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FOREWORD






Why should you read this book? That is a fair question. The book is a comprehensive and detailed guide. What will you gain? I say plenty. Open your mind, and let me tell you what’s in it for you.


As the manager of a public fund for nearly two decades, I understand firsthand the fiduciary responsibility to construct a politically correct portfolio. We must protect taxpayers’ dollars, provide for immediate liquidity, and earn a market rate of return. Ultimately, my success in managing the portfolio will provide the optimal budget for services while helping to reduce taxes. This is at the heart of what any public fund seeks to accomplish. Unfortunately, until now there has been no guidebook for winning this game.


Most of us are familiar with theWall Street Journal. But how many of us have read theMain Street Journal? Probably none of us, because although there are a multitude of publications geared toward Wall Street investing, those that address the fundamentals of Main Street are rare. There is noMain Street Journal, but if there were, I’d be the first to subscribe. Before the appearance ofThe Politics of Public Fund Investing, I knew of no complete resource specific to my field. I cannot count the number of times that I have had to turn to Wall Street publications to gain an understanding of the products and strategies appropriate to managing a fixed-income portfolio. Yes, many of the risks and techniques described in those books and periodicals are relevant to both private fund and public fund investing. But are the risk tolerances the same? Is a particular strategy or investment suitable for a public fund? The answers to these questions and more are found in this book. Finkelstein provides thought-provoking dialogue in this practical guide for working within a framework specific to a public entity.


The Politics of Public Fund Investingis the first of its kind to formally make the distinction between Wall Street and Main Street investing. Although the products, practices, and risks may overlap, the distinction between the two is ever present. Whereas Wall Street focuses on economics and managing return, a public fund is heavily influenced by politics and the need to balance preservation of principal with the mandate to optimize income. This book effectively explains the uniqueness of public funds as it brings to light the subtle issues applicable to their stewardship. By clearly illustrating specific techniques, standards, and procedures, it educates the reader in how to optimize and measure performance. Finkelstein’s comprehensive framework is highly reflective of the nuances of a public fund. If you want to delve into the realities of Main Street investing, this book is for you.


I have worked with Ben Finkelstein for many, many years. I consider him to be an expert in the field and a source for Main Street investing. His ideas are innovative and his discussions compelling. His keen understanding of the political environment and how it impacts public investing is remarkably on-target. He has built a successful career based on years of experience, invaluable research, and a strong desire to educate. I highly recommend his book for its clarity and depth of coverage: It is unlike any resource out there.


FELICIALANDERMAN,Cash and Investment Manager


Palm Beach County Clerk and Comptroller’s Office









PREFACE






The Treasurer was just summarizing his formal presentation to the City Council. The city’s $18 million reserve fund, he explained, had earned $405,000 over the past fiscal year, a 2.25 percent return. Further, that amount was consistent with budget expectations. “Thanks to this performance,” he told his audience, “we were able to meet all scheduled financial obligations, and a few that were both costly and unanticipated, such as the sewer and water lines that had to be rebuilt in the Locust Hill neighborhood.


“As we enter the new fiscal year,” he continued, “we do so with a balanced portfolio of two-to-three-year U.S. government agency bonds, short-term U.S. Treasuries, and money-market-like investments in the state pool. Together, these should produce sufficient interest income to meet the fund’s budget obligations for the rest of this year.”


The Treasurer was pleased with both the fund’s performance and his own presentation. He had done everything that was expected of him. The City’s funds were safe and intact; all financial obligations for which the fund was responsible had been met on time; and he had produced $405,000 in cash without taking unacceptable risks. “That’s almost a half-million dollars that taxpayers won’t have to pay,” he thought to himself with some satisfaction.


Not everyone in the Council chamber was as pleased as the Treasurer. Harold Steadman, a prospective mayoral candidate, had a few things to say—as usual. “I’m glad to know that the fund administered by the Treasurer has met its budget obligations,” Councilor Steadman began. “But a 2.25 percent return doesn’t seem like anything to brag about. Consider, for example, that the state pension fund in which we participate had a 6.25 percent return over the same period. One has to wonder why our taxpayers should be satisfied with anything less.”


“Well, for starters, we aren’t a pension fund,” the Treasurer responded. But before he could complete his argument, another councilor rose to speak.


