strategy. Over the last 30-years we
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have highlighted four periods of
sharply rising interest rates. (200-300
basis points on the 5-year Treasury)
What stands out when looking at
the data is that even over the course
of a prolonged increase in rates, the

interest component of total return
can overwhelm principal losses
– given very reasonable holding
periods. In other words, the decline
Continued on page 5
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Source: Data provided by Bank of America, Merrill Lynch, Bloomberg Finance L.P, The Yield Book, Stifel

in portfolio value associated with rising interest rates
tends to be short-lived as the portfolio is rebalanced and
generates yield income.
The data table above summarizes how these strategies
would have performed. For example, in the 2.5-year
period that began in the third quarter of 1986, the
5-year Treasury sold-off 252 basis points from a yield
of 6.95% to a yield of 9.47% while the 2-year Treasury
sold off from a 6.33% to 9.67% for a move of 334 basis
points. In this case, it is clear that the longer duration
strategy was more profitable as a holding period of 2.5
years would have generated a 5.27% total return for the
long duration strategy, while the short duration strategy
generated a 2.54% total return.
In the second rising rate scenario, the results for the long
duration strategy were less favorable due to the much
shorter time frame in which the rise in rates occurred.
During the 1.25-year period, the shorter duration
strategy would have out-performed by 254 basis points.
However, as time passes and the portfolio generates
income, that dynamic quickly reversed – as the longer
duration portfolio only needed another 3 months to
overwhelm the losses from the quick rise in rates. A 1.5
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year holding period was all that was required for the
longer duration strategy to bear fruit. The results for
the 3rd and 4th scenarios are similar in the sense that
while rates are increasing, the longer duration assets
underperform – as one might expect. However, given
the benefit of a small amount of time the holding period
returns of longer duration assets outperform.
Buy and hold investors who can be patient with longer
duration assets and manage to hold bonds for 1.25-3.25
year time frames may find they are compensated for
accepting the short-term unrealized price volatility in the
portfolio. For fund managers who cannot be confident
about holding assets over these holding periods they
may be better served staying short for the flexibility
inherent in shorter bonds.
Disclosures and Disclaimers — For distribution to institutional clients
only The Fixed Income Capital Markets trading area of Stifel, Nicolaus &
Company, Incorporated may own debt securities of the borrower or borrowers
mentioned in this report and may make a market in the aforementioned
securities as of the date of issuance of this research report.
Please visit the Research Page at www.stifel.com for the current research
disclosures applicable to the companies mentioned in this publication that are
within Stifel’s coverage universe.

Continued on page 6
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What is the carry trade?
JAMES RHODES, CFA, ANALYST, UBS FS

Market consensus is now
that the Fed is on hold with
We refresh our
respect to tapering back
FAQ style analysis
their Quantitative Easing
of the carry & roll
(QE) purchases in the bond
market until the December
down trade in
meeting at the earliest.
the Treasury and
That’s given the so-called
agency markets.
carry trade in the generic
rates markets a proverbial
reprieve from the gallows,
and investors have reportedly put on some of the same
trades they were busy exiting in advance of the dreaded
(and presumed) Septaper that never happened.
Here we update our FAQ style analysis of the carry and
roll down trade in Treasuries and agency bullets (i.e.,
non-callable bonds). And to do so, we kick things off by
asking the most obvious question first:

What is the carry trade?
The carry trade is one of the oldest and simplest trades
for buy and hold investors in the bond market. The
motivation is very straight forward: to buy a bond, hold
it, and profit from the combination of interest accrual
and rolling down the yield curve. In other words, the
investor looks to profit from “clipping the coupon” and

Source: UBS CIO WMR
Note: As of 30 September 2013

from the expectation that as the bond gets nearer its
maturity, it will trade at a lower yield, hence a higher
price.
The accrual of interest if a obvious process. The idea of
roll down, however, perhaps deserves a definition by
1. For a more detailed discussion of roll down, please refer to our
education note on the subject, “Yield Curve Roll Down,”
11 January 2013.
Continued on page 7

Continued from page 5
The information contained herein has been prepared from sources believed
reliable but is not guaranteed by Stifel and is not a complete summary or
statement of all available data, nor is it to be construed as an offer to buy
or sell any securities referred to herein. Opinions expressed are subject to
change without notice and do not take into account the particular investment
objectives, financial situation or needs of investors. Employees of Stifel or its
affiliates may, at times, release written or oral commentary, technical analysis
or trading strategies that differ from the opinions expressed within. No
investments or services mentioned are available to “private customers” in the
European Economic Area or to anyone in Canada other than a “Designated
Institution”. The employees involved in the preparation or the issuance of this
communication may have positions in the securities or options of the issuer/s
discussed or recommended herein.

Stifel Fixed Income Capital Markets research and strategy analysts (“FICM
Analysts”) are not compensated directly or indirectly based on specific
investment banking services transactions with the borrower or borrowers
mentioned in this report or on FICM Analyst specific recommendations or
views (whether or not contained in this or any other Stifel report), nor are FICM
Analysts supervised by Stifel investment banking personnel; FICM Analysts
receive compensation, however, based on the profitability of both Stifel (which
includes investment banking) and Stifel FICM. The views, if any, expressed by
FICM Analysts herein accurately reflect their personal professional views about
subject securities and borrowers. For additional information on investment
risks (including, but not limited to, market risks, credit ratings and specific
securities provisions), contact your Stifel financial advisor or salesperson.

Stifel is a multi-disciplined financial services firm that regularly seeks
investment banking assignments and compensation from issuers for services
including, but not limited to, acting as an underwriter in an offering or
financial advisor in a merger or acquisition, or serving as a placement agent
in private transactions. Moreover, Stifel and its affiliates and their respective
shareholders, directors, officers and/or employees, may from time to time
have long or short positions in such securities or in options or other derivative
instruments based thereon.

