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Chapter 02:

Investment Objectives of Institutional Investors

NATURE OF LIABILITIES
A. Classification of Liabilities
	Liability Type
	Amount of Outlay
	Timing of Outlay
	Examples

	Type I
	Known
	Known
	Fixed-rate CDs & GICs

	Type II
	Known
	Unknown
	Life insurance policy

	Type III
	Unknown
	Known
	Floating-rate CDs & GICs

	Type IV
	Unknown
	Unknown
	A&H insurance; DB plan


B. Liquidity Concerns

1. The entity that holds the obligation against the institution may have the right to change the nature of the obligation, perhaps incurring some penalty (e.g. early withdrawal penalty for a CD)

2. For certain types of investment companies, shareholders have the right to redeem their shares at any time, which adds to the uncertainty of the liability from the point of view of the financial institution

3. An institution has to be concerned with possible reduction in cash inflows
II. OVERVIEW OF ASSET/LIABILITY MANAGEMENT

A. Introduction

1. The two goals of a financial institution are

a. To earn an adequate return on funds invested

b. To maintain a comfortable surplus of assets beyond liabilities

2. The task of managing funds of a financial institution to accomplish these goals is referred to as asset/liability management or surplus management, which involves a trade-off between

a. Controlling the risk of a decline in the surplus 

b. Taking on acceptable risks (of both assets and liabilities) in order to earn an adequate return on the funds invested

3. Institutions may calculate three types of surpluses
a. Economic

b. Accounting

c. Regulatory

B. Economic Surplus
1.  Economic surplus = market value of assets — present value of liabilitiess  
2. Duration is a measure of the responsiveness of an asset to changes in interest rates
a. If the duration of the assets is greater than the duration of the liabilities, the economic surplus will increase if interest rates fall
C. Accounting Surplus
1. Financial statements must be prepared in accordance with “generally accepted accounting principles” (GAAP)
2. GAAP for Assets

a. Three possible methods for reporting of assets
i. Amortized cost or historical cost

· The value reported in the balance sheet reflects an adjustment to the acquisition cost for debt securities purchased at a discount or premium from their maturity value
· Sometimes referred to as book value accounting
ii. Market value

· The balance sheet reported value of an asset is its market value
· When an asset is reported at its market value, it is said to be “marked to market”

iii. The lower of cost or market value

b. Real cash flow is the same regardless of the accounting treatment

c. The accounting treatment for assets is governed by Statement of Financial Accounting Standards No. 115 (FASB 115)

i. The accounting treatment required for a security depends on how the security is classified

	Account Classification
	Accounting Method
	Will Affect Surplus?
	Will Affect

Reported Earnings?

	Held to Maturity
	Amortized Cost
	No
	No

	Available for Sale
	Market Value
	Yes
	No

	Trading
	Market Value
	Yes
	Yes


3. GAAP and Unrealized Gains and Losses

a. An unrealized gain (+) or loss (-) affects the accounting surplus
b. An unrealized gain or loss may or may not affect the reported earnings
i. Under FASB 115, the accounting treatment for any unrealized gain or loss depends on the account in which the asset is classified

D. Regulatory or Statutory Surplus
1. Institutional investors that are regulated at the state or federal levels must also provide financial reports to regulators based on regulatory accounting principles (RAP)
2. Liabilities may or may not be reported at their present value, depending on the type of institution and the type of liability

3. The surplus as measured using RAP accounting is called regulatory or statutory surplus
III. BENCHMARKS FOR NON-LIABILITY DRIVEN ENTITIES

A. In bond portfolio management, the benchmark may be one of the bond indexes
B. Active money management involves creating a portfolio that will earn a return (after adjusting for risk) greater than the benchmark
C. In contrast, a strategy of indexing is one in which a money manager creates a portfolio that only seeks to match the return on the benchmark
IV. INSURANCE COMPANIES

