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Introduction

Rick Phillips
▪ City of Las Vegas Investment Officer 1989-1998
▪ Clark County Chief Investment Officer 1998-2005
▪ FHN Main Street President & Chief Investment Officer 2005-Present
▪ Manage/Consult on $50+ Billion AUM for States and Local Agencies
▪ CMTA Investment Policy Review Committee
▪ CDIAC LAIG Committee
▪ GIOA Founder
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1. You Have a Detailed Asset/Liability Matching Model (aka: Cash Flow Model)

2. You Have a Responsible Amount of Interest Rate Risk and Credit Risk
3. You Don’t Try to Time the Market
4. You Love Losses and Hate Gains (the unrealized kind)
5. You Follow GAAP (Generally Accepted Accounting Principles)
6. You Benchmark Your Investment Program and Portfolio in Multiple Ways
7. You Provide Quality, Timely, Transparent Reporting

7 Habits of Highly Successful Investment Programs

Putting Fundamentals in Your Favor
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GIOA Model Investment Policy--Primary Objectives

1. Safety of Principal: Safety of principal is the foremost objective of the [entity’s]

investment program. Investments by the [designated official] shall be undertaken in a
manner that seeks to ensure the preservation of capital in the overall portfolio. To attain
this objective, diversification of security types, sectors, issuers, and maturities is necessary
in order that potential losses on individual securities do not exceed the income generated
from the remainder of the portfolio.

2. Liquidity: The investment portfolio shall be structured to timely meet expected cash

outflow needs and associated obligations which might be reasonably anticipated. This
objective shall be achieved by matching investment maturities with forecasted cash
outflows and maintaining an additional liquidity buffer for unexpected liabilities.

3. Investment Income: The investment portfolio shall be designed to earn a market rate of

investment income in relation to prevailing budgetary and economic cycles, while taking
into account investment risk constraints and liquidity needs of the portfolio.
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Portfolio Structures and Strategies

Creating a Stable’r Investment Income

Using Bullets, Callables, Floaters, and Step-Ups
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Security Type Selection for Different Strategies

Securities to Match Cash Outflows:
▪ Bullets
▪ Floating Rate Notes
▪ ABS Credit Card (soft bullets)

Securities to Market Time:
▪ Bullets
▪ Callables
▪ Floating Rate Notes
▪ Step-Ups/Step-Downs
▪ Paydowns 

(ABS/MBS/SBA) 
▪ Bond Mutual Funds
▪ Floating NAV Funds
▪ TIPS
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Real World Example #1
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Real World Example #2
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Timing The Market

“The only function of economic (and 
interest rate) forecasting is to make 
astrology look respectable."  
John Kenneth Galbraith, Economist

"The Federal Reserve is currently not 
forecasting a recession.”
Ben Bernanke (former Fed Chair), January 10, 2008 

“Our ability to forecast is limited”.
CNBC November 2019
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How Good is The Fed At Timing the Market?

Source: Bloomberg 
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Long-Term Fed Funds…Lower and Lower and Lower

Source: Bianco 
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Experts kNOw Better?

Variety 
magazine, 
1955.

http://www.buzzfeed.com/lukelewis/26-shockingly-bad-predictions#.fanwK6eXE
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Experts kNOw Better?

http://www.buzzfeed.com/lukelewis/26-shockingly-bad-predictions#.fanwK6eXE

Microsoft CEO 
Steve Ballmer, 
2007.
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The “Bond King’s” Predictions

Source: CNBC, Twitter 
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How Did He Do?   “Just a Bit Outside”

Source: Bloomberg 
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Oct 11, 2018   3.40%

May 29, 2019   2.65%

Aug 27, 2019    30Yr Hits All-Time Low Yield
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Interest Rate Forecasting Makes Astrology…
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Fooled By Randomness

“Generate a long series of coin flips, 
producing heads and tails with 50% 
odds each and fill up sheets of 
paper. If the series is long enough 
you may get eight heads or eight 
tails in a row, perhaps even ten of 
each. Yet you know that in spite of 
these wins the conditional odds of 
getting a head or a tail is still 50%.”
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It’s Tough to Time the Bond Market

Source: S&P 
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So, When is the Best Time to Buy a Bond?

WHEN YOU HAVE 
MONEY!



20

Portfolio Strategy: Cash Flow Matching

Can You Use Bullets, Callables, Floaters, and Step-Ups?

Portfolio Value at Month End
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Portfolio Strategy: Cash Flow Matching

Can You Use Bullets, Callables, Floaters, and Step-Ups?