I, Todd Cuppia, certify that the views expressed in this research report
accurately reflect my personal views about the subject securities or issuers;
and I certify that no part of my compensation was, is, or will be directly or
indirectly related to the specific recommendations or views contained in this
research report.
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way of one simple example.1 Consider an investor who
buys a five year Treasury note and holds it for one year.
Assuming a positively sloped yield curve (i.e., bonds with
longer maturities have higher yields than bonds with
shorter maturities), the yield on the note at the end of
the holding period should be lower than its yield today
(i.e., assuming the four year rate one year forward is
lower than the five year rate today). In that instance, the
investor profits from the passage of time.

Where’s the peak of the carry and roll down
curve in the Treasury market now, and has
it moved recently?
The peak of the carry and roll down profile in the
Treasury market is at about the 4yr spot on the yield
curve. There are two things that we find notable about
this: 1) the fact that it’s mostly unchanged versus before
the FOMC decision not to taper in September, which was
a surprise to most market participants; and 2) the fact
that it’s significantly shorter than where the peak was
for the majority of 2012, when it was often in the 6-8yr
maturity range.

Source: UBS CIO WMR
Note: As of 30 September 2013, assuming six month horizon.

Why would movement in the peak be important?
It’s important because it’s a good barometer of how
uncertain people are about the economic recovery
and how probable they think a rising rate environment
is in the short run. With regard to the latter point, it’s
analogous to the increasing data sensitivity we see at the
long end of the Treasury yield curve.
The migration of the peak is likewise related to another
metric called Breakeven Widening (BEW), which
calculates how many basis points (bps) a Treasury note
can increase in yield before the total return of the note
becomes negative over the holding period. For the 2-3yr
sector, that’s about 25-30bps over a six month horizon,
which probably seems relatively generous, considering
the Fed’s pledge to keep short term rates lower for
longer. For the 5-7yr sector, the comparable measure
ranges from the high 20s to the mid 30s, reflective
of the need for more cushion to compensate for the
combination of less Fed support and more duration risk.
For 10yrs, the BEW is less than 20bps, which likely won’t
help many investors sleep at night.

How much of that is carry, and how much is roll
down? Is the composition important, and why?
The peak for (only) carry is at the 4yr, at 16bps over a
six month horizon, while the peak for expected roll
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Source: UBS CIO WMR
Note: As of 30 September 2013, assuming six month horizon.

down is at the 5yr, at 20bps over the same time period.
At first glance, this may appear to be simply a question
about how two numbers add to a sum, but it’s actually
quite a bit deeper than that. This is because, while the
carry component is merely a calculation that compares
coupon accrual and price (assuming no financing
component), the roll down component requires an
ability to predict how the yield curve will evolve in the
future.
Continued on page 8
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The approach we use here is a classic one (i.e., we
rely on forward market rates that are smoothed by an
orthonormal exponential spline). Anyone who’s been
in the bond market for a while knows full well that
neither the forward rate market nor spline math will ever
take the place of a good crystal ball, to put it politely.
Therefore, regardless of where the math tells us that the
peak is, the actions of market participants more often
have an element of art in gauging the sweet spot that
balances expected carry, predicted roll down and the
degree of risk in the position (e.g., duration, BEW).
It might help to imagine this as a sliding scale of fear
versus greed. So for example, in an environment where
investors are more comfortable taking more perceived
risk for more expected reward, they may be more willing
to initiate positions further out the yield curve (e.g., most
of 2012); since May 22, when Bernanke telegraphed
the Fed’s intention to taper back its large scale asset
purchases, however, the sliding scale has been pulled
back to the 4yr.

How does the agency carry and roll down
profile compare to Treasuries?
The peak for carry and roll down in the large, liquid
agency bullet market on an absolute basis is at the 6yr
part of the curve, at over 50bps. What’s perhaps more
interesting than that is the chart of incremental carry and
roll down (i.e., carry and roll down for the agency bullet,
minus the comparable maturity Treasury note). The peak
for the agency market on that comparative basis is also
at the 6yr part of the curve, at a pickup of about 12bps.
While we are firm believers in the notion that agency
credit quality is now largely synonymous with Treasury
credit, the question every potential investor has to ask
here is: is that enough additional carry and roll down to
justify the sacrifice in liquidity to move out of Treasuries
and into agencies? Our personal opinion is that it is,
although since there is no necessarily right or wrong
answer here, some investors may or may not agree. But
one thing we all should agree on, hopefully, is that at the
trough of the incremental curve (i.e., 4yrs, at a give up of
-15bps), Treasuries look relatively attractive.
Global Disclaimer
Chief Investment Office (CIO) Wealth Management Research is published by Wealth
Management & Swiss Bank and Wealth Management Americas, Business Divisions of UBS
AG (UBS) or an affiliate thereof. In certain countries UBS AG is referred to as UBS SA. This
publication is for your information only and is not intended as an offer, or a solicitation of
an offer, to buy or sell any investment or other specific product. The analysis contained
herein does not constitute a personal recommendation or take into account the particular
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Source: UBS CIO WMR
Note: As of 30 September 2013, assuming six month horizon.
investment objectives, investment strategies, financial situation and needs of any specific
recipient. It is based on numerous assumptions. Different assumptions could result in
materially different results. We recommend that you obtain financial and/or tax advice as
to the implications (including tax) of investing in the manner described or in any of the
products mentioned herein. Certain services and products are subject to legal restrictions
and cannot be offered worldwide on an unrestricted basis and/ or may not be eligible
for sale to all investors. All information and opinions expressed in this document were
obtained from sources believed to be reliable and in good faith, but no representation
or warranty, express or implied, is made as to its accuracy or completeness (other than
disclosures relating to UBS and its affiliates). All information and opinions as well as any
prices indicated are currently only as of the date of this report, and are subject to change
without notice. Opinions expressed herein may differ or be contrary to those expressed
by other business areas or divisions of UBS as a result of using different assumptions and/
or criteria. At any time, investment decisions (including whether to buy or hold securities)
made by UBS AG, its subsidiaries and employees thereof, may differ from or be contrary
to the opinions expressed in UBS research publications. Some investments may not be
readily realizable since the market in the securities is illiquid and therefore valuing the
investment and identifying the risk to which you are exposed may be difficult to quantify.
UBS relies on information barriers to control the flow of information contained in one or
more areas within UBS, into other areas, units, divisions or affiliates of UBS. Futures and
options trading is considered risky. Past performance of an investment is no guarantee
for its future performance. Some investments may be subject to sudden and large falls in
value and on realization you may receive back less than you invested or may be required
to pay more. Changes in FX rates may have an adverse effect on the price, value or income
of an investment. This report is for distribution only under such circumstances as may be
permitted by applicable law.
Distributed to US persons by UBS Financial Services Inc., a subsidiary of UBS AG. UBS
Securities LLC is a subsidiary of UBS AG and an affiliate of UBS Financial Services Inc. UBS
Financial Services Inc. accepts responsibility for the content of a report prepared by a
non-US affiliate when it distributes reports to US persons. All transactions by a US person
in the securities mentioned in this report should be effected through a US-registered
broker dealer affiliated with UBS, and not through a non-US affiliate. The contents of this
report have not been and will not be approved by any securities or investment authority
in the United States or elsewhere.
UBS specifically prohibits the redistribution or reproduction of this material in whole or in
part without the prior written permission of UBS and UBS accepts no liability whatsoever
for the actions of third parties in this respect.
Version as per September 2013.
UBS specifically prohibits the redistribution or reproduction of this material in whole or in
part without the prior written permission of UBS and UBS accepts no liability whatsoever
for the actions of third parties in this respect. © 2013. The key symbol and UBS are among
the registered and unregistered trademarks of UBS. All rights reserved.
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How Much Call Protection Do You Need?
MARGARET KERINS, CFA, MD; DAN KRIETER, CFA, VP
BMO CAPITAL MARKETS