“I’m no accountant,” said Councilor Sandoval, holding up the fund’s annual report, “but I don’t understand how you can say that our funds are safe and intact when these financial statements show losses.”


The Councilor was referring to a mark-to-market requirement of the Governmental Accounting Standards Board (GASB 31), which requires entities like the City to reflect the ups and downs of securities markets in their financial statements. The requirement had little impact on day-to-day fund performance, but it created substantial confusion for the laypeople charged with overseeing public funds.


At this point, the Council President recognized a citizen in the gallery who had a question of his own. “I’m not a professional investor,” the man said, “but even I know that if you want a respectable return you shouldn’t tie up all your money in short-term, low-yielding securities, as we’ve done here. And as a property owner I know that every dollar that you fail to earn is a dollar I have to pay in taxes. So here’s my question: Has the City ever considered putting some of that $18 million into a diversified mutual fund of corporate bonds, dividend-paying utility stocks, and S&P stocks? Most of my 401(k) money is in that type of fund, and I got a 9 percent return this year. Why can’t the City do the same?”


The Treasurer wasn’t surprised by these questions. After five years on the job he had heard them before. But he knew that answering them quickly and convincingly in this political forum would be difficult. The council members, the citizens in the gallery, and the newspaper reporter over in the corner were all waiting to hear what he had to say.


 


This council meeting is fictitious, but it is representative of real dramas that play out in cities, counties, water districts, and other public entities around the country. Wherever public monies are invested, the people who do the investing and those who oversee them face similar issues and deal with the same questions:


	
Is the public’s money being invested safely?

	
Will that money be available to meet financial obligations as they come due?

	
Can a higher return be obtained without taking imprudent risks?




This book will help you find the right answers. A reader schooled in traditional money management—the Wall Street way—might say, “I already know how to answer those questions.” Indeed, it’s natural to think that the portfolio-management tools that work so well for individual investors, mutual funds, and even pension funds can be transferred directly to the world of public funds. Those tools were created to help portfolio managers measure risk, risk-adjusted returns, and total returns, and to forecast investment cash flows. But strange things happen when we try to apply traditional money-management techniques on Main Street. We discover that investing isn’t simply about economics. Politics and election cycles also matter, and they give notions of safety and expectations of income a different twist. We encounter constraints on how citizens think about our business—constraints that don’t apply to Wall Street. For example, following the citizen’s recommendation that money be put into mutual funds containing stocks and corporate bonds would violate a public fund’s policy, and end the manager’s career. Wall Street’s favored approaches to evaluating portfolio performance likewise make little sense in the world of public funds.


Because Main Street is so different from Wall Street, it needs its own “textbook of practice.” This book aims to fill that need by providing a politically aware framework for creating Main Street investment portfolios, and for managing the perennial tug-of-war between safety of principal and portfolio income. It is based on more than twenty years of training and educating countless public funds staff members, managers, and their supervisors from all across the country.


Traditional textbooks on portfolio-management theory view money management exclusively from a total return perspective, and they encourage the use of market benchmarks in assessing portfolio performance. This book does neither, since neither total return nor market-based performance benchmarks are appropriate in the world of public funds. Instead, it offers both a philosophy and a set of practical tools for creating economic value within a political environment.


WHO SHOULD READ THIS BOOK


The Politics of Public Fund Investingis written for four audiences, and chances are that you are in one of them:


	
Individuals who work for or supervise public funds. These include treasurers, financial managers, investment board members, and professional portfolio managers. Generally speaking, these people have limited time, resources, and staff, and their training opportunities are few. This book will give them an in-depth look at how politically acceptable portfolios should be constructed, managed, and reported.

	
Elected and appointed public officials—mayors, council members, commissioners, and so forth. They are direct stakeholders of public fund investing.

	
Students of public administration and finance—the public officials of tomorrow. This book provides them with a practical perspective on managing taxpayer money.

	
Portfolio managers and their overseers at foundations and endowments, and corporate cash managers. They are likewise concerned with safety of principal, liquidity, and income optimization, and they may find useful ideas for addressing those concerns in this book.




