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Philosophy, Strategy & Tactics
Where Does this Fit?

StrategyTactics

Philosophy

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

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

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

conditions of uncertainty.

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

portfolio management

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



Understanding Benchmarks - Concepts
Agenda

Are Benchmarks & Fixed Income Indices the Same? 

What are the Problems with Indices as Benchmarks?

What should I Benchmark?

What are the Types of Benchmarks?

Assumptions/Definitions
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Definitions

“Knowledge is knowing a tomato 
is a fruit; Wisdom is not putting it 
in a fruit salad.”
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Benchmark

Benchmark: Something taken as 
a standard of comparison; a 
comparison portfolio; a collection of 
securities or risk factors and 
associated weights that represents 
the persistent and prominent 
investment characteristics of an asset 
category or manager’s investment 
process.

Maginn, John L.; Tuttle, Donald L.; McLeavey, Dennis W.; Pinto, Jerald E.. Managing Investment Portfolios: A Dynamic Process (CFA Institute 
Investment Series Book 32) (p. 865). Wiley. Kindle Edition.
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“The Merriam-Webster Dictionary defines a
benchmark as a “standard or point of 
reference in measuring or judging quality,
value, etc.” Applying this general definition to 
investment management, a benchmark is a
collection of securities or risk factors and 
associated weights that represents the 
persistent and prominent investment
characteristics of an asset category or 
manager ’s investment process.”

Benchmark

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

%3E+%7B%22NYSE:BHE%22%7D (December 30, 2016). Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 731). Wiley. Kindle Edition. 8

http://www.wolframalpha.com/input/?i=benchmark&amp;rawformassumption=%7b%22C%22%2C%2B%22benchmark%22%7d%2B-%3e%2B%7b%22Word%22%7d&amp;rawformassumption=%7b%22DPClash%22%2C%2B%22FinancialE%22%2C%2B%22benchmark%22%7d%2B-%3e%2B%7b%22NYSE%3ABHE%22%7d
http://www.wolframalpha.com/input/?i=benchmark&amp;rawformassumption=%7b%22C%22%2C%2B%22benchmark%22%7d%2B-%3e%2B%7b%22Word%22%7d&amp;rawformassumption=%7b%22DPClash%22%2C%2B%22FinancialE%22%2C%2B%22benchmark%22%7d%2B-%3e%2B%7b%22NYSE%3ABHE%22%7d
http://www.wolframalpha.com/input/?i=benchmark&amp;rawformassumption=%7b%22C%22%2C%2B%22benchmark%22%7d%2B-%3e%2B%7b%22Word%22%7d&amp;rawformassumption=%7b%22DPClash%22%2C%2B%22FinancialE%22%2C%2B%22benchmark%22%7d%2B-%3e%2B%7b%22NYSE%3ABHE%22%7d


Benchmarks ~ Expectations
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Risk Defined
More things can happen than will happen.

… It has been philosophically 
defined by finance professor Elroy 
Dimson of London Business School 
this way: “Risk means more things
can happen than will happen.” In
the end, risk is the gap between
what investors think they know
and what they end up learning—
about their investments, about 
the financial markets, and about 
themselves.

Zweig, Jason. The Devil's Financial Dictionary (p. 182). PublicAffairs. Kindle Edition. Emphasis added. 10



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

*The scientist who developed the 
Saturn 5 rocket that launched the 
first Apollo mission to the moon put 
it this way: "You want a valve that 
doesn't leak and you try everything 
possible to develop one. But the real 
world provides you with a leaky 
valve. You have to determine how 
much leaking you can tolerate." 
(Obituary of Arthur Rudolph, in The 
New York Times, January 3, 1996.)

