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Capital Liquidity

BALANCE SHEET MANAGEMENT – INVESTMENTS
• Liquidity Risk
• Price Risk
• Credit Risk
• Impairment
• Risk Adjusted Returns
• ALM Considerations

Interest 
Rate 
Sensitivity

Investments
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3

Source: S&P Global Market Intelligence, 
Data for all banks Nationally <$10B as of 12/31/22

STUDY THE PAST ASSET MIX TREND
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Strategy 

• Independent expert 
advice on portfolio 

strategies with regular 
review

• Whole-Bank perspective 
approach to portfolio 

positioning

INVESTMENT MANAGEMENT BEST PRACTICES
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Economy and 
Rates

Strategies

INVESTMENT BEST PRACTICES
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Strategy 

• Independent expert 
advice on portfolio 

strategies with regular 
review

• Whole-Bank perspective 
approach to portfolio 

positioning

Investment Mix 

• Diversification among 
investment sectors, 

risk/reward & relative value 
analysis

• Expanded range of bank-
permissible investment 

products

INVESTMENT MANAGEMENT BEST PRACTICES
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SAMPLE PORTFOLIO – DATA VS. INFORMATION

R AT E S  A R E  D O W N !

1 Yr Treasury Note        

2 Yr Agency NC 3 Mo

3 Yr WAL Premium Agency CMO (Jumbo Collateral) 

4 Yr Floating Rate SBA Pool

5 Yr Agency Step Up NC 6 Mo Bermuda

8

Matured

Called

Fast Prepayments 
Yield Drops

Coupon Resets 
Lower

Called
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Balance Sheet Mix
Cash
Investments
Loans

Loan Mix
1-4 Family
Commercial
Consumer
Fixed
Float
Loan Marketplace

Liquidity Position
FHLB Borrowing Capacity
Core Deposit Stability
Pledging Requirements

Interest Rate Risk Position
Asset/Liability Sensitivity

Institution 1

10%
30%
60%

80%
10%
10%
90%
10%
Flat

High
Stable
High

Liability

Institution 2

5%
50%
45%

20%
40%
40%
20%
80%
Flat

Moderate
Stable
None

Asset

Institution 3

0%
20%
80%

35%
45%
20%
50%
50%

Strong Growth

None
Volatile
None

Neutral

HOW ARE FINANCIAL INSTITUTIONS DIFFERENT?
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INVESTMENT STRATEGY FORMATION

INVESTMENT STRATEGY

Rates Down 

Performance

Rates Up

Performance

Call

Prepayment

Reinvestment

OFFENSIVE SECURITIES

Hedges The Following Risks:

Interest Rate

Extension

Cash Flow Volatility

DEFENSIVE SECURITIES

Hedges The Following Risks:
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Strategy 

• Independent expert 
advice on portfolio 

strategies with regular 
review

• Whole-Bank perspective 
approach to portfolio 

positioning

Investment Mix 

• Diversification among 
investment sectors, 

risk/reward & relative value 
analysis

• Expanded range of bank-
permissible investment 

products

Security Selection 

• Market knowledge and 
expertise helps optimal 

security selection

• Monitor policy 
compliance with security 

purchases

INVESTMENT MANAGEMENT BEST PRACTICES
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STUDY THE PAST SECURITY MIX TREND

12
Source: S&P Global Market Intelligence, Data for all U.S. Commercial Banks <$10B as of 6/30/22



1313

SECURITIES / SECTORS IN THE MARKETPLACE

What should I 
buy this week?

Fed FundsGNMA ARM
(Different CPNs)

FNMA Teaser 
ARM

LIBOR Floaters
(CMO & AGY)

COFI Floaters
(CMO & AGY)

1-10 Yr Treasury

AGY Step Ups

AGY Structured
Notes

AGY Callable

MBS (Different
Maturities)

CMO

5-30 Yr Munis

Asset-backed 
Securities

Corporate Bonds

Taxable Munis

Index Amortizing
Notes

Covered Bonds

GNMA ARM
(Different Caps)

FNMA Fully 
Indexed ARM

MBS (Different
Coupons)

MBS (New vs. 
Seasoned)

Index Amortized
Notes

Hey Broker Bob!Hey Banker Bill!
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COMPARATIVE PEER INVESTMENT MIX ANALYSIS