HOW THIS BOOK IS ORGANIZED


The book has two parts. Part One, “Main Street Philosophy,” is comprised of five chapters that deal with the qualitative, political side of public fund management. They make a case for a unique approach to managing the funds of cities, counties, water districts, and other public entities. They follow through with practical steps you can take to create and manage what we call politically correct portfolios. Everyone who picks up this book should read at least Part One, because it spells out the unique environment of public fund investing and why traditional Wall Street approaches are inappropriate.


Chapter 1 addresses key differences between Wall Street and Main Street, explaining which methods of the former are unsuited to the latter—and why. It also examines the problem of political risk, fund-manager performance appraisal, and the dilemma that confronts every public fund manager: either take some risks to earn higher income or reduce political risk for oneself and one’s boss by being more conservative. Politics has a big impact on how people approach those choices. Every public fund operates under general guidelines spelled out in a formal investment policy.


Chapter 2 provides a framework for moving from investment policy (a rule book), to an investment plan (a playbook). It makes an important distinction between what is “legal” in terms of policy and what is “suitable” in terms of the objectives of fund stakeholders. “Suitability” addresses the safety and income requirements of a public fund’s stakeholders within the constraints of investment policy.


Chapter 3 is about performance appraisal. Wall Street uses total return and risk-adjusted return to evaluate fund performance. The performance of a public fund, in contrast, is routinely appraised by comparing it to others with which it has little in common. Have you ever heard a comment such as the following? “Our city portfolio earned a 2 percent yield this past year while the state fund yielded 2.7 percent. We must be doing something wrong.” In other cases, public funds are often compared to a market benchmark, such as the Merrill Lynch 1–3 Year Government Index. This chapter demonstrates why each of these methods is inappropriate and proposes a more realistic and relevant approach. That new approach provides a superior assessment of fund-manager performance againstall policy objectives by focusing on fiduciary benchmarks instead of market benchmarks. At the same time it helps fund managers create suitable portfolios that serve the unique interests of the entities that employ them.


With the concepts of “legal” and “suitable” now defined, chapter 4 provides a four-step process for building a “politically correct” portfolio—that is, a portfolio that preserves principal while optimizing income at a level of risk that stakeholders will accept. The first steps of that process call for a liquidity subportfolio structured to meet the cash needs of the fund. This is the best way to assure every fund’s number one objective remains principal preservation.


With adequate liquidity and safety of principal assured, the fund manager can move on to a final objective, and the subject of chapter 5: optimizing income within the constraints of acceptable risk. This is an objective that too many Main Street managers fail to achieve, since being extrasafe, even at the expense of taxpayers, is their best assurance of job security. This chapter shows how you can be safeand optimize income.


Part Two, “Technical Tool Kit,” consists of five chapters that address the quantitative side of public fund management. The first of these, chapter 6, is on opportunity cost. For fund managers, opportunity cost is the money they leave on the table when they fail to optimize the risk/return trade-off. Every dollar left on the table is a dollar of public goods or services that citizens will not receive. This chapter provides a technique for measuring opportunity cost and determining how that cost can best be communicated to public and political bodies.


Chapter 7 explains the paradox of why selling gains and holding losses not only reduce budgets but is, to quote Peter Lynch, “like pulling out the flowers and watering the weeds.” Selling gains can make you look like a champ in the short term, but it usually results in having to reinvest at lower rates—making you a chump in the long term. Managers can actually enhance their budgets through periodic portfolio rebalancing that involves the simultaneous and judicious sale of a loss position with the purchase of another security. This chapter explains how to do it.


Chapter 8 tackles the important but difficult concept of duration, and shows how a portfolio manager with limited financial training can use duration to enhance fund performance. Many public funds are utilizing securities with options, particularly callable U.S. Agency debt. This chapter discusses the use of effective duration in managing a portfolio interest rate risk. Higher duration translates into higher price volatility due to interest-rate changes. This yardstick for measuring price volatility is far superior to the measure still used by most managers: average life.


Chapter 9 continues the discussion of duration from the perspective of callable securities. It provides a framework for evaluating the risk/return trade-off between U.S. Agency bullets and callable structures.


Chapter 10 presents a portfolio of tools to help public fund managers apply state-of-the-art analytics to manage portfolio risk and return.


To enhance learning, a glossary of terms that are either unique to public fund management or highly relevant, has been appended to the text. See page 163.









PART ONE



MAIN STREET

PHILOSOPHY













CHAPTER 1



Wall Street Versus

Main Street




Traditional wisdom can be long on tradition and short on wisdom.


