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Chapter 2

Managing Safety, Liquidity,

and Yield

In This Chapter

Understanding risk

Making sure you have enough cash

Finding the discipline to succeed

Polishing your crystal ball

CMBER
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llSifety First.” You might see that slogan in a chemistry
lab or an automotive factory, but it’s also appropriate
above your desk. A public entity’s primary investment objec-
tive is to earn market rates of return while preserving and
protecting capital. Speculation is inappropriate under all
circumstances.

If you follow the rules — specifically those spelled out by your
investment policy — you’re not terribly likely to have a problem
with default (having the government not pay you back at the
time of maturity). That’s not the kind of risk that you'll face, for
the most part.

The biggest risk that public entities face is a change in the
interest rates. Both rising interest rates and falling interest
rates involve risk, and your job is to balance the portfolio to
protect against both. The philosophy falls into the category
of the never-put-all-your-eggs-in-one-basket thinking.
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Understanding Risk

A\

Brilliant minds that have a grasp of fundamental and technical
analysis eat, sleep, and drink every indicator — especially
what the interest rates are going to do. They make predictions
of both up and down, and then they hedge their predictions.

You can size up market interest rates without pinpointing the
exact time they’re going to turn. If they’ve been going up, are
way up compared to a couple years ago, the Fed hasn’t raised
them in months, and the economy is starting to slow, you're
not going to want to take on more risk by having your entire
portfolio in short-term investments. You’'ll want to lock in the
high rates for as long as you can.

But try as you might, you're not Cassandra or Carnac the
Magnificent. You can’t predict the future with 100 percent
accuracy.

If you want to be safe, diversify your maturities. If interest rates
fall, you have some long-term investments that will keep paying
you a nice rate and are more liquid because they’re in a capital
gain. If interest rates rise, you can reinvest your short-term
investment at a higher interest rate when they come due. In
other words, if you want to be safe, have all your bases covered.

Never forget that every investment has risks, whether you
know of them or not. You need to make sure that you're aware
of what former Defense Secretary Donald Rumsfeld once
called “the unknown unknowns.”

Consider the story of one very successful investor. He invested
in the stock market using options and all sorts of sophisticated
trading software. He used to work on the options trading floor,
and he knew how to manage his risk better than practically
anyone. What was amazing about this investor was that he
made almost a 100 percent return on his investments every
year, even though he was wrong 65 percent of the time.

Think that doesn’t compute? How can you double your money
while making the wrong choices more than half the time? He
did it because he knew how to manage his risk. He would
enter only trades that he knew could yield 300 percent if he
was right but lose only 50 percent if he was wrong.
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If you're managing public funds, you’ll be investing in markets
other than volatile stocks, of course, but the point of the
example is the importance of being well aware of your risk so
that you can manage it effectively.

Here’s a list of risks you’ll face with the typical fixed-income
investment. When examining a portfolio from a risk-averse
standpoint, going through the list and rating the risks is
helpful — numbering them 1 for low risks and 10 for high.

v~ Interest rate risk

v Reinvestment risk

v Event risk

v~ Call or prepayment risk

v Liquidity risk

v Credit or default risk

v Yield curve risk

v Inflation risk

v Currency risk

v Hedge risk

Staying Liquid

WMBER

Liquidity is having the cash you need when you need it (refer
to Chapter 1). How much liquidity do you need and when do
you need it? Just enough, not too much, and not too little. If
you have too little liquidity, you could be forced to sell invest-
ments in an untimely manner.

Cash flow analysis is the key to determining what you have to
invest and how to invest.

—Mark Mathers,
Director of Investments,
Missouri Treasury Department

Before you look at what and where to invest, you have to
understand your cash flow. First, make sure that the money is
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there when you need it. Also make sure that you don’t have
way more than you need. In many portfolios, the problem isn’t
having enough liquid cash but having too much. Think of it
like the grandmother who has living expenses of $2,000 a
month but has $100,000 in her checking account, just in case.

An investment policy states that you need to keep your
investment safe, liquid, and get a reasonable return, so you
need to be the “prudent person” when choosing investments.

What an investment policy does not do is give you an invest-
ment plan, or strategy. It tells you that you need to be safe
and liquid, but it doesn’t say how. It lays down the rules of the
game, but it doesn'’t lay out the strategy.

Developing an investment strategy can be daunting, especially
when it’s the first one you develop. You may feel better work-
ing closely with a professional to develop a plan and a strat-
egy for your entity, or find a good plan and customize it to
meet your needs.

Among the many things the plan should tell you are what to
do when interest rates start to decline, and what to do when
interest rates start to rise. An investment plan should also tell
you how to stagger maturities, what duration to shoot for, and
whether you’ll be using a barbell strategy (see Chapter 3) or
laddering (discussed in Chapters 1 and 3).

What Goes Up . . .

At the time of this writing, interest rates were going up, up, and
up, and a lot of portfolios were set up as if that rise would go
on forever.

But before they started to rise, interest rates were flat for a
year, and before that, they had dropped 13 times. Then,
before that they were flat, and before that, they rose six times.
See the pattern? The economy is cyclical: growth, flat, reces-
sion, growth, flat, recession. Raise rates, leave them alone,
drop rates, raise rates, leave them alone, drop rates. . . .
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