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

make is like asking
for a destination.
But how you get
there is part of

the question too.
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Passive Portfolio Management

A passive management strategy assumes that 
the market’s expectations are essentially correct or, 
more precisely, that the manager has no reason to 
disagree with these expectations —perhaps because 
the manager has no particular expertise in 
forecasting. By setting the portfolio’s risk profile (e.g., 
interest rate sensitivity and credit quality) identical to 
the benchmark’s risk profile and pursuing a passive 
strategy, the manager is quite willing to accept an 
average risk level (as defined by the benchmark’s and 
portfolio’s risk profile) and an average rate of return 
(as measured by the benchmark’s and portfolio’s 
return). Under a passive strategy, the manager does 
not have to make independent forecasts and the 
portfolio should very closely track the benchmark 
index.

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

Active Portfolio Management

An active management strategy essentially 
relies on the manager’s forecasting ability. Active 
managers believe that they possess superior skills in 
interest rate forecasting, credit valuation, or in some 
other area that can be used to exploit opportunities in 
the market. The portfolio’s return should increase if the 
manager’s forecasts of the future path of the factors that 
influence fixed-income returns (e.g., changes in interest 
rates or credit spreads) are more accurate than those 
reflected in the current prices of fixed-income securities. 
The  manager can create small mismatches 
(enhancement) or large mismatches (full-blown active 
management) relative to the benchmark to take 
advantage of this expertise.
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Understanding Benchmarking
Agenda

Assumptions/Definitions

What are the Types of Benchmarks?
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A Framework for Fixed-Income Portfolio Management

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

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

Benchmark
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Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 330). Wiley. Kindle Edition.
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Portfolio Benchmark Index Strategy Spectrum

Benchmark

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

Fabozzi, Frank J.; Pachamanova, Dessislava A.. Portfolio Construction and Analytics (Frank J. Fabozzi Series) (pp. 386-387). Wiley. Kindle Edition.
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Understanding Benchmarking
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Are Benchmarks & Fixed Income Indices the Same?

What are the Types of Benchmarks?
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Benchmark/Index Examples
Benchmark does not necessarily mean an Index

Index
a numerical scale used to 
compare variables with one 
another or with some reference 
number ... can reveal relative 
changes as a function of time.

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

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

INDICES BENCHMARKS

20



Index

WolframAlpha, http://www.wolframalpha.com/input/?i=index (December 30, 2016). 21

http://www.wolframalpha.com/input/?i=index


https://indices.ice.com
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https://indices.ice.com
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https://indices.ice.com
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https://indices.ice.com

25



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

Assumptions/Definitions

What are the Types of Benchmarks?

Are Benchmarks & Fixed Income Indices the Same? 

What are the Problems with Indices as Benchmarks?
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What are your Return Preferences?
Total Return assumes indifference between Price return & Income return.

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

Income
Most public funds are 

income oriented and put 
more weight on income. 

If you don’t budget 
gains/losses and aren’t 

tasked with portfolio 
growth from investments 

then you likely have an 
income preference.

Price
Income

Managing Investment Portfolios: A Dynamic Process (CFA Institute Investment Series) (p. 723). Wiley. Kindle Edition. Emphasis added.
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The GIPS standards are 
typically used when 
performance information is 
communicated between an 
investment firm and 
prospective institutional 
investors ... there is no law 
that an investment firm 
must create its marketing 
materials according to the 
GIPS standards ...

What about GIPS?
The Global Investment Performance Standards

Feibel, Bruce J.; Vincent, Karyn D.. Complying with the Global Investment Performance Standards (GIPS) (Frank J. Fabozzi Series) 
(Kindle Locations 321-326). Wiley. Kindle Edition. 30



Fixed-income benchmarks embody 
a great many complex issues … two 
issues: the duration problem and 
the “bums” problem. …The duration 
problem is the fact that the duration
of the benchmark comes from
issuer preferences and is not 
necessarily the duration that a given
investor should hold. The bums (or
deadbeats) problem is that the 
biggest debtors (whether 
companies, countries, or other 
entities) have the largest weights in 
the benchmark.

