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Lies, Damned Lies &
Economic Forecasts
KEVIN WEBB, CFA, CANTOR FITZGERALD
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impenetrable mystery all investors
must face.”5 The probability that the
actual will differ from the expected
is what most public fund portfolio
managers attempt to grasp when
they examine an economic forecast.
They are trying to manage the
expectation for the range of future
outcomes - trying to manage risk.
But, just as the economic variables
that they desire to predict invariably
change as time passes, so do the
economic predictions themselves.
An economic forecast consists
of three parts: (1) the economic
variable, (2) the future value of the
economic variable, and (3) the future
date for which we want to forecast
the economic variable.
The longer the time period between
the survey date and the future
date, the more opportunities exist
to change the economic forecast.
Therefore, when judging what
makes a good economic forecast we
need to consider three components:
(A)ccuracy, (V)olatility and
(F)requency.

(A)ccuracy is the difference between
the average for all the submitted
forecasts and the actual value of
the economic variable on the future
date. (V)olatility is the standard
deviation of all the submitted
forecasts. And (F)requency is the
ratio of submitted forecasts to the
total number of opportunities that
were given to submit a forecast.
For example, if Goldman Sachs
has 20 opportunities to submit a
forecast for the 6/30/2013 10Yr
Treasury yield and only submits
16 times then the (F)requency
is 80 percent. A perfect forecast,
therefore, consists of an (A)ccuracy
value of zero, a (V)olatility value
of zero and a (F)requency value
of 100%. This means that a firm
offering the perfect forecast is able
to predict the exact future value
of the economic variable for the
future date and submits the same
prediction on every survey from the
first to the last.
But the raw numbers alone for
(A)ccuracy and (V)olatility are not
enough. They must be weighted to

take into consideration the relative
preference the investor places on
them. To some investors accuracy
is more important than how
often the forecaster changes their
forecast. Others, however, may find
it intolerable to work with a forecast
that changes too much.
While (A)ccuracy and (V)olatility
have weights applied to them that
represent investor preferences,
(F)requency acts as a filter that
eliminates from consideration
any firm that does not submit the
minimum required number of
forecasts desired by the investor.
Taken together in this manner,
these three components can be
used to rank economic forecasters.
Moreover, different investors will
have different rankings.
To see how this works, let’s consider
the Wall Street Journal Economic
Forecasting Survey6 data on the 10Yr
Treasury Yield for 6/30/2013. The
WSJ conducted a monthly survey
Continued on page 3
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from November-2011 to June-2013
during the first two weeks of each
month. Approximately 50 firms
were asked for their predictions
on various economic variables for
various future dates.
One of these economic variables
was the 10Yr Treasury Yield on
6/30/2013 for which participants in
the survey had a total of 20 possible
times to contribute. Exhibit 1 shows
the distribution of the predictions
for all the forecasters by survey
date. The number to the right of
each vertical column is the average
forecast with the month and year of
the survey.￼
Considering the 10Yr Treasury Yield
was a 2.527 on 6/30/13, how did
the forecasters do? Filtering for
those economists that submitted a
forecast at least 75% of the time and
weighting (A)ccuracy and
(V)olatility equally, we get the
rankings as charted in Exhibit 2
(showing only the top 25).
While the blue bar shows the
difference between the average

forecast and the actual value, the red
line shows the standard deviation of
all the submitted forecasts for each
firm. Reading from left to right along
the horizontal axis, it is apparent
in the rankings that the tradeoffs
between (A)ccuracy and (V)olatility
do matter.
This subtlety of this tradeoff
is missed in most rankings of
economic forecasters. Just as various
fixed income sectors should be
risk-adjusted using risk and return
measures appropriately weighted
to the preferences of the public
fund portfolio manager, so too
should the rankings of economic
forecasts.
If you look at the results of the
rankings and think to yourself
that you would not rank Goldman
number 1 above UCLA number
4, and definitely would not have
Societe Generale at number 14, then
you are expressing a preference for a
higher weighting on (A)ccuracy and
a lower weighting on (V)olatility.
When the model weights are altered
for (A)ccuracy of 70% and (V)olatility

of 30%, the rankings change as
shown in Exhibit 3.
After revising the model weights,
Goldman has dropped to number 3
and UCLA moved to number 1, while
Societe Generale moved out of the
top 25 altogether, falling to number
33. See Exhibit 4 for a comparison
of the rankings using the different
weights.
What was the cost of increasing
the weight for (A)ccuracy and
decreasing the relative importance
of (V)olatility? Exhibit 5 shows a
comparison of the forecasts that
were submitted by Goldman, UCLA
and Societe Generale.
While it is true that UCLA had an
average forecast that was closer to
the actual 2.52 yield on the 10Yr
Treasury, it is also the case that UCLA
had 50 percent more volatility than
the Goldman forecasts and 168
percent more volatility than Societe
Generale.