14
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Strategy 

• Independent expert 
advice on portfolio 

strategies with regular 
review

• Whole-Bank perspective 
approach to portfolio 

positioning

Investment Mix 

• Diversification among 
investment sectors, 

risk/reward & relative value 
analysis

• Expanded range of bank-
permissible investment 

products

Security Selection 

• Market knowledge and 
expertise helps optimal 

security selection

• Monitor policy 
compliance with security 

purchases

Trade Execution 

• Poor trade execution 
can impact investment 

returns

• Fiduciary vs. Broker

INVESTMENT MANAGEMENT BEST PRACTICES
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TAYLOR ADVISORS EBRIEF – ASSESSING YOUR 
INVESTMENT PROCESS

If you are considering a change from a broker approach to an advisor 

approach or switching advisors, below we discuss seven benefits 

and/or best practices of working with an investment advisor to 

improve portfolio and balance sheet performance:

1. Investment Management from a Whole Balance Sheet Perspective

2. Accountability & Transparency

3. Strategy and Relative Value Analysis

4. Exclusive Product Access

5. Staying in Control

6. Reducing Transaction Costs and Improving Execution

7. Redirected Productivity
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COMPARISON OF INVESTMENT ADVISOR VS. BROKER/DEALER

Senior 
Deal 

Manager

Bank 
Portfolio

Taylor Advisors

(on behalf of 
clients)

Broker/  
Dealer

“Flipper” 
Non B/D 
Account

Order Priority: High
Price: 100

Order Priority: 
Medium
Price: 100

Order Priority: Low
Price: Near 100

Price: 100

Price: ~100.5

Price: ~101.5 - 102

Deals are almost always oversubscribed, and Dealer orders do not get filled.
Also, there is very little commission for the dealer to split on new issue deals.
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Taylor Advisors Purchase
Trade Date 3/17/2022

Grandville Schools, MI
YTW = 2.95%
TEY = 3.73%

Bank Purchase
Trade Date 3/16/2022

Almont Schools, MI
YTW = 2.25%
TEY = 2.85%

Difference
YTW = 70 bps
TEY = 88 bps

Bought at New 
Issue

Secondary Purchase @ 2.25% 
YTW

MISSING OUT ON EXCLUSIVE OPPORTUNITIES
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Q: WHAT DO BOND MARK-UPS REALLY COST COMMUNITY FINANCIAL INSTITUTIONS?

The ANSWER is a very well-kept secret. 
Institutional investors do not know how much 
they are being charged to buy and sell bonds.

Industry Analysis: Hidden Mark-Ups

• “We estimate that investors were charged $10.58 Billion in municipal bond 
markups between 2005 and 2013 in our sample - $6.38 Billion in trades on 
which excessive markups appear to have been charged” 
- The Securities Litigation & Consulting Group

• “The clients never saw the actual transaction costs and assumed, 
inappropriately, that they were getting that service fee for free.”

Conclusion

• “Our Analysis finds that community financial institutions are 
financially impacted by significant hidden mark-ups in their investment 
portfolios; mark-ups that reduce ROI, ROA and financial institution capital”
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Poor Trade Execution: Lower Liquidity

Transaction Details

99.500 Client Px
- 96.512 Broker Px
=     2.988 Excessively High 
Mark-Up

x 1,000,000 PAR
$29,880 Broker Commission

x 10 million PAR
$298,800 Broker Commission
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AUDIT RISK VS. ECONOMIC RISK

21
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AUDIT RISK ASSOCIATED WITH FIXED INCOME INVESTMENTS

Existence and Classification

Valuation and Realized Gains or Losses

Income Accruals

Test of Controls and Others (investment policies)
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ECONOMIC RISKS ASSOCIATED WITH FIXED INCOME INVESTING

Today

Yesterday

Credit 

Liquidity 

Interest Rate

Reinvestment

Call

Prepayment

Optionality-related 
Risks
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CREDIT RISK