Problems Using Bond Indices as Benchmarks
Bums & Duration

Investment Performance Measurement: Evaluating and Presenting Results (CFA Institute Investment Perspectives) (Kindle Locations 
4006-4012). Wiley. Kindle Edition. 31



The duration structure of a cap-weighted bond 
benchmark—that is, the proportions of bonds in short-, 
intermediate-, and long-term categories—reflects the 
maturity or duration preferences of issuers, who are 
seeking to minimize their (apparent) cost of capital.
Investors, however, are not trying to minimize their 
returns (which are the issuers’ costs of capital) but to 
maximize returns. Moreover, an investor usually has 
specific time-horizon preferences that make one duration 
more advantageous than another. These preferences do 
not necessarily match those of issuers in the aggregate, 
whose preferences are reflected in the benchmark. ...
Because the benchmark duration is a historical accident, 
the optimal portfolio for an investor with no defined time 
horizon should be set by that investor’s risk tolerance 
rather than by matching the duration of the benchmark.

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

The Duration Problem
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The “Bums” Problem
Because the issuers who manage to go deepest into 
debt—the biggest bums—have the largest weights in a 
cap-weighted benchmark, such a benchmark is not 
likely to be mean-variance efficient. If you are tracking 
such a benchmark, when someone issues a security, you 
have to buy it in proportion to its capitalization weight to 
minimize tracking error to the benchmark, even if the 
security is only marginally of high enough quality to 
make it into the benchmark and even if the size of the 
issue, and hence its weight in the benchmark, is 
inordinately large. Such securities would seem to be the 
most likely to be downgraded or to default. The bums 
problem applies to countries in an international 
sovereign bond benchmark just as it does to corporations 
in a U.S. bond benchmark.

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

Assumptions/Definitions

What are the Types of Benchmarks?

Are Benchmarks & Fixed Income Indices the Same? 

What are the Problems with Indices as Benchmarks?

What should I Benchmark?
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What Should I Benchmark?
Prudence Person

Investments shall be made with 
judgment and care, under 

circumstances then prevailing, which
persons of prudence, discretion and 

intelligence exercise in the 
management of their own affairs, 

not for speculation, but for 
investment, considering the 

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

derived.

Prudent Investor
A U.S. law that sets the standard of
fiduciary duty for those entrusted
with the responsibility of managing
others' money, such as trustees and 

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

when making investment decisions, 
taking into account the income that 

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

invested capital.

Prudent Investor vs Prudent Man/Person
1. Trust accounts are judged on their entire portfolio, rather than whether the investment was 

prudent at the time of purchase.
2. Diversification is explicitly required under the Prudent Investor Act
3. Suitability is deemed more important than individual investments

4. Fiduciaries are allowed to delegate investment management to qualified third parties 35



What Should I Benchmark?
General Objectives

“The primary objectives, in priority order...

1. Safety
Safety of principal is the foremost objective… The goal will be to

mitigate credit risk and interest rate risk.

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

operating requirements that may be reasonably anticipated.

3. Return
The investment portfolio shall be designed with the objective of

attaining a market rate of return throughout budgetary and
economic cycles, taking into account the investment risk

constraints of safety and liquidity needs.”

GFOA Sample Investment Policy, accessed 03/17/18, pages 1-2. Emphasis added. https://www.gfoa.org/sites/default/files/u2/SampleInvestmentPolicy.pdf 36
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Economic Words of Wisdom

“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.”

John Maynard Keynes writing in the introduction of
H.D. Henderson, Supply and Demand (New York: Harcourt, Brace and Company, 1922), v. Emphasis added.
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What Measures to Benchmark?
The 5 Points of Suitability
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Suitability Benchmark Process
You decide your benchmarks. Don‘t let an index decide.

1. Liquidity
Examine historical cash 
flows to determine 
optimal liquidity.

2. Interest Rate Risk
Use Treasury Bellwethers 

to get a “feel” for your 
interest rate risk 

preference.

3. Credit Risk
Use credit analysis to 

determine preference 
for credit volatility.

