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Five Timeless Investment Principles

. Yield is not what you get

. Total Yield™ or Total Return captures the risk/reward tradeoff of
maturity and option risk versus yield

. Conventional asset/liability methods can lead to poor
investment decisions

. There is a big difference between good and bad investing

. There must be accountability for investment and A/L advice
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Principle #1: Yield is not what you get

Axiom: Interest Income —Interest Expense = Profit

Corollary #1:
Purchase Yield (assets) — Issued Yield (liabilities) is not Profit

Corollary #2:
Scenario analysis of income must be performed
(a Yield Table does not quality)

Corollary # 3:
The future remaining tail risk must be addressed
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Yield is not what you get: An Example
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What Actually Happened

7.50 7.00 6.50 6.00 5.50 5.00 4.50 Weighted Coupon
Jun-00 100% 0% 0% 0% 0% 0% 0% 7.50
Dec-00 92% 8% 0% 0% 0% 0% 0% 7.46
Jun-01 65% 35% 0% 0% 0% 0% 0% 7.33
Dec-01 40% 28% 32% 0% 0% 0% 0% 7.04
Jun-02 27% 23% 29% 22% 0% 0% 0% 6.77
Dec-02 15% 15% 19% 19% 0% 33% 0% 6.13
Jun-03 8% 8% 10% 12% 0% 30% 31% 5.49
Dec-03 5% 5% 6% 9% 17% 27% 30% 5.36
Jun-04 4% 4% 4% 7% 29% 24% 28% 5.30
Dec-04 3% 3% 3% 6% 26% 33% 26% 5.23
Jun-05 2% 2% 3% 5% 22% 42% 24% 5.17
Dec-05 2% 2% 2% 14% 19% 38% 23% 5.24
Investment Period Weighted Coupon 6.07 vs. 7.50%
Price Dec-
05 104-23 104-09 102-18+ 100-28+ 99-00+ 96-28+ 94-06+
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Clearly Yield is not what you get

Actual pool yield = 6.07%; Projected pool yield = 7.50%;
Actual bullet agency yld = 6.75%; Projected bullet yld =7.10%

Look forward income: 5.24% weighted average vs. 7.10% bullet
agency (4.5 years left)

Weighted market value of pools is $97.67 vs. $109.5 for remaining
4.5 year bullet

7.50% purchase yield vs. 7.10% purchase yield

Pool income $3,894,000 vs. bullet agency $4,438,000 (on $10 million)
Pool loss $233,000 vs. bullet gain of $954,000

Net difference = $1,731,000 shareholder value on $10 million!
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Principle # 2: Total Yield™ or Total Return captures the

risk/reward tradeoff of maturity and option risk versus yield

Corollary #1:
Investments must be compared over the same investment horizon

Corollary # 2:

Simulating income to maturity via scenario analysis or discounting the
present value of the cash flow to maturity via scenario analysis gives the
same relative answer

Corollary #3:
Market Value is the discounted present value to maturity

PERFORMANCE

\ ¥ W TRUST.

INVESTMENT ADVISORS



Yield is Not What You Get

Look-Forward
3-Yr Horizon: June 2000

—a— 30 Year Pool 7.5

—a— 10 Year Bullet Agency

0
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Total Return: Evaluating Risk vs. Reward

Total Return

Look-Forward
3-Yr Horizon: June 2000

—a— 30 Year Pool 7.5 —a—10 Year Bullet Agency
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Another Example from Today

Look-Forward
1-Year Horizon: May 2007

—&—5 YearNC 1
—@—5 Year Bullet Agency
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Again, Total Return Provides a Clearer Picture

Look-Forward
1-Year Horizon: May 2007

Total Return

—a—5YearNC 1
——5 Year Bullet Agency
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Principle # 3: Conventional asset/liability

methods can lead to poor investment decisions

Corollary #1:
A one or two year income simulation ignores much of the maturity and
option risk

Corollary # 2:
If Asset2 > Assetl, then (Asset2 — Liabilities) > (Asset] — Liabilities)

Corollary #3:
Good A/L management can’t turn a bad asset into a good one
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Principle # 4: There is a big difference between

cood and bad investing (see also principles 1 and 3)

Corollary #1:
The performance of the portfolio must be measured
(UBPR is not what you get)

Corollary # 2:
This difference is not simply due to interest rate guessing

Corollary #3:
Poor risk/rewards can win in the short run
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There is a Big Difference Between Good and Bad Investing
Total Return Differential: 20t vs 80t percentile

1 Year Total Returns
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There is a Big Difference Between Good and Bad Investing

Total Return Differential

: 20th vs 80" percentile

3 Year Total Returns

<
S
~
c
f—
=)
fra
()
04
I
©
l_

-

/—M‘ 87

0 4 8 12 16 20 24 28 32 36 40 44 48

52 56 60 64 68 72 76 80 84 88 92 96

—=—3yr Tr - 4Q02 ——3yr Tr - 4Q06

- PERFORMANCE
MR NPRUST,

BNV EE S TMENT ADVISORS




Principle # 5: There must be accountability for

investment portfolio and asset/liability advice

Corollary #1:
Not all ideas have the same merit

Corollary # 2:
Hindsight is 20/20...only if you look

Corollary #3:
Look-Backs® can make for better Look-Forwards®
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Accountability
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This bond performed near expectation
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Five Timeless Investment Principles

. Yield is not what you get

. Total Yield™ or Total Return captures the risk/reward tradeoff of
maturity and option risk versus yield

. Conventional asset/liability methods can lead to poor
investment decisions

. There is a big difference between good and bad investing

. There must be accountability for investment and A/L advice
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For More Information

www.performancetrust.com

www.bondmathuniversity.com

Or

rberg@performancetrust.com
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