
Portfolio

Sample Bank   
Anywhere, USA

August 2019

Yields vs Valuations

Which is most important?



For those who are not directly involved in managing a portfolio of bonds, there are many perplexing issues related to understanding the dynamics
of a Fixed Income Portfolio compared to other investment vehicles. Perhaps the most vexing are the issues related to Valuation. With other
types of investments, Valuation is the key to performance. However, this is not true in terms of the performance of a Fixed Income Portfolio.
Yield is the key performance measure of a Bond Portfolio, with Valuation taking a very secondary position, which really represents a measure of
opportunity cost.

In the space below, we will attempt to separate performance, as measured by Yield, and Valuation, which is very real but truly represents a
perspective on the Portfolio rather than a performance measure. Those who are unable to distinguish this difference are often doomed to poor
performance, as the simple fact is that Valuations always improve as Rates fall and deteriorate as Rates rise, but neither has a direct impact upon
Yield or performance.  
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Valuations represent an extremely short-term measure of the Portfolio, while Portfolio Yields are the product of numerous, cumulative decisions
made over a long period of time, usually at least 5 - 7 years and are impacted by a number of different factors. Those listed below are generally
the most important:

Monetary Policy (long-term influence) - is controlled exclusively by the Federal Reserve Bank and, as seen above, it can
be rather dramatic over relatively short periods of time, in terms of the relative life of the Portfolio.

Yield Curve Configuration (intermediate-term influence) - is controlled exclusively by Market Perceptions regarding the
future direction of Interest Rates and Inflationary Expectations.

Spreads (short-term influence) - represent the degree to which various Investment Instruments offer varying degrees of
additional Yield, in basis points, to compensate for current assessments of Market Risk differential.
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It is the Yield of your Bank's Portfolio that produces Earnings, and these Earnings are tangible and add to the Bottom Line each and every month,
year-in and year-out. This Yield is challenging to manage, especially in an environment in which Interest Rates are constantly changing.
Establishing a balance based upon Conservative Investment Vehicles and appropriate maturities is never easy. When other forms of risk are
introduced into the equation, such as "pre-payment" risks and "call" risks, these challenges are compounded. Therefore, the ability to produce
relatively stable Earnings, in the form of Purchase Yields, is the ultimate test of a successful Bond Portfolio Manager.  

What this manager cannot influence over time is the impact of fluctuating Interest Rates on the Market Yields of Portfolio items. Once a
Security is purchased, its Investment Performance characteristics are locked into place and cannot be changed. However, that does not stop the
Market from changing, literally on a minute by minute basis. These market changes have an external impact, which is measured by Market
Yield (see next page and pages 5 & 6 for a more thorough perspective).
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The Market Yield represents the Yield that would have to be passed on to a new investor to execute a transaction at fair value. As illustrated
above, this is totally market driven and has absolutely nothing to do with the rate at which a Portfolio item may be owned. As you can see,
because it is market driven it is quite volatile and is completely outside of the control, or influence, of the Portfolio Manager.

Market Valuations are derived from computing a Market Price based upon these Market Yields. When, as, and if a Security is to be sold out of
the Portfolio prior to maturity, this is the mechanism that will determine the price at which it is to be sold. However, if the Security is a high-
quality asset, this Market Price will have absolutely no impact upon the fact that the Bond will be worth its Par Value at Maturity and will also
have zero impact upon the Earnings Stream which is being produced continuously by the Securities Portfolio. A thorough assessment of the
above facts is the essence of the Bank's Quarterly Impairment Analysis.
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As illustrated above, Market Yields can, and will, vary quite dramatically over time. This will cause considerable volatility in Market Valuations
but a well managed Portfolio should exhibit relative stability in terms of Purchase Yield and Income Flow, even during periods of relatively
volatile Market Interest Rates.

