Bond utilization Functional Asset Allocation

Utilizing Bondsin Functional Asset Allocation ™

By Bert Whitehead, M.B.A., J.D.
©2003

Functional Asset Allocation ™ recognizes three categories of assets which require
proper allocation and utilization in designing a portfolio for ‘real people.’* These
include ‘Interest Earning,’ ‘Real Estate, and ‘Equities.” Thisarticleisthefirst of
three which will focus on the suitability of various investment vehiclesin
implementing Functional Asset Allocation. Thisarticle focuses on evaluating the
optionsavailable in the *Interest Earning’ category, which includes cash and bonds.
Various vehicleswill be discussed asto their suitability to provide the specific
functions of the ‘interest earning’ category.

Thefunction of ‘interest earning’ investmentsistwo-fold: to protect the portfolio
against deflation, and to assur e adequate cash flow so other long-term investments
do not have to be sold to meet regular ongoing financial obligations. Assuch the
yield provided by theinvestment takes a back seat to the liquidity and capital
preservation considerations: except for very short-term liquid investments, | do not
want clients chasing yield in theinterest earning category of their investments. A
mor e secur e and higher total return can be accomplished by focusing investment
risk in the equities portion of the portfolio and keeping theinterest earning portion
asa safety net.

Thisfunctional approach hastwo advantages. First, the interest earning vehicles
recommended are easily under standable to a non-financial person. Second, with the
comfort of having a safety net with interest ear ning investments, theclient is
psychologically better prepared to ‘stay the course’ during arecession.

Theinterest earning category includes three asset classes: ‘Bonds,” which have
maturities of morethan 18 months; ‘Cash’ which isimmediately available or will
mature within 18 months, and ‘Emergency Cash.” ‘Emergency Cash’ isatax
sheltered reserve of short term interest earning investments whose value is not
dependent on market variables (although the interest rate will be adjusted
periodically). The vehicleswhich can be utilized arelisted below for each asset class
in theorder of their suitability.

I. Cash = Thefunction of thisasset classisto provide on-going cash flow to

meet regular expenses. Without adequate assetsin ‘Cash’ and
‘Emergency Cash’ (discussed below), thereisareal risk that long-term
investments may haveto be cashed in beforethey are“ripe.” Usually it is
appropriate to have two to six months living expensesin cash, depending
on the volatility of a client’s expenses as well astheregularity of their



cash flow (thus self-employed, commissioned clients, unemployed and
retired clientsrequire more liquidity).

Clientswho run short on cash flow often display ‘deprivation anxiety.’
Thisshows up in bickering over small expenses, often loss of sleep, and
frequent callsto the advisor. Thebest medicinefor thiscondition isto
make surethe client has adequate cash flow.

While FDIC insured savings and checking accounts do provide greater
safety, | generally prefer money market fundsfor baseliquidity. | think
the lower return offered by banks, etc. who offer FDIC cover age does not
reflect the differencein risk in money markets. Typically money markets
pay 50-100% higher ratesthan bank savingsaccountsand C.D.’s. Inthe
past 25 yearsonly two money market funds had to drop their par value
below $1.00. Onewasa fund catering exclusively to institutions, and the
other was money market fundswithin annuities wher e the higher
expenses exceeded theyield.

Usually municipal tax-free money market funds are appropriate for
clientsin a 30% tax bracket or higher. The spread between theyields of
muni money mar ket funds and taxable money market funds can fluctuate
dramatically. Wemonitor this spread monthly, and in the recent past
there have been periods wher e taxable funds netted a higher after-tax
yield than muni funds; likewise there was a period wher e tax-free yields
wer e higher than taxableyields. For clientswith sufficient assets, we can
add value by shuffling their cash back and forth to take advantage of the
Spread.

For cash which will not be needed for 6-18 months, short term C.D.’s can
be competitiveif they are held until maturity; otherwise the surrender
charge (normally 3 monthsinterest) bringstherate down below money
market levels. We also use the Schwab Yield Plusfund, which imposes a
0.25% surrender chargeif not held for 90 days, and hasa relatively low
expenseration of 0.40% Thesetypes of funds offered through discount
brokersareinvested in ultra-short term bondswith an average ‘A’ rating
and average maturities of 90 dayswith yields generally in the 4% to 6%
range, Sharp fluctuationsin short term interest rates can affect the net
asset value, and decrease (or increase) thetotal return relativeto the 30
day SEC yield.

We have used various bond funds which averaged maturities of 6-9
months, but have found that they are proneto having negativereturnsin
quartersmarked by high interest rate volatility. So we have discontinued
their usefor thisasset class.