City Portfolio Value at Month End by Fiscal Years
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Structuring to Match Cash Outflows
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Portfolio Strategy: Cash Flow Matching

County Portfolio Value at Month End by Fiscal Years

Can You Use Bullets, Callables, Floaters, and Step-Ups?
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It Doesn’t Exactly Repeat…But it Really Rhymes
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Real World Example: Shorter Duration vs. Longer Duration

Using Bullets, Callables, Floaters, and Step-Ups to Manage Duration
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Real World Example: Shorter Duration vs. Longer Duration #2

Avg WAMs:  LAIF ~.5 Years, Clark County ~1.8 Years
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Optimal Duration: Risk Adjusted Return

Source: Bloomberg 

(Avg Yield – Risk Free Yield) / Avg Duration = MSR

(3.35% 2y  – 2.78% 3m)      /     1.90 2y      = .299

3.35% 2yr / 4.52% 10yr = 74%           1.90 2Yr / 7.96  10Yr  =  24% 

Yield Comparison                        Duration Comparison     
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1 Year WAM vs. 2 Year WAM
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1 Yr WAM vs. 2 Yr WAM:  A Long View of Returns

Source: Bloomberg 
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A Long View of Rates
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Which Portfolios Own Callables?  Shorter Duration?
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Bond Risk Metrics
Convexity: A measure of how much a fixed-income instrument’s duration changes when interest rates change.

A high convexity indicates greater sensitivity of a bond's price to interest rate changes.

Duration: A measure of the timing of the cash flows, such as the interest payments and the principal repayment, to be received from a given

fixed-income security. This calculation is based on three variables: term to maturity, coupon rate, and yield to maturity. The duration of a

security is a useful indicator of its price volatility for given changes in interest rates. There are three primary types of duration: Macaulay

Duration, Modified Duration, and Effective Duration.

Macaulay Duration was developed in 1938 by Frederic Macaulay, this form of duration measures the number of years required to recover

the true cost of a bond, considering the present value of all coupon and principal payments received in the future. Thus, it is the only type

of duration quoted in “years.” Interest rates are assumed to be continuously compounded.

Modified Duration expands or modifies Macaulay duration to measure the responsiveness of a bond’s price to interest rate changes. It is

defined as the percentage change in price for a 100 basis point change in interest rates. The formula assumes that the cash flows of the

bond do not change as interest rates change (which is not the case for most callable bonds).

Effective Duration (sometimes called option-adjusted duration) further refines the modified duration calculation and is particularly useful

when a portfolio contains callable securities. Effective duration requires the use of a complex model for pricing bonds that adjusts the price

of the bond to reflect changes in the value of the bond’s “embedded options” (e.g., call options or a sinking fund schedule) based on the

probability that the option will be exercised. Effective duration incorporates a bond’s yield, coupon, final maturity and call features into one

number that indicates how price-sensitive a bond or portfolio is to changes in interest rates.



33

Bullet Basics: T-Bill

Source: Bloomberg 
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Are T-Bills and Discount Notes Legal Investments?

53601.6. Prohibited Securities
(a) A local agency shall not invest any funds pursuant to this article or pursuant to Article 2 (commencing

with Section 53630) in inverse floaters, range notes, or mortgage-derived, interest-only strips.

(b) A local agency shall not invest any funds pursuant to this article or pursuant to Article 2 (commencing

with Section 53630) in any security that could result in zero interest accrual if held to maturity. However,

a local agency may hold prohibited instruments until their maturity dates. The limitation in this subdivision

shall not apply to local agency investments in shares of beneficial interest issued by diversified

management companies registered under the Investment Company Act of 1940 (15 U.S.C. Sec. 80a-1 et

seq.) that are authorized for investment pursuant to subdivision (l) of Section 53601.
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LAIG Info

Source: CDIAC 

Some investments, such as straight floaters or floating rate notes that are not otherwise 
prohibited have the potential to result in zero interest accrual. Before purchasing these types of 
investments, the local agency should evaluate all possible outcomes, and, as a safeguard, should 
consider including in its investment policy a statement establishing an acceptable positive spread 
or floor for all securities, which pay interest based on a spread to an index. 
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Bullet Basics: T-Note

Source: Bloomberg 
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Bullet Basics: T-Note Cash Flow

Source: Bloomberg 
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Does Coupon Reinvestment Affect YTM?

https://www.economics-finance.org/jefe/econ/ForbesHatemPaulpaper.pdf

https://www.economics-finance.org/jefe/econ/ForbesHatemPaulpaper.pdf
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Bullet Basics: 5 Yr T-Note

Source: Bloomberg 
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Bullet Basics:  2 Yr T-Note

Source: Bloomberg 
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Bullet Basics: Spreads to Treasuries

Source: Bloomberg 
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Bullet Basics: 3Yr Spreads to Treasuries

Source: FHN 
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Bullet Basics: 5Yr Spreads to Treasuries

Source: FHN 
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Bullet Basics: 5Yr+ Spreads to Treasuries

Source: FHN 
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Floater Features

Floating Indexes:  LIBOR, SOFR, Fed Funds Effective, T-Bill, Prime Rate
Source: Bloomberg 
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Floating Rate Indexes
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Source: Bloomberg 
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SOFR Shenanigans: September Jump
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Source: Bloomberg 



48

Floater Features: Spread

Source: Bloomberg 
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Floater Features: Monthly Reset

Source: Bloomberg 
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Floater Features: Trading Convention

“WAM Real Estate”Source: Bloomberg 
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Callable Characteristics

Two Types of Options

Calls and Puts

When you purchase a callable bond, you are selling a 
call option to the issuer  

What is the issuer’s right?