—WARREN BUFFETT







KEY POINTS COVERED IN THIS CHAPTER


	
The goals of public fund investing

	
The Wall Street approach to investing

	
Political risk on Main Street

	
The problem of performance evaluation

	
The important role of communication




 


Every year thousands of men and women transact the business of public fund management. They work on behalf of counties, municipalities, school districts, water districts, and other entities of government. In all cases, their objectives are threefold:


	
To safeguard the principal over which they have been granted stewardship.

	
To provide for liquidity—i.e., they must assure there is sufficient cash to meet the needs of the entity.

	
To earn a reasonable market rate of return.




On the surface, this is the same set of goals that most private money managers and personal investors espouse, though not necessarily in the same order. A glance through the “objectives” section of most mutual fund prospectuses will confirm that the goals are similar. This begs the question, Why don’t public fund managers (Main Street) operate like their private fund counterparts (Wall Street)? Or to put it another way, Why shouldn’t more public nonpension entities hire Wall Street firms to manage their money? This question is often asked by elected officials and by taxpayers when the low annual returns on their public funds are reported. “What? We earned a paltry 2.5 percent when my personal investments earned 8 percent?” The people asking this question often speculate that if their public entities had “more professional management”—the kind they associate with Wall Street—those public entities would be making a lot more money. And more money would help shore up public budgets and take some pressure off taxpayers.


The notion of investing public funds using Wall Street methods has substantial intuitive appeal. After all, isn’t public money the same as private money? But the more one understands Main Street’s unique requirements, the less appropriate Wall Street methods become. This chapter examines key differences between Wall Street and Main Street, and explains why the methods of the former are unsuited to the latter. It also examines the problem of fund-manager performance appraisal, demonstrating that what is straightforward and simple on Wall Street is just the opposite on Main Street.


THE WALL STREET WAY


Wall Street—the universe of broker-dealers, investment bankers, traders, and money managers—has been the home port of money management for well over a century. Until the 1970s, however, its practices were based more on art than on science. Bonds were simple and straightforward IOUs, with none of the financially engineered twists that are so common in the field of fixed-income securities today. Stocks were considered too risky for pension funds, and managers who invested in stocks for private clients and mutual funds did so with little more than a commonsense notion of diversification. Modern techniques for quantifying the risk of a particular portfolio were not available. This situation changed rapidly in the 1970s as the pioneering theories of several financial economists began to take root on Wall Street.


As described by Peter L. Bernstein in his informative bookCapital Ideas, today’s financial markets are the result of a recent but obscure revolution that took root in the halls of Ivy rather than in the canyons of Lower Manhattan. Its heroes were a tiny contingent of scholars, most at the very beginning of their careers.1Many of those obscure scholars—future Nobel laureates such as Harry Markowitz, James Tobin, Paul Samuelson, and William Sharpe—developed the elements of portfolio theory that virtually all Wall Street practitioners now use to create and manage client portfolios. Optimizing what financial scholars have taught us about the risk return trade-off is at the heart of this new science. On the fixed-income side of the business, money managers are also using risk management tools developed by academics to deal with interest-rate volatility.


THE PROBLEM OF POLITICAL RISK


Wall Street’s methods have demonstrated their worth over several decades. So one would naturally think they could be applied directly to the management of public funds, which entails investing solely in fixed-income securities. And why not? Wall Street knows everything it needs to know about the risk and return characteristics of such securities: interest-rate risk, purchasing-power risk, credit risk, and so forth. Its people should be able to harness that knowledge and the tools of portfolio theory to deliver what every state, municipality, sewage and water district, and the like desires most: safety, liquidity, and a competitive market rate of return on capital. Public bodies could then rate the performance of Wall Street’s fund managers against traditional benchmarks on a risk-adjusted return, using, for example, the Lehman Brothers U.S. Aggregate Index or the Merrill Lynch 1–3 year Government Index. They could retain the services of the best performers and drop those who produced disappointing results.


There is one problem with this simple and appealing solution. The Wall Street Way does not recognize the political risk with which anyone who manages public funds must contend. The politics of ensuring principal safety and liquidity ahead of income shifts the focus from return to a focus on risk above all. In a nutshell it comes down to this: Wall Street manages returns, Main Street manages risk.