Continued on page 4

Exhibit 2

GIOA Update — Winter 2014

Page 3

Exhibit 3￼

Exhibit 4

On the other hand, the UCLA
average forecast was off by only −4
basis points, while Goldman differed
by −14.8 basis points and Societe
Generale was off, on average, by
−45.3 basis points. The cost of
changing the weights is having
to accept more volatility in the
forecasts.
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The inclusion of variables for
(A)ccuracy, (V)olatility and
(F)requency along with their
corresponding subjective weight
preferences not only allows
investors to find the potential
diamond in the rough, but also to
gain deeper insight into their own
risk tolerance preferences. “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
Continued on page 5
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valve. You have to determine how
much leaking you can tolerate.” 8
This framework demonstrates that
a “good” forecast will be defined by
different people as different things.
Just as different public fund fixed
income portfolio managers will have
different tolerance levels for Callable
Agencies versus U.S. Corporates they
will likewise have different tolerance
levels for accuracy and volatility in
economic forecasts.
This framework also provides an
apparatus for thinking about the
tradeoffs that is, albeit in a small
way, close to the very goal of
Economics itself as expressed by
John Maynard Keynes: “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.”9

The conclusions presented here are
one piece of a larger framework.
If you are interested in learning
more, the GIOA will be hosting their
10th annual conference in March
2014 and I will be presenting the
full version of this model at the
pre-conference workshop. The title
of the talk will be the same as this
abbreviated article.
I look forward to seeing you at the
conference and discussing further
applications of this model to better
understand: (1) how to judge the
consensus forecast, (2) looking at
rankings for predictions on specific
economic variables over time (not
just who was the best at predicting
the 10Yr Treasury Yield for 6/30/13
but which firm has been the best
over time), and (3) which firm best
predicted GDP, Unemployment
Rate, CPI, Fed Funds Rate and 10Yr
Treasury Yield in a single period and
over the long run. Viva Las Vegas!

Footnotes:
http://en.wikipedia.org/wiki/Lies,_
damned_lies,_and_statistics
2
Silver, Nate (2012-09-27). The Signal and
the Noise: Why So Many Predictions
Fail-but Some Don’t (p. 177). Penguin
Group US. Kindle Edition.
3
Robert Brooks and J. Brian Gray, “History
of the Forecasters: Naive forecasts are
better than the consensus WSJ forecast,”
The Journal of Portfolio Management
(Fall 2004): 113-117
4
For a framework that uses a multivariate
approach see: Robert Eisenbeis, Daniel
Waggoner, and Tao Zha, “Evaluating
Wall Street Journal Survey Forecasters:
A Multivariate Approach”, Federal
Reserve Bank of Atlanta Working Paper
2002-8a (July 2002). The WSJ used this
method to rank the forecasters for 2012
which can be found here: http://online.
wsj.com/public/resources/documents/
Econ_ranking2013.xlsx
5
Managing Investment Portfolios:
A Dynamic Process (CFA Institute
Investment Series) (Kindle Locations
179-180). Wiley. Kindle Edition.
6
http://online.wsj.com/public/
resources/documents/info-flash08.
html?project=EFORECAST07
7
http://research.stlouisfed.org/fred2/
data/DGS10.txt
8
Peter L. Bernstein. Against the Gods:
The Remarkable Story of Risk (Kindle
Locations 69-71). Kindle Edition.
9
H.D. Henderson, Supply and Demand
(New York: Harcourt, Brace and
Company, 1922), v.
1
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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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Detroit’s Pension Is
Actually Well-Funded,
So What’s All the Fuss?
LIZ FARMER, GOVERNING

pensions are actually a combined
91 percent funded (80 percent
funded plans are considered
financially healthy), according to
Morningstar’s combined 2011
valuation of the public employee
pension and police/fire pension (see
chart below). The fund, according
to outside reports, is pretty healthy.
But how it got there is another story.
The pension system is not to blame
for Detroit’s woes — but it’s not
blameless either.
For starters, Orr’s view of Detroit’s
system and the view of unions
are through completely different
lenses. “It’s a weird situation, a
weird scenario because we’re not
the problem,” said George Orzech,
chair of the police and fire pension
board. “We don’t know why they’re
attacking us.”

Detroit, Michigan at Milwaukee Junction looking south/west at
Russell Industrial Complex. Wikimedia Commons
On the sixth day of Detroit’s
bankruptcy trial earlier this month, a
comment from the city’s emergency
manager, Kevyn Orr, prompted a
rare question from U.S. Bankruptcy
Judge Steven Rhodes. Orr was
defending comments he made to
retirees and city workers one month
before the city filed for bankruptcy:
“I wasn’t attempting to mislead
anyone,” Orr reportedly said of the
June meeting. “I was trying to say
we understood these issues around
pensions.”
Rhodes challenged: “What would
you say to that retiree now?”
“I would say that his rights are in
bankruptcy now,” Orr said. “I would
say that his rights are subject to
the Supremacy Clause of the (U.S.)
Constitution.”
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“That’s a bit different than
‘sacrosanct,’ isn’t it?” Rhodes said.
To the delight of public retirees and
their unions, Rhodes’ questioning
highlighted a shift they had been
complaining about for months: that
Orr went from reassuring retirees
to saying their pensions were part
of the problem. The truth is, there’s
a lot of blame to spread around in
Detroit’s bankruptcy – from corrupt
politicians to unthinkably bad
decisions to the Great Recession—
and no one item got the city to
where it is today at roughly $18
billion in debt.
Orr and others say the city’s pension
system represents $3.5 billion of
that debt and the message since
the July bankruptcy filing has
been that the system is a big part
of the problem. But the city’s two

Orr uses a lower rate of return
assumption than the retirement
system does and calculates that
payments will come due over a
shorter period of time. Most notably,
Continued on page 8

The pension system
is not to blame
for Detroit’s
woes — but
Detroit’s risky
investments to prop
up the pension
system sure
didn’t help.