We compare the risk/reward trade-off between fixed
coupon callable agencies versus premium and step up
structures. Specifically, we focus on the 3nc1y sector in
order to take advantage of the steepness of the curve
and the Fed’s anchoring of front-end yields.
• Extending from 2s to 3s in Treasuries picks up 28 bp
in yield.
• The 3nc1y 1x structure rolls down the curve into a
2yr agency bullet.
• There is a trade-off between the YTC and the
probability of call at the first call date. A fixed coupon
3nc1y 1x has the highest YTC and offers 45 bp of roll
into current 2yr agency bullet yields but is slightly
out of the money if the higher yields projected by
the forwards are realized.
• Both a premium structure and a step up 3nc1y 1x
have a YTC of 0.50% and offer 97.5 bp of roll into a
2yr but are in the money versus the forwards.
• With the Fed on hold, the potential for much greater
performance and yield pickup with at-the-money
fixed rate callables outweighs the value of increased
defensiveness in step and cushion structures.

A Tale of Two Curves
The front-end of the Treasury yield curve is mainly
dependent on expectations for the timing of the next
Fed tightening cycle while longer yields are subject to
the strength of the economy and supply and demand
considerations. (Figure 1)

We can break the curve into two distinct
sections.
1.	 Front-end yields: dependent on Fed guidance
regarding the timing and pace of the next
tightening cycle and the market’s perception of
Fed credibility
2.	 Longer yields: driven by economic data and
expectations for Fed purchases

The Case for an Anchored Front-End
Longer rates have increased substantially since May, but
are well off the mid-September peaks as the Fed held off
on slowing its asset purchase program.
While longer rates should remain data dependent,
the front end is anchored by a Fed that is committed
to remaining accommodative for some time and
maintaining its hard-won credibility.
Fed credibility was under fire in mid-September when
market participants feared that the next Fed may
not adhere to the guidance given by the current Fed.
Despite the market jitters, the next Fed is likely to remain
committed to maintaining its hard-won credibility as it is
necessary to carry out effective monetary policy.
Of course, Fed continuity fears subsided substantially
when Larry Summers withdrew from consideration and
a more dovish Janet Yellen returned as the front-runner.

Figure 1: Fed Anchoring Short End of Tsy Curve

Source: BMO, Fed Source: BMO, FOMC
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This re-anchored the front end and flattened the yield
curve between 2yr and 3yr Treasuries. (Figure 2 & 3)

Figure 2: Change in UST Yields

Source: BMO, Bloomberg

• With the Fed committed to its credibility and its
accommodative stance, we expect the front-end
to remain anchored. Therefore, while we consider
current levels to be fair value, we like taking
advantage of the roll down the curve from 3s to
2s. We analyze three different ways to capture the
steepness between 2s and 3s in the callable agency
market.
• After the rate backup that began in May, many
agency callables extended to their final maturity
dates, creating losses for dealers and much higher
durations for bond portfolios. In response, demand
for agency callables declined and the GSEs had
to cheapen their funding levels in order to place
callable paper.
• While new issue spreads have come off the highs,
Figure 4 shows they remain at very attractive levels
while new issue bonds are likely to be called as long
as the Fed keeps the short end anchored.

Figure 4: 3y/1y European New Issue Callable
spread over 3yr Treasuries

Figure 3: UST Yield Curve–Short End

Source: BMO

Source: BMO, Bloomberg

• Figure 5 shows three different types of callables, all
with maturity of 3 years and a call at the end of one
year. The first is a step coupon with an initial coupon
of .5% for the first year that steps up to a 1.35%
coupon for the life of the security if it is not called in
one year. The second is a fixed rate cushion callable
with a coupon of 1.375% offered at a premium of
$100.872 and a one-time call option in October 2014.
Finally, the last security is an indicative new issue
callable that could be structured today at par with a
coupon of .85% and callable in October 2014.