A. Two types of insurance companies

1. Life insurance companies (“life companies”)

2. Property and casualty insurance companies (“P&C companies”)

B. Fundamental Characteristics of the Insurance Industry

1. An insurance policy
a. A contract for which the policyholder (or owner) pays premiums in exchange for the insurance company’s promise to pay specified sums contingent on future events
2. The surplus
a. Since the accounting treatment of both assets and liabilities is established by state statutes covering an insurance company, surplus is commonly referred to as statutory surplus
b. Statutory surplus is important because regulators view this as the ultimate amount that can be drawn upon to pay policyholders
3. The overall profit or loss (two parts)

a. Investment income

i. The revenue from the insurance company’s portfolio of invested assets

b. Underwriting income

i. Difference between the premiums earned and the costs of settling claims

C. Regulations Affecting Investment Decisions

1. The investments of insurance companies are regulated primarily at the state level
a. Model laws and regulations are developed by the National Association of Insurance Commissioners (NAIC), a voluntary association of state insurance commissioners

b. An adoption of a model law or regulation by the NAIC is not binding on a state, but states often use these models when writing their laws and regulations

2. Three principal areas that the NAIC has addressed that affect the investment decisions and strategies of insurance companies

a. How assets are valued for regulatory reporting purposes

b. Guidelines for investments

c. Risk-based capital requirements

i. Rather than using asset size, the NAIC bases the capital needs of an insurance company on the nature of the risks to which it is exposed

· For a life insurance company
· Asset risk

· Insurance risk

· Interest rate risk

· Business risk

· For a property and casualty company
· Asset risk

· Credit risk

· Loss/loss adjustment expense risk

· Written premium risk

ii. Based on these risks, the required amount of adjusted regulatory capital, referred to as the risk-based capital requirement, is determined

iii. Of the risk factors, the one that has a direct bearing on decisions made by the manager of an insurance company’s portfolio is the asset risk
D. Life Insurance Companies

1. Term Insurance Policy Risks
a. The insurance company knows the amount of the liability, but does not know the date
2. Whole Life Policy Risks
a. The liability risk associated with the investment feature of a whole life policy is that the insurance company may not be able to earn a return on its investment portfolio that is greater than the policy’s crediting rate
3. Universal Life Policy Risks
a. The risk that the insurer faces is that the return earned is not competitive with those of other insurance companies, resulting in policy lapses

4. Annuity Policy Risks
a. The insurer faces the risk that the portfolio of assets supporting the contract will realize a return that is less than the implicit rate that the insurer has agreed to pay
5. Guaranteed Investment Contract
a. The risk that the insurer faces is that the rate earned on the portfolio of supporting assets is less than the rate guaranteed
E. Managing the Economic Surplus

1. For insurance companies, not all the assets are marked to market, and liabilities are not marked to market
2. Thus, the surplus reported by a life company is not the economic surplus but an accounting and statutory surplus
3. The investment strategies that can be used vary by the type of policy class

a. For an annuity, an investment strategy known as a dedicated portfolio strategy can be used to generate a cash flow that will satisfy all future obligations specified in the policy, regardless of how interest rates change in the future

b. For a GIC policy, an immunization strategy can be used to achieve the target amount that must be paid at maturity regardless of how interest rates change

c. Dedicated portfolio strategies and immunization strategies are also referred to as structured portfolio strategies because they involve structuring the portfolio to satisfy liabilities

F. Property and Casualty Insurance Companies

1. The liabilities of P&C companies have a shorter term than life companies and vary with the type of policy

2. While life companies are constrained as to eligible assets in which they may invest, P&C companies have greater leeway for investing
a. For example, a P&C company might be required to invest a minimum amount in eligible bonds and mortgages
b. Then, it is free to allocate its investments any way it pleases among eligible assets in the other asset classes

3. In recent years, P&C companies have constructed their portfolios to have shorter maturities which better match the short-term and highly uncertain nature of their liabilities

V. PENSION FUNDS

A. Types of Pension Plans

1. Defined contribution plan

a. The plan sponsor is responsible only for making specified contributions into the plan on behalf of qualifying participants

b. The amount contributed is typically either a percentage of the employee’s salary or a percentage of profits

c. The plan sponsor does not guarantee any specific amount at retirement

d. The payments that will be made to qualifying participants upon retirement will depend on the growth of the plan assets

e. The employee bears all the investment risk

2. Defined benefit plan

a. The plan sponsor agrees to make specified dollar payments to qualifying employees at retirement (and some payments to beneficiaries in case of death before retirement)

b. The retirement payments are determined by a formula that usually takes into account both the length of service and the earnings of the employee

c. The pension obligations are effectively the debt obligation of the plan sponsor, who assumes the risk of having insufficient funds in the plan to satisfy the contractual payments that must be made to retired employees

d. All the investment risks are borne by the plan sponsor

e. Financial Reporting Requirements for Corporate Defined Benefit Plans

i. The reporting requirement for corporate pension obligations for defined benefit plans is promulgated by Financial Accounting Standards Board (FASB) No. 87
ii. Few basic definitions used in the pension fund industry