Page 7

Detroit: What is the Actual Liability?

Orr’s assumptions for the plan’s
unfunded liability uses a lower,
more conservative market rate to
value the assets and liabilities. That
choice results in the plans having
fewer assets and more liabilities
when compared with the actuarial
valuation given by the pension
system, which uses a rate of return
in line with what other systems use.
Using the market rate is not exactly
standard practice, said Morningstar
Municipal Credit Analyst Rachel
Barkley.
“While using it is the correct method
to identify a liability in a point in
time … it does magnify fluctuations
in the bond market,” Barkley said
in a conference call last week. “It
presents a very drastically different
point of view on the fundamental
fiscal health of plans based on the
actuarial method.”
In contrast to Orr’s estimated $3.5
billion unfunded liability for both
plans, the retirement system’s
actuaries estimate that value at $644
million.
The differences amount to a plan
that is either 91 percent funded
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(according to the pension system
actuaries) or is less than two-thirds
funded, according to Orr. “There’s
been a bit of an overemphasis,” said
Tamara Lowin, director of research at
Belle Haven Investments, referring to
the picture that some have painted
of the city’s unfunded liability. “The
answer of what the real unfunded
liability probably is somewhere
between what the two parties are
stating.”
But how did the pension fund of a
city that (not for the first time) has
been skipping out on its payments
for a year get so healthy? The
answer there really did contribute
to Detroit’s money woes. In 2005,
the city sold Pension Obligation
Certificates, taxable bonds that
would go directly toward easing
the city’s unfunded liability. But
more than half the bonds were sold
as part of a swap deal designed
to guarantee a roughly 6 percent
interest rate for the city – Detroit
sold the certificate bonds at a
variable rate to creditors. The city
then made a deal with banks on the
interest rate for those certificates to
help them keep payments stable:
they agreed to pay a 6 percent rate

to the bank in exchange for the bank
paying Detroit the variable rate.
The deal protected Detroit against
skyrocketing interest rates.
But it didn’t provide any protection if
rates fell -- and when that happened
in combination with the city’s credit
rating downgrade, the deal eroded
and the city’s debt payments shot
up as a result. Now, the $1.44 billion
deal is expected to cost Detroit
$2.8 billion over the next 22 years,
according to a Detroit Free Press
analysis.
At the time, the unions joined thenMayor Kwame Kilpatrick (who is now
serving a 28-year prison sentence
on un-related federal racketeering
charges) in pushing for the deal.
But today, the union points to that
decision as a mistake by city leaders:
“That’s how Detroit got itself into
trouble,” said Michael Artz, associate
general counsel at the American
Federation of State, County and
Municipal Employees. “It’s these
financial deals that put them over a
barrel, if you will, because of the loss of
state aid and the declines in revenue.”
Continued on page 9
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But those bond certificates are
why Detroit’s plan is so wellfunded today – in effect, the deal
shifted the liability risk from the
retirees to the taxpayers. And
that debt is contributing to the
city’s inability to provide services
to its residents. According to the
latest annual report from Detroit’s
General Retirement System the
city’s payments to that pension
system had climbed to one-fifth of
its total payroll expenses up until
the pension certificates helped
cover the unfunded liability in 2005.
Then, the payments dropped to
one-tenth of payroll – but they have
been climbing ever since. By 2011,
its pension payments accounted
for nearly one-quarter of payroll.
Meanwhile, since 2001, the number
of active employees contributing to
the system has fallen by nearly half
while the number of retirees (now
about 11,500) has stayed roughly
the same.
It’s that kind of structure that can
burden a city’s future employees
and taxpayers, pitting them against
retirees, said Vijay Kapoor, director of
PFM’s Workforce Consulting practice.
“If you don’t deal with that you may
find yourself in bankruptcy and
asking yourself where the money
is that would make the biggest
difference the most quickly: it’s
in the retirees.... It tees up these
intergenerational issues in a way
that hasn’t been teed up before.”
Whether the city is so cash-strapped
it warrants bankruptcy protection
is for Rhodes to decide. Unions
and other supporters have also
argued that Orr’s estimated $18
billion in total debt is exaggerated
as it includes shared debt from a
water and sewer system that serves
40 percent of Michigan residents.
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Meanwhile, the city and the unions
have had roughly half a dozen
meetings about the pension fund’s
role in the bankruptcy.
But as to whether those meetings
will yield anything, Steve Kreisberg,
AFSCME’s director of collective
bargaining, notes employees have

already made concessions: a year
ago the city made a deal for reduced
benefits going forward and a 10
percent paycut, Kreisberg said.
“What that demonstrates is how
little pensions have to do with this,”
he added. “You cut them but you
still declare bankruptcy a less than a
year later.”

