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By Cliff Reynolds, CFA

Th ere is certainly very little to get excited about when you consider the current interest rate environment. Pricing on both sides of 
the balance sheet must be managed more carefully than ever to maintain profi tability. Regulation has added to non-interest expense 
– making the bottom line even harder to manage. Even plain vanilla interest rate risk has been complicated by the dreaded uprate 
environment that has been looming over the entire industry’s head ever since the end of the fi nancial crisis. Disclaimer: this list is 
not intended to be exhaustive. I’m sure all of you reading can add few items of your own.

While we certainly have our challenges, our brethren on the other side of the Atlantic are dealing with a problem far worse than any 
of our challenges state side. Defl ation

It’s certainly not their only issue. We’ve all heard of the sovereign credit issues that plague the entire region thanks to the standing 
pledge from the stronger countries of the Eurozone to help the weaker members rebalance their debt loads. A pledge that has looked 
weaker as of late, but nonetheless still stands.

To a certain extent, defl ation in the Eurozone is a result of the credit issue. Th eir economies are much more dependent on the 
public sector, so the fi scal reform that is being used to remedy the government debt problem is impacting total economic output in 
a meaningful way and consumer prices are falling along with output.

Damaging as defl ation may be for bankers in the region, the recent experiment by the European Central Bank to combat defl ation 
with negative short-term interest rates stands to cause an even larger disruption. Th e ECB moved their deposit rate, (the rate used to 
calculate what the central bank pays institutions on excess deposits), from zero to -.1% in June of last year and to -.2% in September 
in an eff ort to spur more lending.

While lending remains weak in the region, banks have been hesitant to charge for deposits despite having to pay to have the funds 
deposited at the central bank – fearing the eff ects such a change could have on bank liquidity. Th e argument being that while 
the move from 0 to just slightly negative has a relatively small eff ect on the bottom line, it has a very psychological eff ect on the 
everyday depositor. For the most part European banks are choosing to lock in negative interest margins on the money they deposit 
at the central bank in an eff ort to avoid the potential bank run that could result from even the smallest charge on deposits at their 
institutions. Bank experts in the Eurozone have likened the environment to a standoff  where banks constantly have their eye on the 
competition; looking to see who will be the fi rst to charge on deposits. Th e fragile state of liquidity only compounds the margin 
problem by forcing bank to keep more of their cash in the most liquid vehicles. 

Luckily here in the US defl ation isn’t such a threat. It’s certainly not impossible, but there are more signs domestically that positive 
infl ation will continue. By all measures, the Federal Reserve is still expected to raise their target for Fed Funds before the end of this 
year, and while we are still far from a normalized interest rate environment in the US, we are at least moving toward interest rates 
that look a lot more like normal.

When it comes to managing liquidity it’s important not to lose sight of the challenges facing your bank. In the area of liquidity, the 
surge in the money supply in our own fi nancial system should not be ignored when stress testing your balance sheet. Th e forces that 
drove more money into non-maturity deposit accounts are sure to reverse once interest rates normalize. Th e current environment 
is unprecedented, so it’s diffi  cult to predict how depositors will behave, but banks left without alternative sources of funding or 
the fl exibility to increase deposit rates faster than normal could be hurting when the time comes. Th e solution should focus less on 
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Bond of the Day - When Does 2%  2%?
By Ryan Craft, CFA

getting the timing right or predicting exactly how depositors will behave and more on being prepared for more than just the rosiest 
of outcomes. And of course being thankful that we aren’t Europe.

...continued from page 2

A manager has decided to invest excess cash into the fi ve year part of the curve.  Th ey do not want credit exposure, so they are left to 
decide between Treasuries, Agency bullets, Agency callables, and Agency mortgage backed securities (MBS).  Seeking to maximize 
yield, they exclude Treasuries and bullets.  MBS are currently trading at historically tight spreads relative to Treasuries.  At the time 
of this writing, a Fannie Mae 15yr 2% pool trades at par, providing a yield of 2% with a 5.5yr average life and a 5.23 duration.  A 
new issue 5.5yr callable agency with 6 months of call protection also has a 2% yield with a duration of 5.23.  Two bonds with the 
same yield and same duration, but diff erent structures and cash fl ow expectations.  Which one is better?

To answer that, we need to understand how each may perform over time.  Th is requires us to model two portfolios: one made up of 
callable Agency bonds and the other composed of MBS.  For each portfolio, we will reinvest all cash fl ows back into current market 
rates of the same type of bond (same duration, maturity, WAL, etc).  Next, we shock the yield curve and monitor the changes to 
each portfolio over a 12 month horizon.  For this analysis, we used a parallel rate shock of up/down 100 bps with a six month ramp.

As one would expect, if yields remain 
constant and cash fl ow is reinvested at 2%, 
then the portfolio yield on both the callable 
Agencies and MBS will be 2% at the end 
of the 12 month period in a static rate 
environment.