Wall Street includes the concept of political risk in its vocabulary, but its definition is very different from the one applied by Main Street practitioners. To Wall Street, political risk is the possibility of loss associated with political developments, primarily in unsettled parts of the world: revolution, civil unrest, expropriation of foreign-owned assets, state control of key industries, and so forth. In this sense, political risk is simply a subset of economic risk. On Main Street, political risk entails all the bad things that can happen to elected officials and their appointees when they take risks—even reasonable risks—with taxpayer money and come up short. Consider this example:



Helen manages $100 million for Smithtown, a large city. The City Treasurer is her boss. Prodded by the Mayor and the City Council to seek a higher return (political pressure versus political risk), Helen invested in bonds and notes with longer maturities than usual. Everything was fine with this strategy until two things happened. First, market interest rates rose significantly, reducing the market value of Helen’s portfolio. Second, Smithtown was hit by an unanticipated fiscal emergency. At her boss’s order Helen sold $40 million worth of bonds prior to maturity, resulting in a $300,000 loss for the City. This piece of bad news was trumpeted in the local press and was used by the Mayor’s enemies in the City Council to reap political advantage. Those councilors and segments of the public blamed the Mayor for “losing our hard-earned money” and called for the sacking of both Helen and the City Treasurer.




As this story indicates, political risk on Main Street translates into job risk for public fund managers and elected officials. On Wall Street, occasional poor performance may result in the loss of one or two clients, but life goes on. In contrast, poor performance by a public fund manager can end the manager’s career. At a minimum, it can create a community brouhaha and the possibility of civil lawsuits.


THE FUND MANAGER’S DILEMMA


Cases like Helen’s are typical, and they underscore the dilemma faced by most public fund managers: either take some risks to earn higher income—usually by extending the average maturity of portfolio holdings and reducing liquidity—or reduce political risk for oneself and one’s boss by being more conservative. Our experience indicates that politics has a big impact on how people approach these choices. On Wall Street, earnings or performance legitimately drive investment decisions, but on Main Street, the political issues surrounding the preservation of principal, and sensitivity to public needs in the short and the long term, dominate most of the investment decisions. This would be inappropriate if the sole purpose of playing it safe with the people’s money was to preserve one person’s job—and not fund principal.



Henry is the manager of a $20 million fund. He is paid $70,000 plus benefits each year. If playing it safe solely to protect his job resulted in a 1.5 percent reduction in return, the entity whose interests Henry is obliged to put before his own would lose $300,000 in incremental fund revenues each year.




Forgoing $300,000 in fund income to save a job worth $70,000 would be irresponsible if that were theonly reason for playing it safe. Safety of principal is the primary responsibility of the fund manager, but it is not the only one. The interests of the public must always come before those of the people who serve it. But playing it safe is what the politics of public fund investing often requires. The Wall Street manager—a true maximizer—would likely scoff at this behavior and at the very notion of politically driven investment decisions. But in doing so, he or she would be forgetting that politics is the mechanism through which we resolve public issues—and without apologies. Who should run our public institutions? How should public resources be spent? Which groups will bear the greatest tax burdens and which will carry a lighter load? Will we spend now and pay later, or not? These are all public questions, and all are resolved through politics. How the fund manager should balance the three goals of safety, liquidity, and income is likewise a question that is legitimately addressed through politics and law. Thus, fund managers who fail to modify the Wall Street Way to fit the unique circumstances of Main Street increase political risk within their portfolios.


HOW MANAGERS PLAY THE GAME


All public fund managers must contend with the same goals. They are obliged to preserve principal (safety) because they have a fiduciary obligation to preserve and protect the public funds’ principal. They must balance their portfolio maturities to accommodate the entity’s liquidity requirements, by, for example, matching some bond or bill maturities with the entity’s cash needs at particular times. And they must attempt to produce a reasonable return. Because these goals are mutually exclusive to some degree, each imposes constraints on meeting the others. Thus, maximizing safety of principal reduces the opportunity to maximize income, and vice versa. Investment policies specify which should have priority.


Over the years we have taken an informal survey of our workshop participants to determine how they—Main Street practitioners all—prioritize their goals. Participants are asked to weight the importance assigned to three investment policy objectives. The weights must total 100 percent. How would you respond to this survey?