4. Market Rate of Return
Use indices or liabilities to 
determine optimal market rate 
of return benchmark 
point/range.

39



Visualizing the Portfolio versus the Benchmarks
… and allow relative comparisons across different measures.

40



Suitability Benchmark Visualization Analysis
Vertical blue line represents benchmark for each measure.
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The first thing I get asked about the portfolio is…
Return is last for primary objectives but usually the first question asked…

"...the basic assumption that most institutional investors can 
outperform the market is false. The institutions are the market. They 
cannot, as a group, outperform themselves. In fact, given the cost of 
active management—fees, commissions, and so forth—most investment 
managers will, over the long term, underperform the overall market. ...

For any one manager to outperform the other 
professionals, he must be so skillful and so quick that he can regularly 
catch other professionals making errors—and can systematically exploit 
those errors faster than other professionals can. ...

The beginning of wisdom for you is to understand that 
few—if any—major investment organizations will outperform the 
market averages over long periods of time and that it is very difficult to

estimate which managers will outperform. ...

The truly important but not very difficult task to which 
investment managers and their clients could and should devote 
themselves involves four steps: (1) understanding the client’s real needs,
(2) defining realistic investment objectives that can meet a client’s 
realistic needs, (3) establishing the right asset mix for each particular 
portfolio, and (4) developing well-reasoned, sensible investment policies 
designed to achieve the client’s realistic and specified long-term 
investment objectives. In this work, success can be easily achieved."

Ellis, Charles D.. Winning the Loser's Game: Timeless Strategies for Successful Investing 
(Winning the Loser's Game, 3rd ed) (Kindle Locations 243-540). McGraw-Hill Education. 
Kindle Edition.

GFOA Sample IPS

General Objectives
“The primary objectives, in priority order...
1. Safety
Safety of principal is the foremost objective… The goal will be to 
mitigate credit risk and interest rate risk.
2. Liquidity
The investment portfolio shall remain sufficiently liquid to meet 
all operating requirements that may be reasonably anticipated.
3. Return
The investment portfolio shall be designed with the objective of 
attaining a market rate of return throughout budgetary and 
economic cycles, taking into account the investment risk 
constraints of safety and liquidity needs.”

GFOA Sample Investment Policy, accessed 12/31/16, pages 1-2. 
Emphasis added.
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A Note on Total Return / Market Rate of Return
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Benchmarking SRI

 What is SRI (Socially Responsible Investing)?

 Different Approaches

 Challenges in Benchmarking

 Examples (Simple!)
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What is SRI/ESG?

Slide 46

 Responsible investment is an approach to

investing that aims to incorporate

environmental, social, and governance

(ESG) factors into investment decisions, to

better manage risk and generate

sustainable, long-term returns.

 Source: UN Principles of Responsible Investment www.unpri.com
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What is SRI/ESG?

 “Put Your Money Where Your Values Are”

Unattributed quote from NASDQ.com
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What is SRI/ESG?

“ESG is Here to Stay”, British Chamber of Commerce Mar/Apr 2021 

https://issuu.com/britcham01/docs/bihk_2021_mar_apr-web/s/11940781
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https://sdgs.un.org/goals 49
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Measuring/Reporting

 Decide what to measure/report

Depends on policy objectives of

jurisdiction

Negative Screens

 Thematic/Impact Investing
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Challenges

 How to measure

 Lack of standard accepted metrics

Most metrics deal with risk rather than benefit

 Relevance/Understandable

 Cost (https://www.csrhub.com/csrhub/ )

51

https://www.csrhub.com/csrhub/


Examples of SRI Benchmarking
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Socially Responsible Investment Policy

RESTRICTIONS – The direct investment of City funds are restricted as follows:

➢ Investments will be attempted to be made in entities that support clean and healthy environment, 
including following safe and environmentally sound practices.

➢No investments will be made in fossil fuel companies as defined by the organization Fossil Free Indexes 
Solutions or in banking institutions that provide financing to said companies.