While the effective Portfolio Manager may be frustrated, and challenged by these potentially volatile periods of interest rate fluctuations, he or
she should not be distracted by the goal of producing stable and productive returns within the Portfolio.
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The graph above illustrates a very important insight into the Portfolio's ultimate Performance levels. As you can see, the green columns represent
those periods in which the Portfolio Purchase Yield exceeded the Market Yield, while the cranberry columns represent those periods in which
Market Yields exceeded Purchase Yields. The periods covered by the cranberry columns represent periods in which there were opportunity 
costs  associated with comparable Yields available in the Market exceeded the average Yields in the Portfolio.

In contrast, the green columns represent periods in which the average Portfolio Yield exceeded comparable opportunities available in the Market
Place at those times. This a very dynamic process which is best described as measuring how market forces impact a large Portfolio of bonds
acquired over a substantial period of time rather than one in which it is appropriate to ascertain how the Portfolio is performing. For this it is
essential to look at Purchase Yields and Earnings Flows, not Valuation levels.
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The graph above illustrates the dynamic nature of the Effective Life (Years) of the Portfolio when the Portfolio contains Securities with any
degree of optionality. That is, the Portfolio contains securities which may be called at some point in the future and/or some securities have the
possibility of variable payments  and pre-payments  in the future due to changes in Interest Rates.

The Effective Life is the expected outcome, whereas the Counter-Cyclical Effective Life represents potential outcomes due to alternative interest
rate scenarios. As illustrated, this can be quite volatile and can impact expected Yields and Future Earnings. This is one of the challenges
created by introducing optionality into the Portfolio. However, in a well managed Portfolio, this enhanced Yield should reflect this degree of
potential uncertainty. In the final analysis, it is the measurement of these kinds of performance issues which are important to Portfolio
Management rather than Valuation issues.
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Over time, a well managed Bond Portfolio will experience periods in which the Market Value of the Portfolio may either exceed, or fall short of,
the Book Value of the Portfolio. Once again this is a function of the changing Interest Rate Environment, which is independent of the actual
performance of the Portfolio, which will be reflected by the Purchase Yield and the Earnings Flow.

Once again, the effective Portfolio Manager will not allow these distractions to alter the focus and concentration upon maintaining and producing
consistent Earnings flowing from the Portfolio's Yield, totally independent of short-term fluctuations in the Interest Rate Markets, leading to
fluctuations in Market Valuations. The effective manager can, and should, be comforted in the assurance and knowledge that every instrument in
a high quality Bond Portfolio will have a value of Par when it matures, is called, or partially called (such as regular payments on amortizing
investments).
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Not withstanding all of the previous discussion, the actual volatility in Market Gain or Loss can be quite substantial and can even seem 
somewhat disturbing at times. However, as illustrated above, that volatility moves in both directions, which can be difficult to remember when
you are on the short-end of the stick.

One approach to putting this into perspective is to ask the question: Was the Bank really any better off in 2015 and early 2016 than in 2018?
The answer would be expected to be "No", because we would not want to sell all of our bonds at once and take the gain because we would be
sacrificing Yield and Future Earnings.

Conversely, if we reversed the question, we would expect to recognize that the Bank was no worse off in 2018 just because it had substantial
unrealized losses because it was still maintaining its relatively stable Yield and Earnings Flow.

(5,000)

(4,000)

(3,000)

(2,000)

(1,000)

0

1,000

2,000

3,000

Current Unrealized Gain / (Loss)  ($000)

Page 9



This graph is essentially the same as the previous graph, it just represents the Gain or Loss as a percentage of Book Value. However, it is helpful
in terms of applying a common scale over the entire period being analyzed.

It essentially illustrates that these variances in Valuation are not trivial. In fact, they can be substantial but nevertheless have little, if any,
relevance to the true performance measures of the Portfolio.

There is no question that they do have a psychological impact upon all observers. It is also true that the market variations can have an impact
upon pledging and some elements of Liquidity Analysis. However, there is no true lasting impact upon performance rather than a measure of
opportunity costs  in certain circumstances. 
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