Figure 5: 3yr Agency Callables

Source: BMO
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• Both the step up and cushion callable offer almost
100bp of call protection over current 2yr rates and
over 40bp of call protection compared to forward
rates.
• With the Fed likely on hold until at least late 2015,
it is likely the call protection will be sufficient to
protect from higher rates. If that’s the case, these
bonds will be called in October 2014 with a yield of
.5%, a pickup of 36bp over 1yr Treasuries.
• However, the odds of the Fed keeping rates low
even longer than expected, potentially into 2016,
have increased alongside the odds that Janet Yellen
is named the next Fed chairman. If 2yr rates remain
lower than forward rates suggest, new issue callables
would get called next year and realize over 70bp of
yield pickup over 1yr Treasuries.
• New issue 3y/1y structures would get called if 2yr
Treasury rates are lower than approximately .89%
next year, a level 2yr rates have not been since
mid-2010 (Figure 6).

Figure 6: 2yr Treasury Rate and Fed Funds

Source: BMO

• If forward rates are realized, the new issue 3y/1y
would extend to 2016 while the step and cushion
structures are called in 2014. However, in that
scenario, investors would still be better off buying
the new issue callable because 2yr rates would need
to be 1.03% or above to make up for the lower first
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year yield with the more defensive structures. The
last time 2yr agencies yielded 1.03% was in January
of 2010.
• With the Fed on hold, short end rates are unlikely
to move high enough to necessitate the increased
defensiveness offered by step and cushion
structures. With the tradeoff tipped in favor
performance, at-the-money calls offer value.
DISCLAIMER:
This material is prepared by the BMO Capital Markets GKST Inc. (“BMOGKST”)
Sales and Trading Desk for distribution to BMOGKST clientele and is not a
research product. The views expressed in this report accurately reflect the
analyst’s personal views. No part of the analyst’s compensation is or will be
directly or indirectly related to any specific recommendations or views. This
material is intended for the private use of the institutional investor to whom
it was sent. The opinions, estimates and projections contained herein are
those of BMOGKST as of the date hereof and are subject to change without
notice. BMOGKST endeavors to ensure that the contents herein have been
compiled or derived from sources that we believe are reliable and contain
information and opinions which are accurate and complete. However,
BMOGKST makes no representation or warranty, express or implied in respect
thereof, takes no responsibility for any errors and omissions which may be
contained herein and accepts no liability whatsoever for any loss (whether
direct or consequential) arising from any use of or reliance on this report or
its contents. Information may be available to BMOGKST, which is not reflected
herein. This report is not to be construed as an offer or solicitation to buy or
sell any security. This material is not a complete analysis of all material facts
respecting any issuer, industry or security or of your investment objectives,
parameters, needs or financial situation, and therefore is not a sufficient basis
alone on which to base an investment decision. BMOGKST and its affiliates
may have positions (long or short), and effect transactions or make markets,
in securities mentioned herein, or provide advice or loans to, or participate
in the underwriting or restructuring of the obligations of, issuers mentioned
herein. Moreover, the BMOGKST trading desk may have acted on the basis
of this material. The information contained herein is as of the date and time
referenced above and BMOGKST does not undertake any obligation to update
such information. BMOGKST is a subsidiary of BMO Financial Corp., which is a
subsidiary of Bank of Montreal. BMOGKST is affiliated with BMO Harris Bank
NA. BMO Capital Markets is a trade name used by BMO Financial Group for
the wholesale banking businesses of Bank of Montreal, BMO Harris Bank N.A,
(Member FDIC), BMO Ireland Plc, and Bank of Montreal (China) Co. Ltd. and the
institutional broker dealer businesses of BMO Capital Markets Corp. (Member
SIPC), BMO Nesbitt Burns Securities Limited (Member SIPC) and BMO Capital
Markets GKST Inc. (Member SIPC) in the U.S., BMO Nesbitt Burns Inc. (Member
Canadian Investor Protection Fund) in Canada, Europe and Asia, BMO Capital
Markets Limited in Europe, Asia and Australia and BMO Advisors Private
Limited in India. “Nesbitt Burns” is a registered trademark of BMO Nesbitt Burns
Corporation Limited, used under license. “BMO Capital Markets” is a trademark
of Bank of Montreal, used under license. “BMO (M-Bar roundel symbol)” is a
registered trademark of Bank of Montreal, used under license.
® Registered trademark of Bank of Montreal in the United States, Canada and
elsewhere. TM Trademark Bank of Montreal

Page 11

The Callable Capitulation
Presents Opportunity
RYAN GRAF, U.S. RATES STRATEGY
MESIROW FINANCIAL

that call volumes are set to rebound somewhat in the
The callable agency market has gone through a
fourth quarter. At current rates, we expect call volumes
capitulation this year. The rise in rates in May and June
of $13-16 bn per month. The expected increase in
pushed most of the callable market out of the money
callable redemptions is driven almost entirely by 3yr
and led to a substantial extension in callable durations.
and shorter maturities. These structures represent over
Call volumes fell and investors who counted on calls to
70% of projected fourth quarter calls as rates in this
bring in cash found themselves in a cash crunch. While
part of the curve have rallied on the high likelihood of a
the move and its aftermath have caused pain for many,
Yellen led Fed and the lack of tapering at the September
it has also produced great opportunities. While cash may
meeting.
be hard to come by for some, the good news is that call
volumes are set to pick up somewhat
Figure 1
which should bring a little more cash
back into investors’ hands.
Q4 2013 Projected Calls by Term and Lockout ($bn)
The best opportunity for deploying cash,
in our view, is to take advantage of the
substantial roll down in 5yr and shorter
maturities via discounted callable
agencies. With the prospect of a Yellen
Fed almost a certainty, the front end is
likely to remain low for quite some time
further enhancing roll down. Below,
we discuss the outlook for callable
redemptions and the relative value
opportunities in discounted secondary
callables.