	

Safety


	
 
	

____%





	

Liquidity


	
 
	

____%





	

Income


	
 
	

____%





	

Total


	
 
	

100%









The results are extremely predictable. It is rare that a group gives a total combined weight less than 80 percent or greater than 95 percent to safety and liquidity. The typical group weights the income goal in a range between 5 percent and 20 percent. Though informal, these surveys underscore the power that safety and liquidity exert over Main Street investment portfolios and strategy—despite the political pressure to optimize income.


The public fund manager’s inclination toward safety of principal is supported by the need to reduce political risk and by the language of the overwhelming majority of investment policies. But this clarity of purpose is complicated by the manner in which fund performance is evaluated. Evaluation in many cases is not made with respect to the fund’s unique concerns for safety, liquidity, and income, as stated in its investment policy. Instead, politicians, pundits, and critics compare fund performance—often inappropriately—to market benchmarks such as the Merrill Lynch 1–3 Year Government Index, or to funds operated by neighboring communities. Consider this scenario:



With the cameras rolling, a newsman asks the incumbent mayor of a cash-strapped municipality which is more important to her administration, generating income from public funds or preserving principal. “When we invest the taxpayers’ money,” the Mayor intones, “principal preservation is our single most important goal. If I can paraphrase Will Rogers, it’s not the returnon the investment that matters, it’s the returnof the investment.”




Off camera, and in the company of a more knowledgeable crowd, the same mayor is likely to hear a different set of questions. For example, she might be asked, “How much did the city’s portfolio earn and how did its earnings compare to those of surrounding communities?” Comparisons to other communities are appealing to critics who have little experience in money management and performance evaluation—a description that fits most elected officials and media editorialists. Such critics fail to realize that comparing the investment performance of different government entities is like comparing apples and oranges. Consider this example:



Chester, population 60,000, lies on one side of the Mill River. It is a “mature” community in the sense that its population is stable and aging very slightly each year. Consequently, Chester has no forecasted need for new schools or expanded public services. And since most land within the city has been developed, demands for road building, water and sewer lines, and other infrastructure work are minimal. Chester’s revenue picture is equally stable; a steady and reliable tax base makes budgeting easy. With no major expenditures on the horizon, and few likely to appear, Chester has decided to allocate more funds than usual to fixed-income securities with three- to five-year maturities. Says the City Treasurer, “Since we have no immediate needs for our public funds, we have sought the higher returns offered by those longer-term investments. Last year, we earned 3 percent. That higher return will help us fulfill the mayor’s pledge to stabilize property taxes.”


Newfield is located directly across the Mill River from Chester. Unlike its more settled neighbor, Newfield is a young, growing community. Several tract housing and shopping areas have been built in the past five years, and more are on the planning boards. This growth has broadened the town’s tax base but has also increased the demand for schools, roads and sidewalks, water and sewer lines, and social services. “Given the situation, we need liquidity,” says Newfield’s fund manager. “There’s no telling when we may have to tap our funds.” The town’s liquidity needs have forced it to invest in very short-term securities, reducing returns to 2 percent, but assuring that Newfield will not take a loss if securities must be sold prior to maturity.




Chester and Newfield are very different communities, and each has different priorities for its fund investments. Though Chester earns a much higher return than neighboring Newfield, both fund managers are successful in doing what is “right” for their communities. Unfortunately, some people in Newfield complain that their fund manager is doing a terrible job. “Just look at Chester’s return,” they argue. “It’s 50 percent higher than ours. Fifty percent!”


This little story demonstrates the perils that Main Street fund managers face when performance is evaluated. Evaluation is important, but comparing the performance of one fund manager to that of another without considering the priorities and constraints each faces is bound to produce a false indicator of success or failure. Wall Street fund managers don’t have this problem. The field of mutual fund investing is a prime example. Here, funds can be compared on the basis of clearly stated objectives: growth, growth and income, income, and so forth. Direct comparisons are both possible and appropriate. Unfortunately, no comparable standard of public fund performance exists. Consequently, fund managers like the one in Newfield have their performance compared with counterparts in much different communities. One aim of this book is to offer a method of performance appraisal that is appropriate for public funds. We’ll take that up later.