Earn up to 9 CPE credits for
no additional charge at the
GIOA Conference in March!
We are pleased to continue our partnership with Fixed Income
Academy to give GIOA members the opportunity to earn
NASBA eligible CPE credits for attending selected sessions.
FIA is approved by NASBA as a sponsor and will provide
additional materials and documentation at the conference
for the approved sessions. You can earn an expected 9 credit
hours if you attend both the pre-conference and conference.
For more information, contact Susan Munson
at smunson@fixedincomeacademy.com
or 800-243-5097.
For more information about
Fixed Income Academy’s Bond School visit
fixedincomeacademy.com/courses or
bondschool@fixedincomeacademy.com.

Fixed Income Academy, LP is registered with the National Association of State Boards of Accountancy
(NASBA) as a sponsor of continuing professional education on the National Registry of CPE Sponsors.
State boards of accountancy have final authority on the acceptance of individual courses for CPE credit.
Complaints regarding registered sponsors may be submitted to the National Registry of CPE Sponsors through
its website: www.learningmarket.org.
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The Power of Money
BY DAVID HORNER, PH.D., CHIEF ECONOMIST,
FIXED INCOME ACADEMY AND
SUSAN MUNSON, CFP®, CFIP©,
FOUNDER, FIXED INCOME ACADEMY
There is a basic equation in
economics: MxV = M (Money) times
V (Velocity – how fast money turns
over) is equal to what is produced
in the economy times the price of
goods in the economy. Bank loans
and individual transactions (people
spending cash) are the primary
drivers of velocity because a loan

becomes a deposit that again
becomes a loan, that again becomes
a deposit, and so on. It is important
to pay attention to how fast money
cycles.
Some people are concerned about
inflation because of the amount of
money the Fed is putting into the

economy, by purchasing securities
off of bank balance sheets, has
increased dramatically since 2008.
Even now, an additional $75 billion
(recently reduced from $85 billion)
is still being introduced into the
banking system every month.
Despite this, the velocity of money
has decreased substantially because,
for a plethora of reasons, banks
have been less willing and able to
lend. It is critical to consider both
inputs in the basic MxV equation
to understand the true impact of
the power of money in and on our
economy.
Historically, velocity was very stable
and predictable so simply increasing
money supply would “naturally”
lead to higher prices. This is no
longer the case. In the current global
environment, velocity can increase
and decrease very rapidly for a
variety of reasons. Globalization and
newer technologies have allowed
people to make transactions
outside of the Fed’s control. Money
is not only used for consumables,
it is also used to purchase assets
and the value of assets, as we
have seen, can move dramatically
and quickly. Therefore, the more
we borrow to purchase an asset
(aka, the more leveraged it is) the
greater the potential impact from
price fluctuations. The following
chart illustrates debt levels for the
US Treasury, but the trajectory of
growth globally is similar. The crisis
forced us to limit “turning over”
money. Now, banks are required to
hold more capital (loan less) while
individuals are spending cash less
quickly. ￼
The concept of leverage refers to
the debt incurred to finance the
purchase of an asset. The basic
Continued on page 11
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sustained without the reliance on
debt is less now than it was before.
Potential growth can, and has been,
increased through productivity in
the private sector, but this will not
drive growth at the same rate as
with the use of debt. The private
sector has been increasing cash
to repair balance sheets and is
not yet willing to spend. While it is
impossible to know, there is reason
to believe that within the next two
years debt levels will be reduced
to a sustainable level and then we
will see increases in debt relative to
increases in income.

Sources: Congressional Budget Office, U.S. Treasury, http://www.pewresearch.org/

money supply is used both for
transactions and to support asset
prices. The Fed is adding money
to the economy to support these
asset prices to make people feel
richer in the hopes consumers will
increase their purchases. In the
financial crisis, leverage was crushed
when asset values plummeted
and institutions were faced with a
constant level of debt but with a
dramatically reduced asset value to
support it. As leverage was crushed,
so was velocity. In response,
regulators and investors increasingly
rely on capital ratios to monitor the
amount of leverage firms take on
in the future. The increase in capital
requirements will lead to increased
stability.
Because V has fallen, the Fed has
increased the M side of the equation
to compensate. And no matter
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how much money the Fed pushes
into the economy, the chances of
inflation are minimal as long as
velocity remains low. The problem
is more complex because velocity is
no longer stable and is more difficult
to predict. Rest assured that the Fed,
as well as Central Banks globally,
understands this and is tracking
V very closely. Until there is some
stabilization in velocity, the Fed will
continue to put money into the
system in an attempt to keep prices,
and growth, from falling. Large Scale
Asset Purchases, aka Quantitative
Easing, is the method the Fed
uses to achieve this objective. As
a result, inflation has remained
slightly positive rather than the less
desirable result of deflation that
could have led us into a depression.
The “new normal” is the belief that
the potential growth that can be

The public sector has begun to rein
in deficits, but they could easily
increase again unless serious steps
are taken to deal with underfunded
pensions and future entitlements.
Outcomes of several high profile
municipal bankruptcy proceedings
will hopefully force the creation and
implementation of realistic plans
towards sustainability.
World demographics are also a
concern because the population is
aging and older consumers are less
likely to spend out of their savings.
It is true that aging populations can
have a negative effect on growth
and asset prices. While emerging
economies are offsetting some of
this by increasing middle classes,
it remains to be seen how it will
impact the U.S. and other affluent
countries. Because we are a global
economy, we can no longer look at
one country’s trend in isolation and
must consider how world trends will
impact us all. Actions such as China’s
reversal of their one child policy may
have far-reaching implications that
will be difficult to assess.
To learn more and sign up for our
monthly newsletter, visit:
fixedincomeacademy.com/why_fia
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Great Expectations:
2014 Agency Issuance Preview
RYAN GRAF, VICE PRESIDENT,
U.S. RATES STRATEGY, MESIROW FINANCIAL