· The surplus of a pension plan is the difference between the plan’s assets and the plan’s liabilities

· Assets are measured in terms of market value
· Liabilities are measured in accordance with FASB 87
· A pension plan that has a positive surplus is said to be an overfunded pension plan

· A pension plan that has a negative surplus is said to have a deficit or be an underfunded pension plan

· The ratio of a plan’s assets to its liabilities is called its funding ratio
iii. The accounting rules promulgated by FASB 87 require that both the liabilities and assets of pension funds be marked to market
· More specifically, the accountant under FASB 87 must use a market interest rate in determining the present value of liabilities

iv. Under the rules of FASB 87, if a plan is underfunded, the shortfall must be reported in the balance sheet as a liability
v. In addition to the effect on the balance sheet, FASB 87 also requires an adjustment to the reported earnings of a corporation if the change in the pension plan’s surplus is large
· If the surplus increases by more than 10% of either the plan’s assets or liabilities, then this is treated as a reduction in pension expenses for the period and therefore increases earnings
· If the surplus decreases by more than 10% of either the plan’s assets or liabilities, then this is treated as an increase in pension expenses and thereby reduces earnings
vi. Two types of plan liabilities defined in FASB 87
· The accumulated benefit obligation (ABO)
· An approximate measure of the liability of the plan in the event of a termination at the date the calculation is performed
· The projected benefit obligation (PBO)
· A measure of the plan’s liability at the calculation date assuming that the plan is ongoing and will not terminate in the foreseeable future
vii. The rate suggested in FASB 87 for discounting the obligations is called the settlement rate
viii. Because of FASB 87, the corporate pension sponsor must look at managing the surplus, not just assets
ix. The volatility of the surplus is also critical and must be controlled
x. Unlike corporate pension funds, public pension funds do not have to comply with FASB 87
· Consequently, the funds can be managed assuming a long-term investment horizon
VI. INVESTMENT COMPANIES

A. Types of Investment Companies

1. Open-End Fund (Mutual Fund)

2. Closed-End Fund

B. Fund Expenses

1. The financial advisor to the fund charges a management fee, also called an investment advisory fee
2. Funds incur other costs in addition to the management fee

a. Expenses for maintaining shareholder records

b. Expenses for providing shareholders with financial statements

c. Expenses for custodial and accounting services

d. These expenses are referred to as other expenses in the industry

3. The management fee and other expenses are referred to as annual fund operating expenses
C. Fund Objectives and Policies

1. Every prospectus for a fund must include a statement about

a. The investment objectives the manager of the fund seeks to accomplish

b. The policies the manager will follow to meet the investment objectives

D. Target Term Trusts versus Perpetual Funds
1. In the late 1980s, a new type of investment company was introduced with a termination date, referred to as a target term trust
a. The objective of a target term trust is to return a specified dollar amount (typically $10 per share) to the shareholders at some specified date in the future
b. These funds invest in a portfolio of high quality fixed income securities
c. Because the objective of a target term trust to return a specified dollar amount differs from that of a perpetual fund, the management of a target term trust differs significantly from that of the management of a perpetual fund
E. Regulation

1. All investment companies are regulated at the federal level by the Investment Company Act of 1940 and subsequent amendments to that legislation

2. The securities they issue must be registered with the SEC
3. Moreover, investment companies must provide periodic financial reports and disclose the investment policies they will follow to achieve their investment objectives to investors

4. The most important feature of the Investment Company Act of 1940 has to do with what the law permits

a. The law frees any company that qualifies as a “regulated investment company” from taxation on its gains, either from income or capital appreciation

b. To qualify as such a company, the fund must distribute to its shareholders 90% of its income each fiscal year
c. Further, the fund must follow certain rules for the diversification and liquidity of its investments and about short-term trading and gains
F. Managing an Investment Company’s Portfolio