Th ings begin to get more interesting when 
interest rates change.  If US Treasuries follow 
European interest rates and fall 100 bps 
from these levels, a portfolio of MBS will 
be left with a much higher yield 12 months 
from now than a portfolio of callable 
agencies.  Both start with a yield of 2%, 
but the MBS portfolio ends with a yield of 
1.92% compared to 1.00% on the callable 
portfolio.  In this scenario, the callable bond 

would be called once its call protection expires in six months.  It would then be reinvested in a similar bond, but at a much lower 
market yield.  Th e portfolio of MBS declines much less because it is still primarily composed of the original bond at the original 
2% yield.  Th ere would be principal and interest that is reinvested at the new, lower market rates, but the impact is much less over 
this 12 month horizon.
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If Treasury rates follow the same path as 2013 and rise 100 bps, the MBS portfolio ends with a higher yield in this situation too.  In 
this scenario, the callable bond will not be called and therefore only has its coupon payment to reinvest at the higher interest rates.  
Th e vast majority of the portfolio is still stuck in the original 2% yielding bond.  Th e MBS portfolio will enjoy a slight increase in 
yield to 2.09% over this same horizon.  Similar to the down-rate scenario, the MBS portfolio has monthly principal and interest 
payments to reinvest at the higher market yields, thus increasing the total yield on the portfolio over time.

Now, thus far our focus has just been on 
the yield of the portfolio over time.  What 
about total return?  Remember, total return 
is both yield and changes in market value of 
the portfolio.  What would the return be for 
each portfolio given the same interest rate 
scenarios?

In the base case scenario and the rising rate 
scenarios, the return is very similar for both 
portfolios.  In the rising rate scenario, the 
callable portfolio slightly outperforms the 
MBS portfolio (-2.18% vs -2.58%).  When 
rates rise, the market expects principal 
payments on MBS to slow down.  Th is 
causes the duration of the MBS portfolio 
to increase as yield rise.  Th is extension in 
duration causes the price of the bond to fall 
more than the price of the callable Agency, 
resulting in a lower total return.

If rates fall, it is a completely diff erent 
story.  Th e MBS will trade at a premium 
as it now has an above market coupon.  
Th is results in a total return of 5.96% for 
the MBS portfolio.  Th e callable bonds 
will provide no price appreciation due to 
the call option.  As rates fall, the bond will 
be called at par.  Th erefore, the return on 
the callable portfolio is only the coupon 
income it receives.  Since the coupons are 
resetting lower at each six month call date, 
this results in a total return of 1.50%.

At the end of the day, it appears that the 
MBS is a safer choice, despite today’s 
expensive levels. Th e reality is that callable 
bonds can be a large source of volatility to a

...continued from page 3
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portfolio as an investor is left with cash when they least want it and have no cash when rates become more attractive.  A well-
structured MBS portfolio can provide a consistent source of cash that will smooth changes in yield over time.

...continued from page 4
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By Cliff Reynolds, CFA

More Problems with Forecasting

Frequent readers of ALM Insights or any of the other Acropolis publications are well aware of our stance on forecasting. Whether we 
are talking about bonds, the S&P 500 or a high momentum stock like Apple, while it may be fun to speculate on future performance 
it does more harm than good when it comes to an investment strategy.

Last quarter, in Reading the Tea Leaves, Ryan Craft highlighted some of the strongest cases against speculating on future performance 
in the bond market. He showed data from studies on bond mutual funds forward rate curves as well as the performance of the 10-
year Treasury bond, to build a case for market effi  ciency. If you missed his article I encourage you to go and check it out.

Well it’s a new quarter so it’s only natural that we 
have something new to show on the limitations of 
forecasting.

Toward the end of last year, Torsten Slok, an economist 
from Deutche Bank Securities, wrote a quick piece 
calling this chart the “Chart of the Decade”. Th at is 
quite a title considering the events that have transpired 
over the last 10 or so years, but I think his argument is 
a strong one.

Th e dark blue line shows the path of the 10-year 
Treasury yield since 2003 and the dotted lines show 
projected path of the 10-year Treasury yield over the 
following 12 months according to the Fed’s quarterly 
Survey of Professional forecasters.

By averaging the variance between the forecasted yield 
and the actual yield 12 months later shows that he 
shows that the survey was wrong by about .60% each time. Not only does the forecast hardly ever follow the actual yield, but the 
forecasts call for future rates to be higher consistently throughout the time period. By my count the forecast is either correct or close 
to correct fi ve times and incorrect 16 times. In a market where being on the wrong side of the bet can cost an investor a lot over 
time, it makes you question the real benefi t of making the bet in the fi rst place.

Th e last dotted line on the graph shows that the survey of professional forecasters are expecting the ten-year to fi nish 2015 at around 
3%. Do rates have “nowhere to go but up”? According to the chart, forecasters have been saying so for some time now, despite the 
market’s own agenda.
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Independent Voice – Acropolis provides independent insight to the Asset Liability Management of fi nancial organizations 
through eff ective portfolio management in the context of the entire balance sheet and liquidity needs.

Unbiased – Advice on portfolio management is completely unbiased without infl uence from outside factors such as trading 
commissions or dealer inventory. As a fee-only advisor, we are solely beholden to our clients’ best interests.

Best Execution – Acropolis off ers years of Fixed Income trading expertise and an expansive network of dealers from
which to execute trades. Th is results in buying and selling the most appropriate bonds at the best prices, with no mark-up 
to our clients.

Specialized Reporting – Our proprietary securities portfolio reports provide detailed data on individual positions with 
scenario analysis and allocation breakdown.

Fiduciary Duty – As a Registered Investment Advisor, Acropolis is bound to puts its clients’ interests fi rst. Acropolis takes 
pride in serving as a fi duciary and took deliberate eff orts to become one of fewer than 100 investment advisory fi rms in the 
country that are certifi ed as fi duciaries by the Centre for Fiduciary Excellence (CEFEX)
(http://www.cefex.org).
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