2. Emergency Cash = Thefunction of thisasset classisto provide a
reserve designed to protect clientsfrom along-term interruption in
incomeor large unforeseen expenses. We define an ‘emergency’ as
any time when the client’stax bracket drops. Thuswe prefer to use
vehicleswhich produce a higher return but which entail a taxable
event when accessed. Thispreventsclientsfrom tappinginto this
reserve unnecessarily, but also enhancesthetax efficiency of the
portfolio in two ways:. interest earned istax deferred, and when
withdrawn istaxed at a lower rate, often zero.

Accordingly we build up ‘Emergency Cash’ sothat it isat least twice
the minimum cash recommended, or 20% of outstanding mortgages,
whichever ismore. For clientsin thedistribution stages, we want a
minimum of 25% of interest ear ning assets combined in ‘Cash’ plus
‘Emergency Cash.’

When starting out, most young people are advised to use their 401-k
or other tax-deferred contributionsto fund thisasset class, usually in
G.I.C.’sor money market funds. Thisenablesthem to build a
reserve against which they can borrow for a down payment on their
home. Clientswho cometo usalready having life insurance with cash
values or annuities with significant cash are advised often to keep
theseinvestments as‘emergency cash.” Using 1035 tax-free exchanges
from high cost annuitiesinto annuitieswith Vanguard or TIAA
CREF can reduce the expense of the annuity.

The best investment for ‘Emergency Cash,” however, isU.S. Savings
Bonds. Theseearn interest which isfederal tax deferred and state tax
free. Theinterest rate paid changesevery six months, but generally
has averaged between 4-6% since 1990. Savings Bonds cannot be
cashed in for thefirst twelve months; thereafter you can cash themin
at any time, but if cashed in within thefirst five yearsthen three
monthsinterest isforfeited. They continueto earn interest for 30
years. Then they can beeither cashed in or be exchanged tax freefor
SeriesHH Savings Bonds which pay 4%. Savingsbonds arethe only
tax-advantaged gover nment backed investment which always pays
back morethan wasinvested whenever they are cashed in (after
twelve months).

Currently thereare Series EE and Series| Savings Bonds available;
EE bondsareissued at half their face value but Series| bondsare
issued at facevalue. They differ in theway interest is calculated.
Each six monthstheinterest rate on EE bondsis adjusted to 90% of
the averagerates paid on five year Treasury Notesfor the past six
months. Theinterest rateon Series| bondsisadjusted every six
months, but the changes are based on the CPI (rate of inflation) for



|

the past six months, plusa ‘baserate which iscurrently 2%. Series|
bonds, which wereintroduced in thelate 1990’'s, have generally but
not always paid higher yieldsthan Series EE bonds. Generally | am
partial to Series EE bonds because they guarantee a 4% compounded
yield if held for 17 years, until they reach face value. They can of
coursedoublein lessthan 17 yearsif interest ratesare over 4% for
that period. Thusthey not only provide protection against deflation
with a guaranteed baserate, but also protect against inflation since
theyield isadjusted to current interest rates, which in turn aredriven
by inflation and inflation expectations.

There are some peculiarities of Savings Bonds which add to their
attractiveness. Whileinterest on the bonds accrues on a tax-deferred
basis by default, the owner can elect to pay thetaxeson theinterest as
it accrues. Thusputting bondsin a child’sname, and having the child
report theincome each year, when the bond is cashed theinterest is
paid out without additional taxes. If the bondsarein the parents
name(s) theinterest can be tax free when the bond is cashed in for a
child’ s education (subject to a meanstest).

Savings Bonds can be purchased at most banks, or on the internet at
www.SavingsBonds.gov. The advantage of buying them on-linewith a
credit card isthat thereisno chargefor paying with a credit card and
the buyer can earn mileson their credit card. Therearelimitson the
amount of Savings Bondsthat can beissued to a single social security
number in a calendar year: $30,000 of Series| bonds plus $15,000
($30,000 face value) of SeriesEE. Thereason for thisisthat banks
have traditionally been the primary outlet for issuing Savings Bonds.
Theratesand tax advantages of Savings Bonds are superior toC.D.’s
and so banksinsisted that there be a limit on how much could be
invested. Otherwise savvy saverswould cash in their C.D.’sand buy
Savings Bonds.