➢No investments are to be made in tobacco or tobacco-related products.
➢No investments will be made to support the production of weapons, military systems, or nuclear power.
➢ Investments will be attempted made in entities that promote community economic development.
➢No investments will be made in Russian-owned companies or Russian debt at this time.

City of Santa Monica Investment Policy Feb 2024
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Yale University Russia Divestment Ratings

 A Companies totally halting Russian engagements or completely
exiting Russia.

 B Companies temporarily curtailing most or nearly all operations
while keeping return options open.

 C Companies that are scaling back some significant business
operations but continuing some others.

 D Companies postponing future planned investment, 
development, and marketing while continuing substantive
business.

 F Companies that are just continuing business-as- usual in
 Russia.

https://som.yale.edu/story/2022/over-1000-companies-have-curtailed-operations-russia-some- remain

54
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City of Santa Monica Russia Divestment

A 

18%

B 

17%

No Exposure 

49%

C 

2% Other 

14%

YALE RATING
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Thematic/Impact Investing 

Responsible Investing

Santa 
Monica’s 

Sustainable 
Investments

:

Green, Social, and 
Impact Bonds

Municipal 

Bonds

$9.0 million

Supranationals
$21.8 million

Corporates
$48.0 million
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Thematic/Impact/Sustainable Investing

 Investments in entities for projects supporting goals 

consistent with the UN Sustainable Development 

Goals

 Green bonds, impact bonds, affordable housing, 

supranationals

 Possible benchmark % of portfolio (or ex 

Treasuries/Agencies)

 Santa Monica – 12% (42% ex Treas/Agency)
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ESG Scores (Bloomberg)
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ESG Scores Yahoo Finance

 https://finance.yahoo.com/quote/IBM/sustainability

?ncid=dcm_27706222_379825263_527551786_

186155749&.neo_opt=1
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SM Corproate ESG Scores

0

5

10

20

Median 17.8

15

25

30

Corporate ESG Scores
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Where’s the Score

62



Final Words

 No standard SRI Benchmarks (create your own)

Decide what is meaningful and transparent to report.

 Can be a specific or broad

No two agencies are alike

 CDIAC has additional information
 https://www.treasurer.ca.gov/cdiac/publications/issue-brief/2019/19-14.pdf

63

https://www.treasurer.ca.gov/cdiac/publications/issue-brief/2019/19-14.pdf


Questions
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Contact Information

David Carr
Director

RW Baird 
805.630.3873
Dcarr@RwBaird.com

Kevin Webb, CFA
Managing Director

RW Baird 
725.249.1682
KpWebb@RwBaird.com
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Disclaimer
The information contained herein is for informational purposes only and does not constitute an offer to buy

or sell or the solicitation of an offer to buy or sell any security or financial instrument. Prospective investors 

are encouraged to request any additional information they may consider necessary in making an investment

decision.

This information is prepared for the use of Baird clients or prospects and may not be redistributed, 

retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent 

of Baird. Any unauthorized use or disclosure is prohibited. Receipt and review of this information constitutes 

your agreement not to redistribute, retransmit, or disclose to others the information contained herein without 

first obtaining expressed permission from an authorized officer of Baird.

This is not a complete analysis of every material fact regarding any company, industry or security. Neither 

Baird nor any of its affiliates makes any representation or warranty, express or implied, as to the accuracy or 

completeness of the information contained herein or assumes any responsibility or liability for such 

information. Information provided has been prepared from sources believed to be reliable but is not 

guaranteed. Links to third-party sites are provided solely for convenience and accessing such sites is at your 

own risk. Any prior investment results are presented for illustrative purposes only and are not indicative of 

future results as actual results will vary.

Baird does not provide any tax advice. Each taxpayer should seek independent advice based on the taxpayer's 

particular circumstances from an independent tax advisor.

For additional information, please visit Important Disclosures at rwbaird.com. 

For additional information, please visit at rwbaird.com.

Copyright 2024 Robert W. Baird & Co. Incorporated
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