We all know that GSE issuance
has been on a steady downward
trajectory ever since conservatorship
began in September 2008. In fact,
since the end of 2008, outstanding
GSE debt has shrunk by almost $1.2
trillion, but the good news is that
the net negative issuance slowed
significantly in 2013 as seen below.
While net issuance is set to be more
negative in 2014, it should be an
improvement on 2009-12. Moreover,
the fact that net issuance is still likely
to be quite negative should keep
spreads, especially in the front end,
at tight levels.

Expectations for Fannie Mae
and Freddie Mac
In 2014, issuance should revert back
to “business-as-usual” with changes
in the retained portfolios being the
primary driver of changes in debt
outstanding.
• The retained portfolios are
mandated to be at or below
$469.6 bn by the end of 2014
representing only a $26 bn
decline for Fannie Mae from
November’s levels while Freddie
Mac was already below the limit
at 11/30/13.3

Expectations for FHLB

• Through Q3:13, FHLB advances
climbed to $465 bn. However,
take away the Basel III related
liquidity driven demand from
large banks and advances
would have totaled ~$409 bn,
quite close to 2012’s $413 bn
average.4
• Thus, the underlying trend for
advances is one of stability
which we think will continue in
2014.
• Moreover, our expectation is
for the Basel III related growth
to cease this year. J.P. Morgan

The anomaly that is 2013
net issuance was primarily
driven by Fannie Mae and
Freddie Mac’s deferred tax
asset related dividends and
by the Basel III induced
liquidity needs of large banks
that increased FHLB advance
demand.
• We estimate that in
the absence of the
deferred tax asset related
dividends, Fannie Mae
and Freddie Mac’s net issuance
would have been -$138 bn and
-$70 bn.1
• Absent Basel III related
borrowings, we believe that
FHLB’s net issuance would have
been at least $56 bn lower.2
• Thus, combined net issuance
would have been approximately
negative $185 bn absent these
factors, much closer to recent
years.
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• In our view though, natural
runoff will take the portfolios
well below the limit. The
back-up in rates in the spring/
summer dramatically slowed
prepayments in the GSE’s
portfolios, but we still project $95
bn in natural runoff for the year.
• Moreover, our expectations are
for Federal Housing Finance
Agency (FHFA) mandated sales
of non-agency mortgage assets
to result in another $32 bn in
declines.

stated in its 2012 10k that it
intended to reach its liquidity
coverage target by the end of
2013 and indeed it reached it by
6/30/13 as reported in its Q2:13
10q.5 We suspect that other
banks are probably following
J.P. Morgan’s lead as they have
historically.6
• On net, our base case is for little
to no change in advances in
2014.
Continued on page 13
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• Secondarily, we expect FHLB’s
holdings of mortgage loans and
private-label MBS to continue
their slow runoff.
In total, our expectations for 2014
are for changes in the portfolios and
thus net issuance of negative $127
bn. While more negative than 2013,
it would still be an improvement
over 2009-12.

Risks to the
Issuance Forecast

• The good news for 2014 is that
the risks are skewed towards
more issuance rather than less
in our view. For Fannie Mae
and Freddie Mac, we think the
biggest risks are the potential
changes to the GSE’s operating
procedures that might come
with Mel Watt as the new FHFA
director.
• The predominant view is that
Mel Watt, with his history
of consumer advocacy, will
be more inclined to pursue
homeowner relief strategies
than his predecessor.
• In fact, Watt has already stated
that he will delay the
increased guarantee
fees and decreased
conforming loan limits
that were set to take
effect this year.
• Two of the efforts that
Watt might look to
implement are a new
version of HARP (Home
Affordable Refinance
Program) and/or a
principal forgiveness
program.
• Our main concern with
these efforts is that
Fannie Mae and Freddie Mac
would have to purchase loans
out of their MBS trusts in order
to modify or refinance them
which could result in increased
issuance needs.
• However, we believe sales and
securitizations would increase
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in tandem with increased
purchases as was the experience
under HARP 2.0 which would
contain this risk.
Secondarily, large rate moves could
alter Fannie Mae and Freddie Mac’s
natural portfolio runoff enough
to meaningfully shift the issuance
picture. Since we view the balance
of risks as being skewed towards
further rate increases throughout
the year, this would likely result in
less net negative issuance than our
base case.
For FHLB, with the underlying
trend in advance demand stable
and unlikely to decline, we view
the risks as being skewed towards
increased advance borrowings and
consequently increased issuance
needs. If the economy gains further
steam this year, banks could see
increased loan demand and look
to fund a portion of that with
advances.
Continued on page 14
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Footnotes:
1

2

3

4

5

6

The boost to Fannie Mae and Freddie
Mac’s net income from releasing the
deferred tax asset valuation allowance
was $50.6 bn and $23.9 bn.
The four money center banks (JP
Morgan, Citi, Bank of America, and
Wells Fargo) increased their advance
borrowings by $56 bn in the first
three quarters. Fourth quarter net
issuance of positive $46 bn is likely
indicative of more Basel III related
advance borrowing but the data is not
available to confirm this. Please see
the combined FHLB quarterly reports
and the quarterly reports of FHLB Des
Moines for more.
See FNMA and FHLMC’s November
Monthly Volume Summaries
See the FHLB Q4:12 and Q3:13
Combined Financial Reports
See page 70 of JPM’s 2012 10k and page
66 of the Q2:13 10q. Liquidity Coverage
Ratio rules were the main driver of the
liquidity driven advance borrowings.
See Hank Paulson’s book On the Brink
where he discusses how the CEOs of
the major Wall St. banks would look to
Jamie Dimon before agreeing to the
various government deals/programs
during the financial crisis.