Long-term Bonds. The function of ‘Long-term Bonds,” i.e. those with
maturities of morethan 18 months, isto provide capital preservation
and protect theinvestor from deflation. For thisreason | strongly
prefer U.S. Stripped Treasuries: they arerecognized asthe safest
investment on the planet and they ar e non-callable when deflation
beatsdown interest rates. They arecalled “strips’ becausethey are
‘stripped’ of their interest coupons. Thusthey are sold at a discount
from face valuerather than providing a stream of income asregular
bondsdo. Thedisadvantage of regular Treasury notes and bondsis
that they pay out interest each six months, which then hasto be
reinvested (at lower rates during deflationary periods).




‘Strips areideal to useto build a ‘cash-flow bond ladder.” The
traditional approach, touted by bond dealers, isto use an ‘income
bond ladder.” Tobuild an ‘income bond ladder’ bonds are laddered
(so one matures each year over aten or fifteen year period. They then
provide a stream of income, so if $1,500,000 wer e invested at $100,000
per year for 15 yearsat an average of 5%, the owner receives $75,000
per year in interest income which never runsout. Each year the bond
at the short end of theladder maturesand isinvested again at the
long end of the ladder, at the then current rates. Thustheladder
provides‘dollar cost averaging’ into the bond market to stabilize the
aggregateyield, and the payment of income only leavesthe principle
amount invested.

In contrast a ‘ cash-flow bond ladder’ is built with ‘stripped’
Treasuriesto provide cash flow instead of a stream of income.
Continuing the example above, instead of investing the whole
$1,500,000 in bonds, bonds with a face value of $75,000 per year are
invested over a 15 year period, assuring the client of a guaranteed
cash flow for 15 years. Thesebonds, if averaging a 5% vyield, would
cost about $750,000 because they are discounted. Assuming $250,000
iskept in ‘cash’ and ‘emergency cash,’ the remaining $500,000 could
beinvested in equitiesor real estate. Over thelong term, aswe have
learned from Modern Portfolio Theory, the additional diversification
of the portfolio which the ‘cash-flow’ ladder enableswill providea
higher return with lessrisk over thelongterm.

Building a ‘cash-flow ladder’ in effect givestheinvestor a 15 year
investment horizon. When other investments do well and increasein
value, we will take someor all of the $75,000 per year required from
selling stocks or real estate. Thebond for $75,000 which maturesthat
year at theshort end of the ladder isthen invested at the top of the
ladder, whereit will buy two years of $75,000 bonds. In deflationary
times, the stock and real estate portfoliois held intact and the $75,000
cash flow isderived from the bond which is currently maturing.

Note that inflation-indexed Treasury bonds (called ‘TIPS') are not
congruent with a functional asset allocation approach sincethey do
not protect theinvestor from deflation. Their rateof returnis

indexed to inflation, so theyield drops during deflationary periods.

Sincetheinterest accruing each year on a‘strip’ istaxable even
though no interest ispaid out, it isideal to build a ‘cash-flow ladder’
with *qualified’ funds (i.e. in somesort of pension). Thisnot only
makes the portfolio moretax efficient, it also provides an invincible
safety net for theinvestor becausein most states pension fundsare
exempt from creditors. Sothe bond ladder enables more



diversification in a portfolio, preventsloss of capital, reduces taxes
and isthe ultimate protection against lawsuits.

FDIC backed C.D.’s can be substituted for Stripped Treasuriesfor up
to five yearsout, since generally longer term C.D.’sarenot available.
If thereisnot enough qualified fundsto build a ‘ cash-flow’ ladder
with stripsand C.D.’s, AAA insured non-callable municipal bonds
can be used for up to ten yearsout; there arefew issued that are non-
callable beyond ten years.

It istruethat corporate bonds and high-yield (junk) bonds offer
significantly higher yields, but they also carry morerisk. The
securities market isvery efficient at pricing bondswith yieldsto
maturity which accurately reflects the perceived risk of the issue.
Treasury bonds arethe lowest yielding bonds because they arethe
safest. It isnot prudent to chase a higher yield, which alwayscarry
higher risk, in thisasset class since the function of bondsin a portfolio
iscapital preservation. It iswiser totake additional risksin equities
wherethereturn isgreater, and keep bonds safe.

In addition to therisk considerations, corporate and municipal bonds
involve excessive transaction fees because the bond market isvery
inefficient. Unlike U.S. Treasury securitieswhich only vary in their
maturity dates, other bond issues have numerous other featureswhich
affect their risk. Thesefeaturesinclude: if and when thebond is
callable and at what price, what other creditorsthe debt is
subordinate to, the sour ce of repayment and related risk, etc. Asa
result of these complexities, the trading markets for each type of bond
arevery thin, and the spread is very wide between the bid and asked
prices. Thisiswhy non-Treasury bond pricesarenot listed in the
newspaper. Pricesfor Treasury securitiesare listed daily because
they tradein an efficient market: they are ubiquitousand aretraded
in billions of dollars 24 hours a day acrossthe globe.