1. For a given investment objective and policies, there will be a difference between the management of an open-end and closed-end fund with respect to liquidity requirements

a. The manager of an open-end fund must be prepared to liquidate a portion of the portfolio to satisfy net redemptions (i.e. the difference between the shares redeemed and the new shares sold)

b. This is not a concern to the manager of a closed-end fund
2. All fund managers seek to minimize the costs of operating a fund
VII. DEPOSITORY INSTITUTIONS

A. Introduction

1. Depository institutions are financial intermediaries that accept deposits
2. They include

a. Commercial banks (or simply banks)

b. Savings and loan associations (S&Ls)

c. Savings banks
d. Credit unions
3. It is common to refer to depository institutions other than banks as “thrifts”
B. The Asset/Liability Problem of Depository Institutions

1. A depository institution seeks to earn a positive spread between the assets it invests in (loans and securities) and the cost of its funds (deposits and other sources)

2. This difference between income and cost is referred to as spread income or margin income
3. In generating spread income a depository institution faces several risks
a. Credit risk

b. Regulatory risk

i. The risk that regulators will change the rules so as to adversely impact the earnings of the institution

c. Interest rate risk

i. The risk that a depository institution’s spread income and capital will suffer because of changes in interest rates

4. The problem of pursuing a strategy of positioning a depository institution based on expectations is that considerable adverse financial consequences will result if those expectations are not realized
a. The evidence on interest rate forecasting suggests that it is a risky business
b. The goal of management should be to lock in a spread as best as possible, not to wager on interest rate movements

5. Some interest rate risk, however, is inherent in any balance sheet of a depository institution

a. Managers must be willing to accept some interest rate risk, but they can take various measures to address the interest rate sensitivity of the institution’s liabilities and its assets

b. A depository institution should have an asset/liability committee that is responsible for monitoring the exposure to interest rate risk
C. Regulation

1. Regulators have placed restrictions on the types of securities that depository institutions can take a position in for their own investment portfolio
2. There are risk-based capital requirements for depository institutions

3. Bank regulators have addressed ways in which interest rate risk should be incorporated into capital requirements
a. The Federal Depository Insurance Corporation Improvement Act of 1991 mandated that bank regulators take into consideration interest rate risk in setting capital requirements
b. In August 1995, bank regulators amended the capital requirements based on a bank’s exposure to interest rate risk

i. Exposure was measured in terms of the decline in a bank’s economic value due to a change in interest rates
c. About a year later, a joint policy statement was issued by bank regulators setting forth sound practices for managing interest rate risk
4. For thrifts, regulators have taken a different approach

a. In August 1993, the Office of Thrift Supervision finally adopted a rule that incorporated interest rate risk exposure into risk-based capital requirements
i. The rule specifies that if a thrift has greater than “normal” interest rate risk exposure (where normal is defined by the rule), then there would be a deduction to the thrift’s total capital for purposes of calculating its risk-based capital requirements
ii. Interest rate risk exposure was specified in the rule as a decline in the net portfolio value resulting from a 200 basis point shock in market interest rates

VIII. ENDOWMENTS AND FOUNDATIONS

A. Endowments and foundations include colleges, private schools, museums, and hospitals
1. The investment income generated from the funds invested by endowments and foundations is used for the operation of the entity
2. In the case of a college, the investment income is used to meet current operating expenses and capital expenditures (i.e. the construction of new buildings or sports facilities)

B. As with pension funds, qualified endowments and foundations are exempt from taxation
C. The board of trustees, just like the plan sponsor for a pension fund, specifies the investment objectives and the acceptable investment alternatives
D. Typically, the managers of endowments and foundations invest in long-term assets and have

1. The primary goal of safeguarding the principal of the entity
2. A secondary goal to generate a stream of earnings that allow the endowment or foundation to perform its functions of supporting certain operations
E. There is a constraint imposed on an endowment and a foundation in order to maintain its tax-exempt status
1. In general, at least 5% of the fund’s assets must be paid out each year
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