Mesirow 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
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Fixed Income Academy encourages everyone to brush
up on the basics in the area of finances. Studies continue
to show that basic financial literacy skills are lacking
across the board and we believe the best way for us to
improve is to make sure we first understand the financial
principles that are foundational to all markets.
Many of you are already taking advantage of our
complete CFIP© program, but remember you can also
take one course at a time if you are just looking to fill in
a knowledge gap.

What do YOU want to know?
How does the FED REALLY work?
Course 01: Monetary Policy
How do SWAPS work?
Course 08: Fundamentals of Swaps
How do I pick a BENCHMARK?
Course 13: Indices and Benchmarks
For previews for those and all courses:

fixedincomeacademy.com/courses

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.
Mesirow Financial refers to Mesirow
Financial Holdings, Inc. and its divisions,
subsidiaries and affiliates. The Mesirow
Financial name and logo are registered
service marks of Mesirow Financial
Holdings, Inc. © 2013, Mesirow Financial
Holdings, Inc. All rights reserved.
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The asset purchases become less
effective at compressing the term
premium with each successive
round of QE, a fact well-known to
the FOMC. Most analysts estimate
that the $540bn of Treasury
purchases due to QE3 pushed yields
down no more than an additional
10 bp, for a total term premium
compression of ~85 bp.

Will Marginal Buyers of
Treasuries Return as the
Fed Withdraws?

MARY BETH FISHER, PHD
MANAGING DIRECTOR, HEAD OF U.S. INTEREST RATE STRATEGY
SOCIETE GENERALE, CORPORATE & INVESTMENT BANKING

Outlook for 2014: Better
growth, declining
unemployment, the end of QE
The consensus forecast from
economists for 2014 is for GDP
growth of about 2.6%, and for the
unemployment rate to drop below
– perhaps well below – 6.5%. Given
the recent economic strength (GDP
will likely average above 3.0% for
2H13), the relatively constructive
growth outlook, and an accelerating
decline in the unemployment rate,
the Fed finally decided to begin
pulling back from its extraordinary
market intervention. The consensus
target on the 10y Treasury rate for
year-end 2014 is hovering around
3.40%. We believe the risk is that
10y Treasury yields may end the
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year closer to 3.75%, as marginal
buyers of Treasuries – who the
Fed has almost entirely displaced
during their successive rounds of
quantitative easing over the past 3
years - will be slow to return to the
market.

The Long-Awaited Taper
The Fed is in its third round of
unsterilized quantitative easing
(dubbed QE3) since the financial
crisis began in 2008. The Fed has
been purchasing $85 bn/mo of
assets - composed of $45 bn/mo
of Treasury securities plus $40 bn/
mo of agency MBS – since January
2013. The Fed estimated in 2012 that
the first two rounds of QE lowered
the yield on the 10yT by ~75 bp.

As investors began to anticipate
that the FOMC would exit the
extraordinary stimulus, yields
began to rise as the market “priced
out” the effect of the Fed’s buying.
From early May to early September
2013, the yield on the 10yT rose
140 bp, from 1.60% to touch 3.00%,
based on a dramatic improvement
in the employment reports and
expectations of Fed tapering. After a
head-fake in September, the FOMC
announced at their December 2013
meeting that they would begin
tapering their large scale asset
purchases (LSAPs), and the 10yT
yield broke through 3.00% in the
following days. The term premium
compression from asset purchases
is now projected by most analysts
to be substantially unwound, and
market trading has become more
data dependent.

Who Takes Over as the Largest
Marginal Buyer of Treasuries?
However, there is one additional
impact of tapering that we need
to consider. What investor group
or groups will re-enter the market,
providing price support to the asset
class, as they take over buying $540
bn of Treasuries per year while
the Fed withdraws? Over the past
year the Fed’s monthly Treasury
purchases – which in QE3 were
confined to the 4y to 30y end of the
Continued on page 16
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curve - have totaled 44% of the new
nominal coupon supply of 5s, 7s, 10s
and 30s (shown in the Table below).
The Fed’s QE3 purchases were
deliberately weighted towards
the long-end of the curve, with
an average duration of 9 years, to
have an outsize effect on long-term
rates. For example, in 2013 the Fed
bought $155 bn of bonds in the
10y to 30y sector versus $168 bn, or
92%, of total supply of 30y bonds.

The Fed avoids buying on-the-run
benchmarks, and notes and bonds
that are cheapest to deliver into the
futures contracts, so the bulk of the
buying is in off-the-run bonds across
the various maturity sectors. If
investors who sold their off-the-run
bonds to the Fed replaced those
bonds with new Treasury issuance
then there would be no issue. But
we can clearly see in the Charts
below that that has not been the case.