What is your obligation?

How are you getting paid when you sell that option?
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Callable Characteristics: Types

American
(Continuous)

European
(One-Time)

Bermuda
(On coupon or shorter)

(Discrete)

Canary
(On coupon*, then 1X)
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Callable Characteristics: Number of Calls

Instrument Number of Calls Yield
Treasury 0 1.60%
Bullet 0 1.66%
One-Time Call 1 1.76%
Discrete Call (quarterly) 15 1.95%
Continuous Call* 1,450 2.00%

5 Year Securities: Callables’ Lockouts 1 Year

*10 Day Call Notice

Source: Bloomberg, FHN Capital Markets (callables: using avg spreads, 3 weeks settlement, standard fees) 

Are You Getting Paid Enough For the Options You’re Selling?
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Callable Characteristics: Yield/Coupon

Primary Items Affecting Yield/Coupon
▪ Number of Calls
▪ Volatility
▪ Level of Rates
▪ Days to Settlement
▪ Auction/Reverse Inquiry
▪ Fees
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Callable Characteristics: Spreads to Treasuries

Source: Bloomberg, FHN Capital Markets (callables: using avg spreads, 3 weeks settlement, standard fees) 
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Callable Characteristics: Bond Volatility
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Source: Bloomberg 
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Callable Characteristics: Option Adjusted Spread

Source: Bloomberg 
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Advanced Bond Math

Bond Convexity is a measure of the non-linear relationship of bond prices to 
changes in interest rates, the second derivative of the price of the bond with 
respect to interest rates (duration is the first derivative).

Bullet Callable
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Same Bond…Interest Rates Up 50 Basis Points (Bullet’ish)

Callable Characteristics: Rate Change Impact 

Source: Bloomberg 
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Callable Characteristics: Convexity/Effective Dur. 
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Source: Bloomberg 
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The Callable Conundrum: Effective Duration

1-5 Yr Agency Bullet Index

1-5 Yr Agency Callable Index

Brexit

Source: Bloomberg 
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The Callable Conundrum: Price Changes

Source: Bloomberg 

107

101
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The Callable Conundrum: Total Return

Avg Effective Duration: Bullets 2.33   Callables 1.48

1-5 Year Callables vs. 1-5 Year Bullets

Source: Bloomberg 
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The Callable Conundrum: Total Return

Avg Effective Duration: Bullets 1.78   Callables 1.48

1-5 Year Callables vs. 1-3 Year Bullets

Source: Bloomberg 
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The Callable Conundrum: Awesome Timing!

Source: Bloomberg 
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The Callable Conundrum: Awesome Timing!

Source: Bloomberg 
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The Step-Up Standoff

Source: Bloomberg 
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The Step-Up Standoff

Source: Bloomberg 
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The Step-Up Standoff

Source: Bloomberg 
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Final Comments or Questions
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Disclaimer

Although this information has been obtained from sources which we believe to be reliable, we do not guarantee its accuracy, and it may be incomplete or
condensed. This is for informational purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security. All
herein listed securities are subject to availability and change in price. Past performance is not indicative of future results, and changes in any assumptions
may have a material effect on projected results. Ratings on all securities are subject to change.

FHN Financial Capital Markets, FHN Financial Portfolio Advisors, and FHN Financial Municipal Advisors are divisions of First Horizon Bank. FHN Financial
Securities Corp., FHN Financial Main Street Advisors, LLC, and FHN Financial Capital Assets Corp. are wholly owned subsidiaries of First Horizon Bank. FHN
Financial Securities Corp. is a member of FINRA and SIPC — http://www.sipc.org/.SIPC.

FHN Financial Municipal Advisors is a registered municipal advisor. FHN Financial Portfolio Advisors is a portfolio manager operating under the trust powers
of First Horizon Bank. FHN Financial Main Street Advisors, LLC is a registered investment advisor. None of the other FHN entities, including FHN Financial
Capital Markets, FHN Financial Securities Corp., or FHN Financial Capital Assets Corp. are acting as your advisor, and none owe a fiduciary duty under the
securities laws to you, any municipal entity, or any obligated person with respect to, among other things, the information and material contained in this
communication. Instead, these FHN entities are acting for their own interests. You should discuss any information or material contained in this
communication with any and all internal or external advisors and experts that you deem appropriate before acting on this information or material.

FHN Financial, through First Horizon Bank or its affiliates, offers investment products and services. Investment products are not FDIC insured, have no bank
guarantee, and may lose value.