Callable Redemptions Have Been
Slow But Are Set to Pick Up

0-3m

>3m to 9m

Lockout
1yr

>1yr

Total

0 to 3yr

9.5

12.3

11.2

1.0

34.0

>3yr to 5yr

1.9

1.6

1.6

4.3

9.3

>5yr to 10yr
>10yr

0.9
0.2

0.0
0.0

0.1
0.0

1.4
0.5

2.4
0.7

Total

12.6

13.8

12.9

7.1

46.4

Term

Source: Mesirow Financial, FNMA, FHLMC, FHLB, Based on rates as of 10/2/13, Assumes constant vol and
spreads, Includes bonds already called or announced for call in October

Figure 2

Q4 2013 Call Projections
$bn

FNMA

FHLMC

Up for Call
111.7
48.5
Amount IN the Money at Various Rate Levels

FHLB

Total

61.6

221.7

September marked the lowest month for
+100 bp
0.7
0.6
1.2
2.5
callable redemptions of this cycle with call
+50 bp
3.3
2.1
1.3
6.7
volumes dropping to ~$4 bn from the already
+/- 0 bp
17.0
18.7
10.0
45.7
slow pace of $8-9 bn per month in June-August. -25 bp
0.1
0.6
0.0
0.7
This compares with call volumes of $20 bn or
-50 bp
55.3
29.6
19.4
104.3
more per month in January to May. Moreover,
-100 bp
87.3
40.2
33.9
161.4
Source: Mesirow Financial, FNMA, FHLMC, FHLB, Based on rates as of 10/2/13. Rate shifts are
redemptions have primarily been in short
parallel. Assumes constant vol and spreads.
maturities where rates are little changed or in
longer lockouts. In fact, just 2.5% of the $30
bn in calls from June to September were bonds with
Our call forecasts are highly subject to interest rate
maturities longer than 3 years and lockouts shorter than
moves. For example, if rates fall by 50 bp, an additional
a year.
$59 bn in bonds would be pushed into the money to be
called in Q4. On the other hand, a 50 bp sell-off would
This lack of calls has been painful and has led to cash
push $39 bn of the expected calls out of the money.
squeezes for many investors; the good news though is
Continued on page 13
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Taking Advantage of Roll Down with
Discounted Secondary Callables

maturities. The reason we favor these structures comes
down to two main factors, the first is that they offer
yields that are 15-20 bp higher than similar maturity
bullets. The second is that their discounted dollar prices
give them room to rally without being called as they roll
down the curve. In contrast, new issue callables that are
trading near par have little to no room to rally since they
are likely to be called as they roll down the curve.

The prospect of increased callable redemptions and
the resulting cash inflows begs the questions of where
to invest these funds. We believe that investors should
take advantage of the roll down offered in short to
intermediate maturities. Roll down 5yrs and in is
currently very attractive, much more so than out the
curve. Figure 3 highlights roll down across the curve.
The high likelihood of a Yellen led Fed leads us to believe
that short rates will be low for quite some time. This fact
enhances the probability that the roll down offered in
this part of the curve will be realized.

The combination of attractive spreads to bullets and the
ability to perform if rates fall enhances these bonds’ total
return performance versus bullets. In fact, many of these
structures in 2017-18 outperform similar duration bullets
on a total return basis even when rates fall by
50 to 60 bp (12m horizon, Run on BondEdge). In
comparison, new issue bonds offer little to no
outperformance versus bullets if rates fall since
they are likely to be called right away. Figure 4
highlights the range of interest rates over which
a discounted secondary and a recent issue
outperform similar duration bullets.

Figure 3
1yr Roll Down Across the Curve
bp

Roll Down at 10/3/13

3yr to 2yr
4yr to 3yr
5yr to 4yr
10yr to 9yr
15yr to 14yr

28
43
32
14
11

Moreover, in a scenario with rates unchanged
over the next 12m, discounted bonds offer
significantly higher total returns than recently
issued bonds. For example, the total return of
the discounted structure featured in Figure 4 is
92 bp higher than that of the new issue 5nc1y American
featured there (12m horizon, rates unchanged, Run on
BondEdge). Figure 5 highlights the details of the two
bonds.

Source: Mesirow Financial, Bloomberg, As of 10/3/13

We think that discounted secondary callables offer the
best way to take advantage of this roll down. While
discounts on 2-3yr structures are not that deep and hard
to find, the options grow as one moves into 2017-18

Total Rate of Return Performance vs. Similar Duration Bullets
1.5
0.8
0
-0.8
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Figure 4

Gradual Parallel Interest Rate Shifts- 12m Horizon

Continued on page 14
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Figure 5
Comparing Discounted Structures and New Issues: 2018

Description
FHLB 1 4/30/18
FHLB 1.9 10/9/18
Difference

Cusip
313382V5
3130A05Z

Price
97.251
99.979
-2.728

YTM
1.63
1.90
-0.28

Eff
Dur
3.62
3.35
0.28

Eff
Cnvx
-0.68
-0.99
0.31

12m
Total
Return
2.83
1.91
0.92

12m Excess
TRR vs.
Bullets
0.87
0.05
0.82

12m TRR Perform.
Band vs. Bullets
-60 to +110 bp
0 to +110 bp

YTM Pick vs.
Agy Bullets
(bp)
17.6
29.1

Current
Structure
4.6/0.02 (am)
5/1 (am)

Source: Bond Edge, Mesirow Financial, Total Return, including excess total return vs. bullets assumes an unchanged curve and constant OAS; Perform Band vs. Bullets is the range of parallel interest
rate shifts over which the callable outperforms a bullet. Prices are indicative as of 10/3/13

While inventories of these discounted bonds have
been slowly getting whittled down, there are still many
opportunities available, especially in 2018 maturities.
Moreover, for those investors who can extend beyond
five years, there are extensive opportunities out the
curve as well. This trade will not last forever though, and
we recommend using any move higher in rates over
the near term as an opportunity to add these types of
structures.