What thisboils down to is measuring the true transaction costs. The
true transaction costsinclude commissions and the spread between
the buy and the sall prices. Sincethe market isso thin, bond dealers
often buy the best bond dealsfor their own inventory and mark them
up and resell them to investors. Thisiswherethe money ismadein
bond trading. Thiscan be determined by comparing thetotal cost of
the bond bought versusthe net proceedsif sold the next day and
interest rates were unchanged. Thisround-trip cost, for a $25,000
Treasury bond would be lessthan $100 (= 0.4%) at virtually any
discount broker. In contrast, a $25,000 cor por ate or municipal bond
similarly traded through a discount broker could well carry around-
trip cost of over $500 (=2.0%).



Often bonds which seem safe actually carry a high risk because of
these various features which aretacked on. Thetime, expertise, and
effort necessary to properly evaluate risk in bonds are wor thwhile
only for very largeinstitutions and foundations. These bonds ar e not
designed for, nor arethey appropriatefor, ‘real people.’

Bond mutual funds do provide manager s knowledgeable about the
bond market. Theseare not appropriateto useto implement
Functional Asset Allocation, except perhapsfor very small clientsjust
starting out. Thisisbecause bond fundsdo not providethebasic
function of capital preservation, which isthe purpose of interest
earning investments. If interest ratesincrease long-term, the bonds
will declinein value. Investorswho bought bond fundsin the late
1960’ s suffered permanent lossesin their portfolios because inter est
rates have not yet declined to the level they werein the 60's. When an
individual bond is purchased, in contrast, you are guaranteed to get
your original investment back in addition to theinterest generated.

In summary, a perfect portfolio of interest earning investments for
‘real people’ includes enough ‘Cash’ to provide uninterrupted cash
flow; ‘Emergency Cash’ equivalent to 20% of outstanding mortgages,
and ‘Bonds’ structured in a cash-flow bond ladder to provide
protection from deflation. For example, Bob and Mary are ‘real
people’ who earn $100,000 annually, and have a net worth of
$550,000. Thisincludesaprimary residence worth $250,000 (lessa
$200,000 mortgage), and an investment portfolio of $500,000, half of
which is pension money (qualified funds). Using the principles of
Functional Asset Allocation ™ the default allocation (subject to
adjustmentsfor appropriaterisk exposure) would be 40% interest
earning (= $200,000) and 60% equities (=$300,000). We will assume
that the client is45 years old and wantstoretirein 15 years.

Of the $200,000 in the inter est-ear ning asset category, $10,000 would
be kept in atax-free money market fund (since the client would be in
a 30%+ tax bracket depending on state tax). $40,000 would be
invested in U.S. Savings Bonds (half in Series EE and half in Seriesl)
as'Emergency Cash.” Theremaining $150,000, which isin qualified
funds, would beinvested in a Stripped Treasury Ladder to fund 15
rungs with a face value of $25000 each which would begin to mature
15 yearsfrom now. Theplan would betoincreasetheladder to

per haps $75,000 per rung over the next 15 years. Then the

gover nment guaranteed cash flow provided by the bond ladder,
combined with Social Security of about $25,000 per year would enable
them toretire at the same standard of living as they enjoy now.



Thisinterest-earning portfolio isnot only invincible since over 95% is
in Treasury securities, it isalso totally tax efficient: 1) the muni
money market istax-free; 2) the U.S. Savingsbonds are all tax-
deferred; and 3) the bond ladder isin qualified fundswhich istotally
tax deferred. In addition, the bulk of the assets marked for capital
preservation (i.e. the bond ladder) are protected from creditorssince
it ispension money.

Using ‘Functional Asset Allocation’ ™ for inter est-earning
investments enablesthe Financial Advisor to protect the client in the
wor st scenarios, provide optimum tax efficiency, and assures the cash
flow needed to prevent ‘deprivation anxiety.’

* Theterm ‘real people refersto Americanswho build their wealth
from their own earnings. It would not includethe very rich (over
$10,000,000 net worth) or the very poor eligiblefor gover nment
assistance programs. It isused instead of “ middle America’ which
has geogr aphic connotations and can be perceived asreferring to
middle-class people only.
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