Chart 1 shows us that since the Fed
initiated its first round of LSAPs in
January of 2009, the Federal Reserve
has become the second largest
holder of Treasury securities behind
the “rest of the world” – a category
dominated by foreign central banks
and other foreign official investors.
Moreover, as shown in Chart 2,
the Fed has become by far the
largest marginal buyer in the years
where they were doing large scale
unsterilized asset purchases, in 2009,
2011 and 2013. Many other investor
groups, including the two largest –
foreign investors and households
– shrank their Treasury buying or
became outright sellers as the Fed
conducted its LSAPs.

Foreign Central Banks to
Diversify Their Currency
Reserves
The big unknown is not household
demand – US investors will return,
though will likely be sensitive to
rates as they re-enter as net buyers
– but the diminishing demand
from foreign official investors.
Foreign central banks and related
foreign official investors currently
Continued on page 17
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hold ~60%, or $6.8 trn of their
combined $11.4 trn of foreign
currency reserves in US dollar assets.
These assets are predominantly US
Treasuries and agency securities.
The proportion of FX reserves in US
dollar assets climbed during the
financial crisis, and has since begun
dropping, with most countries
reporting that they intend to
continue re-allocating reserves
away from USD and into other major
currencies such as EUR, GBP and JPY.
This decline in marginal Treasury
buying from foreign investors is
already apparent in the flow data
for 2013 shown in the second chart.
The impact of it has no doubt
been overwhelmed by the Fed’s
purchases. However, as the Fed
fully withdraws from LSAPs over the
course of 2014, diminished marginal
buying from foreign central banks
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may result in “air pockets” in rates
— where there is very little price
support until other investors move
in at levels they find attractive.

Our outlook is for higher long-end
Treasury rates by year-end than the
market currently expects, based on
the diminished amount of marginal
buying from these investors.
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GIOA CONFERENCE AGENDA 2014
Wednesday, March 26, 2014
(Conference Held in the Nevada Ballroom –GOVERNMENT Attendees only)
8:15 am

Registration Begins

9:15 am

Intermediate Fixed Income Boot Camp: (Reno Room)

Advanced Fixed Income Boot Camp: (Lake Tahoe Room)

Prepare for the Bear and Market Myths
5LFN3KLOOLSV3UHVLGHQW &KLHI,QYHVWPHQW2IÀFHU
FTN Financial Main Street Advisors
Strategies to prepare your portfolio and governing body
for the portent of higher interest rates. Other topics will
include asset/sector allocation, benchmarking, the top 25
economic indicators you should watch, technology (no
Bloomberg, no problem!), and market myths.

Lies, Damned Lies, & Economic Forecasts
Kevin Webb, CFA,Cantor Fitzgerald LP
Economic forecasts and the performance of economic
forecasters will be the focus of this session. In addition to
discussing economic forecasts available online, this session
will examine the ranking of forecasters for variables such as
the Fed Funds Rate, 10Yr Treasury Yield, Unemployment
Rate, GDP and CPI using a simple framework that takes
XVHUSUHIHUHQFHVLQWRFRQVLGHUDWLRQ&RPH¿QGRXWKRZ\RXU
IDYRULWHIRUHFDVWLQJ¿UPSHUIRUPHGDQGZK\DEDGIRUHFDVWFDQ
still be useful!

10:30 am

Refreshment Break

10:45 am

Intermediate Fixed Income Boot Camp
(continued)

12:00 pm

Lunch

1:30 pm

Intermediate Fixed Income Boot Camp
(continued)

2:45 pm

Refreshment Break

3:00 pm

Peer to Peer Best Practices Discussion
7KLVGLVFXVVLRQDLPVWRPDNHSDUWLFLSDQWVDZDUHRIZKDWRWKHULQYHVWPHQWRI¿FHUVDUHGRLQJ,QYHVWPHQWRI¿FHUVZLOOKDYHWLPHWR
ask questions, compare their practices with their peers, and learn more innovative ideas to bring home and implement in their work
place.

4:00 pm

Both Boot Camp Sessions Conclude

5:30-8:00 pm

Welcome Reception (All Attendees Invited)
Mingle with the other attendees for cocktails and hors d’oeuvres in a relaxed tropical atmosphere.
Flamingo Hotel Beach Club Pool

Managing Monies Outside of 2a-7 Space
Mortgages can make sense in short duration portfolio while
DGGLQJVLJQL¿FDQWFDUU\DQGSURWHFWLRQWRGRZQVLGH+RZHYHU
many government investors avoid them given tenure. Certain
structures can work for short duration portfolios (not all MBS
are alike) but you need expertise. The key for investors is to
understand structure and pricing.
Michael Nguyen, RBC Global Asset Management (U.S.) Inc.