DISCLAIMER This memorandum contains views and opinions of trading strategists
of Mesirow Financial (Mesirow). Trading strategists at Mesirow are an integral part of
the Mesirow bond trading desk as a business unit. As such, they work on the bond
trading desk and actively consult with the bond traders and the other Mesirow
employees on the bond trading desk in formulating their views and opinions.
The Mesirow bond trading desk may trade or may have traded as principal on the
basis of their consultations with Mesirow trading strategists, or their knowledge
of the information, views, or opinions contained in this memorandum. Therefore,
any information, views or opinions contained herein may not be independent of
the proprietary interests of the Mesirow bond trading desk, which may conflict
with your interests. Mesirow may also trade in a manner inconsistent with the
information contained in this memorandum. Mesirow’s views on any security
mentioned may change without notice. In addition, Mesirow trading strategists
receive compensation based, in part, on Mesirow’s perception of the quality of their
analysis, bond trading revenues, overall firm revenues, and competitive factors.
Mesirow does not provide accounting or tax advice. All such opinions expressed are
believed to be accurate but could be subject to change without notice.

School is in session!
We are pleased to report that GIOA
colleagues, including GIOA Board Member
Sheila Harding, are enjoying their session
in Bond School. The plan is in place to have
another 20 CFIP© certificate holders by next
year’s 10th Anniversary conference. We’d say
that calls for a celebration. Stay tuned!
To see what fellow members are saying
about Bond School visit the FIA Blog. [http://
blog.fixedincomeacademy.com/tagged/
testimonials]
Visit www.fixedincomeacademy.com/
courses to learn more or if you have any
questions contact an FIA representative
at 800-243-5097 or bondschool@
fixedincomeacademy.com.
And remember GIOA members get $375
(only $1275 for the entire program which
provides up to 40 CPE hours!) off when
enrolling in the complete CFIP© Program.
Just use coupon code GIOACFIP at
registration.
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Why the FOMC
decided not to ‘taper’
JOHN HERRMANN
DIRECTOR, U.S. RATES STRATEGY
MITSUBISHI UFJ SECURITIES

adverse feedback loop arising from the shutdown to real
While a controversial decision at its September 17-18th
activity to financial valuations and back to real activity,
FOMC Meeting, the Federal Reserve Bank (the Fed)
again. Moreover, by maintaining its $45.0B per month
had several good reasons to justify its policy inaction
Treasury security purchase program, should foreign
- to not ‘taper’ its $85.0 billion per month Large Scale
investors turn ‘skittish’ over purchasing and owning
Asset Purchase Program (LSAP), or quantitative easing
Treasuries, the Fed will continue to
program. As market participants
offset any adverse potential rise in
await the details of the Meeting’s
interest rates.
Minutes to review the justification for
the decision, we outline here what we
With respect to
think are the economic, market and
In terms of tighter financial
‘political’ basis for the Fed to continue
conditions, this summer’s rise in
the
economy,
we
its $85.0B LSAP program likely into
Treasury yields cause myriad interest
2H-2014 – for a period much longer
rates to rise, including mortgage
highlight several
than market expectations of tapering
loan borrowing rates – see Figure
statistics that
to commence by the January 2014
1. This interest rate increase was
FOMC meeting.
not anticipated by FOMC officials,
demonstrate that
but the move was substantial, and
the
economy
has
Should the FOMC be as “dovish” as
home sales have moderated as a
we project, various market interest
consequence. This outcome was not
not returned to its
rates may not rise as much, nor as
desired by the Fed and the FOMC
normal potential.
rapidly, as many strategists suggest.
decided that it needed to encourage
Although the directional bias likely
lower borrowing rates.
will continue to be for higher interest
rates.
The Fed also is not entirely convinced
that the economy is growing at its
While the FOMC is reluctant to step into the political
‘potential,’ nor that inflation and labor market conditions
waters of Congress, the stalemate this week in
have returned to ‘normal.’ As such, the FOMC decided to
negotiations between the President and Congressional
maintain quantitative easing in the hope that it would
Republicans had led to a ‘partial’ shutdown of the
help restore normality to the economy.
Federal Government. Many political analysts believe
this will be a short-lived, temporary shutdown of only
With respect to the economy, we highlight several
a few days, but we expect it to last for several weeks,
statistics that demonstrate that the economy has not
possibly longer, with an adverse spillover to U.S. real
returned to its normal potential. First, real GDP growth
GDP growth in 4Q-2013, possibly into 1Q-2014. At its
continues to be weaker than potential (+2.75%) – Figure
worst, the shutdown could subtract near 1.0% from real
2. Second, inflation remains significantly weaker than the
GDP growth in 4Q-2013. For an economy struggling
FOMC’s target of +2.00% - see Figure 3. Third, prime-age
to maintain +2.25% real GDP growth, such an adverse
male labor force participation rate (at 88.3%) is near the
shock could adversely impact hiring decisions, consumer
lowest on record (88.2%) – see Figure 4. Fourth, hiring
spending and the unemployment rate.
rates have yet to normalize – see Figure 5. Fifth, too
many workers are engaged in part-time employment
The FOMC for its part needs to continue to provide
ample liquidity to financial markets to prevent an
Continued on page 16
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when they seek full-time work – see Figure 6. Sixth, there
is a high level of ‘discouraged’ workers – see Figure 7.
Seventh, there are too many workers competing for too
few available jobs – see Figure 8.

All in all, the economic recovery has made significant
progress over the prior five years, but it still falls short
of the Fed’s targets and goals. As such, this Fed could
remain accommodative for far longer than market
participants expect.