24
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CREDIT RISK

Default Risk

Downgrade Risk

• Credit Ratings

Credit Spread Risk

• Tightening/Widening Spreads



2626

CREDIT RATING AGENCIES

Moody S&P Fitch

Aaa AAA AAA Ultra high grade, maximum safety

Aa1 AA+ AA+

Aa2 AA AA Very high grade, high quality

Aa3 AA- AA-

A1 A+ A+

A2 A A Upper medium grade

A3 A- A-

Baa1 BBB+ BBB+

Baa2 BBB BBB Lower medium grade

Baa3 BBB- BBB-

Ba1 BB+ BB+

Ba2 BB+ BB+ Low grade, speculative

Ba3 BB- BB-

B1 B+ B+

B2 B B Highly speculative

B3 B- B-

Investment Grade - High Creditworthiness

Brief Definition

Distinctly Speculative - Low Creditworthiness
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QUESTION

What is a “Fallen Angel”

Name of a Horse

Name of a Movie

Name of a Song

Bond downgraded from BBB or above to BB or below (junk)

All of the Above
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IMPACT OF A DOWNGRADE ON PRICE

before after
Price 82 53

The magnitude of a credit rating downgrade:

Ford was downgraded to BB+ from BBB+ in 
March 2020
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CREDIT RISK – BANK SUBORDINATED DEBT

Bond Price
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LIQUIDITY RISK

30
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LIQUIDITY RISK:  SIZE OF BOND MARKET

Source: SIFMA.ORG
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LIQUIDITY RISK

Unable to sell quickly and at fair price

Specific audience securities: unique, non-rated, odd lots

During market volatility, flight to quality (TSY)

Bid-ask spread

High spread signals less liquid market

Marketplace is a collection of buyers and sellers with 
supply/demand forces

Bond Accounting Pricing is only an estimate of market pricing
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INTEREST RATE RISK

33
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INTEREST RATE RISK

Interest Rate Risk

At what rate the cash flow is reinvested?

Yields  Price ;    Yields  Price 

Reinvestment Risk

Price Risk
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BOND PRICE AND MARKET YIELD RELATIONSHIP

REQUIRED YIELD

P
R

IC
E

Risk

Reward
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KEY MEASURES OF INTEREST RATE RISK

Weighted Average Life
• Measures the timing of principal cash flows

• Often used for mortgage-related investments

Modified Duration

• Expected change in value of the bond given 100 bp change in yield, static measure

• Expressed in %

Effective Duration

• Measures actual price sensitivity given +/-100 bp change in yield

• Expressed in %
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WEIGHTED AVERAGE LIFE (WAL) EXAMPLE

Average Life is the length of time the principal of a debt issue expected 

to be outstanding.  

15 Yr MBS, 5.3yr WAL 5.3 Yr ACMBS, 5.3yr WAL

5.3 Years 5.3 Years
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TRUE OR FALSE: VARIABLE RATE SECURITIES 

HAVE NO INTEREST RATE RISK

FALSE

changes in spread will cause price to change

Example: 5 Year bond with SOFR +23 bps coupon will 

price at a discount if market requires SOFR +52 bps
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TRUE OR FALSE: VARIABLE RATE SECURITIES 

HAVE NO INTEREST RATE RISK

Required Market Spread
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MODIFIED DURATION

Approx. expected change in price for a 100bps change in rates

A duration of 3.0 means price is expected to change by ~3% for every 100bps 

change in yield

Modified Duration is a static measure and assumes cash flows do not change

Investors need to mindful of this limitation for securities with optionality:

For example, 20yr MBS    base case duration is  5.3

+200bps duration is     7.5
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EFFECTIVE DURATION

Measure of price change given +/- 100 bps shock 

• Average of the two scenarios

Expressed in % of price change not years

Pro: encompasses rate shocks

Con: can give misleading information regarding risk if used in isolation
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EFFECTIVE DURATION EXAMPLE

3.5yr Treasury

7yr non-call 3mo Agency

7yr non-call 3mo   -100bps duration is 0.2%

+100bps duration is 6.7%

average is 3.4%

Averaging of two outcomes produces misleading results

3.4% Eff Duration
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LONGER DURATION: THE “GOOD” AND THE “BAD”

Longer duration is sometimes perceived as “bad” as investors focus on price 
depreciation when rates rise

In rates down scenarios, longer duration is “good” as it helps portfolios:
maintain higher income 

provide price appreciation due to call protection

reduce reinvestment risk - diversification

Longer duration is “bad” if it does not provide a benefit in rates “down” 
scenarios
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YIELD CURVES