THE ISSUE OF VOLATILITY


Public fund performance is further complicated by the issue of volatility. Volatility refers to the ups and downs of portfolio value over time. Volatility is the first cousin of price risk, and elected officials don’t like it. To better appreciate the role of volatility in the life of fund managers, consider two different public funds, labeled Portfolio A and Portfolio B in Exhibit 1-1.


EXHIBIT 1-1


TWO FUNDS COMPARED



	

 


	
 
	

Initial Investment


	
 
	

Value after 2 Years





	

Portfolio A


	
 
	

$1,000,000


	
 
	

$1,160,000





	

Portfolio B


	
 
	

$1,000,000


	
 
	

$1,200,000







The performance reflects what two fund managers have accomplished over a two-year holding period. Each manager began with $1 million to invest. Manager A earned $160,000 in income plus the return of the original $1 million. Manager B did somewhat better, earning $200,000 in income plus the return of the fund’s original investment. All investments made by the two managers were within state guidelines. If asked to judge which manager did the better job, and given no other information, the rational observer would cast a vote for Manager B, who earned the higher return.


Now let’s add more information about these managers. Manager A followed a passive strategy, which produced minor budget volatility, as shown in Exhibit 1-2. Manager B, in sharp contrast, followed a strategy of active trading.


EXHIBIT 1-2


VOLATILITY AND STRATEGY DIFFERENCES


[image: image]



Manager B clearly produced the greater gain in portfolio value, ending the two-year period $40,000 ahead of the other manager. But while Portfolio A increased in value on a predictable and stable basis, Portfolio B was all over the map, its value rising and falling sharply with market conditions. Portfolio B finished ahead, but surely with some heart-stopping moments for the manager and for public officials. The question is, How many fund councils would tolerate this degree of budget volatility? (As we’ll see later, Governmental Accounting Standards Board Statement No. 31 unnecessarily injects this kind of market volatility into the budget process.)


What would have happened if Manager B had had to liquidate near the end of year 1—when fund value was underwater—in order to meet some unforeseen fiscal crisis?


As much as public officials and taxpayers would prefer the greater value produced by Portfolio B, it’s doubtful that many—if any—would stomach the ups and downs that are the by-product of the trading strategy it represents. Yet those same people will compare the modest gains of their own fund managers with the greater gains of some other fund and complain, “Our people didn’t do a very good job.” They will be seduced by the final return without ever inquiring about the risks taken to earn it. And make no mistake, volatility in the world of finance is just another name for risk. This is one of the great Wall Street lessons that Main Street folk need to learn. One should never look at return without simultaneously considering the risks taken to get it. The two are inseparable. This is why Wall Street analysts evaluate fund returns on a “risk-adjusted” basis. Thus, on a risk-adjusted basis, Manager A may have outperformed Manager B, even though Manager A’s total return was smaller. This is how our workshop participants see it. The majority prefer the lower but more stable return of Portfolio A to the higher yet volatile return of Portfolio B.


THE COMMUNICATION SOLUTION


The related problems of political risk and fund performance evaluation are not simply headaches for elected officials and fund managers who want to do what’s best for the entities that employ them. These problems also lead to poor decisions. Political risk encourages behaviors that don’t always serve the best interests of taxpayers. It induces a state of mind driven by fear of incurring a reported but unrealized loss. Being supersafe, however, carries no formal penalty. The result is that many managers avoid political risk by accepting too low a return. Inappropriate performance measures create another set of problems, as managers worry that their performance will be compared to funds that operate with very different goals and constraints.


Our own survey data underscore how political pressure and misguided performance evaluation pull decision makers in different directions. This dilemma creates a compelling case for a portfolio-reporting and performance-measurement framework that is relevant for Main Street. We’ll get to that relevant framework shortly, in chapter 3. Nevertheless, it is absolutely critical that a public fund manager be able to effectively communicate the logic and strategy underlying the operations of the fund. And the starting point of that logic and strategy is found in the investment policy, the subject of our next chapter.


POINTS TO REMEMBER


	
Wall Street’s investing approach does not take into account the political issues with which public funds must contend.

	
Main Street’s investment priorities are safety of principal first and foremost, followed by liquidity and income.

	
A Wall Street manager’s performance can justifiably be assessed against a market benchmark. Such benchmarks are not appropriate for public funds.

	
Many public fund managers find themselves under pressure to deliver two seemingly contrary values: safety of principal and higher income.
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