Figure 1

Figure 2

Figure 3

Figure 4

Continued on page 17
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Figure 5

Figure 6

Figure 7

Figure 8
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SEC Money Fund Reform Raises
Questions for LGIPs
GWEN FINK-STONE, J.D., ASSOCIATE DIRECTOR
FUND AND ASSET MANAGER RATINGS, FITCH RATINGS INC.

The Securities and Exchanges Commission’s (SEC)
proposal for further reforms of money market funds
(MMFs) are likely to impact local government investment
pools (LGIPs) in several ways. Reforms, when enacted,
would impact LGIPs as investors in money funds and
as a ‘non-regulated’ alternative to MMFs. This may be
especially true for LGIPs that are 2a7-like pools.

Regulatory Proposals
The SEC voted on June 5th 2013 to approve proposals
for further reform of the money fund industry, subject to
a public comment period that ended September 17th.
The proposal suggests enacting one, or both, of two
alternatives, in addition to other requirements. The first
alternative mandates that prime institutional money
market funds adopt a floating net asset value (NAV),
rather than the stable NAV of $1.00 (‘dollar in/dollar out’)
that has been the standard since the industry’s inception.
The second alternative requires nongovernment money
funds to impose a 2% liquidity fee on redemptions if a
fund’s weekly liquid assets fall below 15% of total assets,
and also allows fund boards of directors to impose
temporary redemption gates. Additional requirements
in the proposal include enhanced diversification limits,
increased disclosures, and stress testing.

Impacts of Proposals
The floating NAV proposal, if adopted, would have
direct implications for LGIPs that are 2a7-like investment
pools, and are required by law or investment policies
to maintain a stable NAV per share. Many states rules
allow LGIPs to use stable NAV as long as they operate in a
manner consistent with Rule 2a-7. As noted by the SEC,
state statutes and policies may need to be amended to
reflect any additional changes to Rule 2a-7.
Even if the LGIP structure is ultimately not impacted
by money fund reform, many LGIPs may be affected
as investors in money funds, using them for overnight
liquidity. LGIPs as investors will need to make investment
decisions to reflect changes to how MMFs operate,
particularly if prime institutional money market funds
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begin to use floating NAVs. Alternatively, LGIPs would
need to gain comfort with a cash management product
that potentially is subject to fees/gates that would
restrict a LGIP’s ability to access cash during times of
market stress, however remote the possibility.
Concerns about potential capital depreciation, or
accounting challenges in reporting gains and losses in
floating NAV MMFs may lead LGIP managers to allocate
more money to government stable NAV money funds.
However, it is unclear whether government MMFs have
the capacity to accept the expected level of inflows
and its unquestionable that yields for these MMFs will
be even further compressed if these funds face large
inflows.
If either of the proposals is adopted, it would require
pool managers and their investors to consider if MMFs
remain appropriate investments under their current
investment mandate and guidelines. Changes to
investment guidelines may be necessary to reflect
market changes and to keep guidelines current and
relevant.
On the positive side, LGIPs that continue to offer a
high quality, stable value investment alternative may
benefit from new MMF regulations. Yields on MMFs are
expected to fall once the proposals come into effect
and MMF managers are forced to operate with even
greater conservatism. As a result, municipalities may
elect to steer more of their available liquidity to pools in
search of the operational simplicity of a constant NAV
(amortized cost) investment product and higher yields.
Should this be the case, inflows into LGIPs could make
them a competitive product alternative.

Money Funds Keep High Liquidity
If the Floating NAV option and/or the imposition
of redemption gates become finalized, MMFs are
expected to maintain high levels of liquidity and
Continued on page 19
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show low NAV volatility in most market scenarios.
Since the financial crisis, MMFs have made a number
of changes and have shown relatively stable shadow
NAVs on a mark-to-market basis. The stable shadow
NAVs are due to relatively benign market conditions
as well as conservative portfolio guidelines, especially
for AAAmmf-rated MMFs, and regulatory reforms.
For example, Fitch-rated MMFs’ current high levels of
liquidity as of the end of August, at 26.6% daily liquidity
and 39.4% weekly liquid assets, are one measure of this
conservatism and continue to support the stable market
NAVs.
One concern is that, in reaction to reform, investors will
withdraw money out of prime funds en masse, creating
liquidity pressures. As a whole; however, investors
appear to be taking a prudent wait-and-see approach
while regulations are finalized. This is shown by prime
MMF assets remaining very stable at $372.9bn since

GIOA Update — Fall 2013

early June. A lengthy implementation period is expected,
which should also allow investors time to make
thoughtful investment decisions and make necessary
changes to reflect new regulation.

Increased Transparency
MMF managers have increased the information provided
to investors since the 2010 reforms and in early 2013
most managers started providing daily market NAVs
for funds. Overall, increased transparency is healthy.
Heightened scrutiny of market NAV by investors may
incentivize fund managers to construct portfolios even
more conservatively than before. However, increased
attention paid to market NAV may present MMFs with
the risk of shareholders preemptively redeeming shares
if the market NAV falls below $1.0000 (say, to $0.9999),
even for a fund that is not experiencing stress otherwise.
LGIP managers should avail themselves of the additional
transparency to make informed investment choices.
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Five Questions Every Pensioner Should Ask
and Every Pension Board Should Answer
DONALD R. VAN DEVENTER
KAMAKURA CORPORATION

Administrators of public and private
pension funds often operate
under the assumption that the
beneficiaries of the funds and
the shareholders and taxpayers
who finance the funds are too
unsophisticated to understand
the true financial standing of
the pension funds and the risk
that the funds are taking. In this
article, we turn the tables and
pose five questions that every
pension beneficiary, shareholder
and taxpayer should pose to the
administrators of their defined
benefit pension fund, whether it’s
public or private.