Repos/Counterparty Analysis
Although repos are a collateralized investment product,
investors should analyze the counterparties they have
exposure to. The speaker will discuss tools and a process for
evaluating counterparties for both repos and credit exposure.
Kellie Craine, City of Seattle, WA (Former GIOA President)

Continued on Reverse
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Thursday, March 27, 2014
(Conference held in the Nevada Ballroom –
All Attendees Invited)
7:30 am

Registration Begins (Full Buffet Breakfast)

8:15 am

Founder’s Welcome
5LFN3KLOOLSV3UHVLGHQW &KLHI,QYHVWPHQW2I¿FHU
FTN Financial Main Street Advisors
President’s Welcome
/DXUD*OHQQ&)$3RUWIROLR2I¿FHU6WDWHRI*HRUJLD

8:30 am

9:15 am

Economic Update
A member of the Federal Reserve Bank of Atlanta will give
us the Fed’s thoughts on where our economy is headed in
2014 and the potential economic headwinds affecting both
U.S. and global growth.
Tom Cunningham, Federal Reserve Bank of Atlanta
Preparing for a Rising Rate Environment
,WKDVWRKDSSHQVRPHWLPH+RZDUH\RXJHWWLQJUHDG\"
We will focus on different bond portfolio strategies that can
be implemented during rising interest rate scenarios and
take a look at how they fared during the last cycle of rising
rates.
Jim DeMasi, Stifel

10:00 am

Refreshment Break

10:15 am

Banking Services and Products
Public fund investors utilize banks for both traditional
banking services and bank investment products. Various
services (and associated fees) for banking services and a
look at the various investment products offered by banks
for public funds will be addressed.
Andy Taylor, Citigroup
Michael N. Berkowitz, Citigroup

11:00 am

Keynote Speaker
3ULRUWRIRXQGLQJ+HGJH\H5LVN0DQDJHPHQW.HLWKEXLOW
a track record as a successful hedge fund manager at
WKH&DUO\OH%OXH:DYH3DUWQHUVKHGJHIXQG+HJRWKLV
start as an institutional equity sales analyst after earning
an Economics degree from Yale University, where he
FDSWDLQHGWKH+RFNH\7HDPWRD'LYLVLRQ,,Y\/HDJXH
&KDPSLRQVKLS.HLWKUHJXODUO\DSSHDUVRQ¿QDQFLDO79
DQGUDGLRLQFOXGLQJ&1%&DQG%ORRPEHUJ+HLVDOVRD
contributor to Fortune Magazine and author of the popular
ERRN'LDU\RID+HGJH)XQG0DQDJHU
Keith McCullough, Founder & CEO, Hedgeye Risk
Management

12:00 pm

Lunch
Ruth’s Chris Steakhouse in Harrah’s
(Take elevators to access)

1:45 pm

GSE Update
:KDW¶VWKHIXWXUHIRUWKHWRS*6(V"8SWRWKHPLQXWH
information straight from the Agencies.
FNMA
FFCB
FHLB
FHLMC
FAMAC

3:15 pm

Refreshment Break
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3:30 pm

Supra-Sovereigns and You
With declining Agency portfolios, is a Supra-Sovereign
\RXUQH[WEHVWLQYHVWPHQW"/HW¶VH[SORUHWKHSRVVLELOLWLHV
George Richardson, World Bank
Daniel Kim, Jefferies

4:15 pm

Revisiting the Building Blocks of a Sound Portfolio
What’s available for conservative purchasers in the
&RUSRUDWH%RQGDUHQD":KDWVKRXOG,NQRZEHIRUH,
LQYHVW"$QGKRZGR,SURYHP\UHWXUQRXWZHLJKVWKHULVNV"
Garret Sloan, Wells Fargo Securities
Trey Winslett, Wells Fargo Securities

4:45 pm

Thursday Session Concludes

5:30-8:00
pm

March Madness Basketball Party (All Attendees)
Big screen basketball, food, and fun! A great opportunity
to get to know your public investment peers and broker
community.
Margaritaville (between The Quad and
the Flamingo Hotel)

Friday, March 28, 2014
(Conference held in the Nevada Ballroom)
8:00 am

Registration Begins (Full Buffet Breakfast)

8:30 am

Money Market Reform
The SEC proposed two alternatives for amending rules
that govern money market funds. The speaker will
address the alternatives, the general consensus on what
is best for the market, and the potential effect of the ruling
on LGIPs.
Kerry Pope, CFA, Fidelity Management & Research Co.

9:15 am

Tri-party Repo
The panel will bring the audience up to date on the current
status of the Federal Reserve’s Tri-Party Repo Reform.
The speakers will also discuss the legal documents
required to execute repo and the issues affecting
municipalities in using the standard documents.
S. Joel Cartee, Locke Lord LLP
Jeff Kidwell, AVM, LP

10:00 am

Refreshment Break

10:15 am

The Future of LGIP’s and What Pension Reform Means
to State and Local Governments
What does all this stuff mean, and why should I care: An
interactive panel discussion regarding what proposed
changes in reform will affect LGIP’s and state and local
governments, such as:
•
Money Market Reform - The proposed changes
(GASB # 31 & 59) to Rule 2a-7
•
Understanding GASB # 67 & 68 – Financial
Reporting for Pension Plans, and Accounting and
Financial Reporting for Pensions.
Panel of the GIOA Board Laura Glenn, State of Georgia
Mary Christine Jackman, State of Maryland
Shawn Nydegger, State of Idaho
Sheila Harding, City of Lynwood, CA
T. Spencer Wright, State of New Mexico
Pam Jurgensen, State of Nevada

11:00 am

Conference Concludes
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