Shows relationship between short- and long-term interest rates

“Pure Expectation Theory” – shape of the Treasury yield curve is
function of investors’ outlook for future short-term interest rates

Yield curves are generally upward-sloping

Each non-Treasury investment has its own distinct Yield Curve that 
differs in shape and level from the Treasury yield curve
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YIELD CURVE EXAMPLES
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REINVESTMENT RISK

46
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REINVESTMENT RISK

The uncertainty of future yields upon re-investment of cash flows

Affects bonds differently (Bullets vs. Mortgages)

Size and frequency of P&I payments impact reinvestment risk

Investment horizon impacts reinvestment risk

Optionality can exaggerate reinvestment risk
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YIELD CURVE IS A GAUGE OF REINVESTMENT RISK

Why would a 1-Yr T-Bill have a higher yield than a 2-year Treasury?
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CALL RISK

49
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CALL RISK

Option-free bond
a-a’

a’

a

PRICE / YIELD RELATIONSHIP

YIELD

P
R

IC
E

Reward Cap

Continuously callable 
bond will not 
appreciate above 100

b

Callable bond
a-b

Callable Bond 
Negative Convexity Risk

Reward
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CALL RISK IMPACT ON RETURNS

If a bond is called, returns likely suffer in three ways:

Above market coupon is taken away

Miss out on price appreciation

Forced to reinvest at lower rates

Avoid Callable Bond “Trap”
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CALL RISK IN PORTFOLIOS – CASH FLOW

Lots of optionality = we get cash flow only when 
we do not want it, hurting returns

Stable profile = predictable cash flow means we 
can achieve better returns over time
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DOES MORE YIELD MEAN 

MORE RETURN?

53
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WHICH IS A “HIGHER RETURN” SECURITY?

1) Both are 5 Year Risks

2) Both are Government Quality

3) 2018 – Top of Fed Cycle

Today
A    B   

Price 100.00 99.65
Yield 3.50 3.06
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SECURITY A DESCRIPTION: 5 Yr Non-Call 1 Yr Agency

Callable in 1 
Year
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SECURITY B DESCRIPTION: 5 Year Treasury Note

Yield To Maturity:  3.06%
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1 Year Horizon
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HISTORICAL YIELD CURVE (1 YEAR HORIZON)

Where did rates go from purchase to horizon date?
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Horizon Date Treasury Price

Original Purchase 10/9/18 99.65

1 Year from Purchase 10/23/19 105.25

Difference 5.60

Security B appreciated by 5.6 points from purchase

WHAT HAPPENED TO OUR SECURITIES?

Security A – CALLED IN 1 YEAR 

Security B – PRICE APPRECIATED:
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TOTAL RETURN COMPARISON

Purchase Yield 3.50% 3.06% 0.44%

Answer: D. Treasury by $51,600

Security A  Security B  Difference  
Beginning $$ $1,000,000         $1,000,000 $           -

Income 35,000 30,600 (4,400)

Market Value  - 56,000 56,000 

Ending $$                       $1,035,000         $1,086,600              $ 51,600

Total Return 3.50% 8.66% -5.16%
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INCOME TO MATURITY ANALYSIS

$1,000,000 x .0544 = $54,400

5.44

Security A Security B Difference Cumulative 
Difference

3.50 3.06 +44 44

1.59 3.06 -147 -103

1.59 3.06 -147 -250

1.59 3.06 -147 -397

1.59 3.06 -147 -544

9.86 15.30
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CONCLUSIONS

Yield does not equal Return

Call protection is an important component of performance

Even if we do not sell, unrealized gain represents higher income

The difference between Income-to-Maturity Analysis and
Total Return is the Present Value of Future Cash Flows
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PREPAYMENT RISK

63
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MORTGAGE REFINANCING ACTIVITY

When Mortgage Rates are low, refinancing activity picks up.

Returned
Principal in
a low rate
environment

Lower future
income
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SECURITY EXAMPLE
In June of 2019, a bank purchased the following security:

30 Yr GNMA MBS with 4.98 average loan rate
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MORTGAGE POOL HISTORY

80% of 
the pool 
balance 
paid off 
(refi) in 1 
year as 
mortgage 
rates 
dropped
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