Information on the Social
Security Administration
and Its Risks
In a recent article we summarized
the many risk management errors
that are commonly found at defined
benefit public pension funds and
the reasons given for perpetuating
those errors. In that article, we
contrast the way the U.S. Social
Security Administration makes its
disclosures and manages its risks.
The U.S. Social Security program has
plenty of problems, but we know
what they are. In fact, on February
25, 2013, the Social Security
Administration itself released this
analysis of ten proposals to restore
the solvency of the Social Security
trust fund.
The Trustees of the Social Security
trust funds in their 2013 annual
report projected that the fund
would be “exhausted” in 2033. At
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that point, since no funds would
remain in the trust fund, the only
money to pay promised benefits
would be social security payments
by younger taxpayers, and those
payments would be sufficient to
pay less than 80% of the benefits
promised to then-current Social
Security recipients. The openness
of the Social Security system allows
constructive suggestions and
critiques from researchers like Gary
King (Harvard University) and Samir
Soneji (Dartmouth). King and Soneji
(2012, 2013), using more modern
mortality modeling techniques,
showed that an increase in longevity
would actually lead the trust
funds to be exhausted in 2031, not
2033. The problems of the Social
Security trust fund stem from longstanding underfunding, in spite of
a conservative investment strategy
that puts 100% of trust fund assets
into U.S. Treasury securities.
Public pension funds of states and
municipalities, by contrast,
offer a degree of
disclosure that seems
to mislead, even
though the
Government
Accounting
Standards
Board has issued
new statements
(67 and 68) on
public pension fund
accounting. For example,
the true pension liability cash flows
are not disclosed. Their net present
value is miscalculated, leading to an

understatement. Investment losses
aren’t recognized immediately, like
they would be if the same assets
were held by a public firm or a fund
manager; they’re amortized over a
period of years. Worst of all, public
pension funds can use taxpayer and
beneficiary money to invest like a
hedge fund instead like a prudent
individual investor trying to protect
his or her retirement assets against
losses.
In the rest of this note, we pose five
simple questions that every pension
fund beneficiary should demand
be answered by pension fund
administrators. If administrators
cannot or will not answer these
questions, then reform is needed.
Question 1: Ignoring income
from investments, looking only
at individuals currently covered
by the existing plan, what are the

Continued on page 21
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annual dollar amounts of cash in
to the fund (from employee and
employer contributions) and cash
paid out of the fund (in the form
of benefits to the beneficiaries) for
the next 75 years?

is the actual current true market
value of assets (not actuarial
value) as a percent of $X?

The Social Security system makes
exactly such disclosure for the 75
year time frame, a time frame which
covers nearly the entire life span
of even the youngest contributors
to Social Security. Why do other
public pension funds and private
pension funds not make the same
disclosure?

The answer to this question will
also reveal that almost every
public pension fund is dramatically
under-funded if the near-zero
investment risk of the Social Security
Administration is followed. Pension
fund administrators hide this risk
by using an “expected return” that is
completely inconsistent with market
realities. See the next question that
proves even this expected return is
often not good enough.

Question 2: Using the data from
Question 1 and the current true
market value (not actuarial value)
of assets, what compound annual
rate of return is necessary for the
current assets of the fund to meet
the net cash flows projected for
the next 75 years?

Question 4: Is the expected return
on the pension fund’s assets less
than the “break-even” return in
the answer to question 2? If so,
assuming that the fund earns
exactly the expected return with
no risk, in what year will the assets
of the fund be reduced to zero?

The answer to this question will
typically reveal that not even
Warren Buffett could earn a high
enough return to save the typical
public pension fund without a
dramatic increase in contributions
from employees and employers
(via the taxpayers) or a dramatic
cut in benefits. The situation isn’t
much better in the typical corporate
pension fund.

As mentioned above, the Social
Security administration makes this
disclosure but next to no public
or private pension funds do. The
answer to this question makes it
clear that even the diversion of
attention to a fictional expected
return is not enough to restore
solvency to most public pension
funds without an increase in
contribution rates (i.e. taxes) or a
reduction in benefits.

Question 3: Assume that we
think the current pension fund
investment strategy is too risky
and that we demand that the
fund’s assets be shifted into U.S.
Treasury securities on a matched
maturity basis with the fund’s
projected future cash flows.
This mimics the Social Security
Administration strategy. What
amount of money is necessary to
implement this strategy today? If
this amount of money is $X, what
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Question 5: Assume the fund
continues to pursue a highly risky
investment strategy. Using the
actual history of market returns in
the U.S. and Japan, where equities
remain still almost 80% below
their peak in 1989, what is the
probability that the fund’s assets
will go to zero in each of the next
75 years?
This question, like the answers to
questions 2, 3 and 4, re-emphasizes

the fact that actual historical returns
over a wide array of time periods
and markets are not sufficient to bail
out most public pension funds and
many private pension funds. Many
fund administrators use “selection
bias” to understate the problems of
the fund by choosing markets that
have experienced an extended bull
market as “typical,” ignoring two
decades of malaise in Japan that
stemmed from the collapse of real
estate prices and low interest rates
like we’ve experienced in the United
States in the wake of the 2006-2011
credit crisis.

Conclusions
Many public and private pension
funds are in severe financial
difficulties. They’re pursuing a
“double or nothing” high risk
investment strategy in the hope
that extraordinary market returns
will bail them out. On October
9, 2012, Deborah Mills- Scofield
wrote in a blog for the Harvard
Business Review “We’ve all heard
the phrase ‘hope is not a strategy,’
and it isn’t--especially when based
on illusion, delusion, fiction or false
assumptions.” The five questions
above will reveal pension fund
illusions, delusions, fictions and
false assumptions. Only transparent
disclosure of the current financial
status and risk of public and private
pension plans will lead to the least
costly resolution of the current
situation.
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