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Optimizing Your
Association’s
Investment Mix

Falling fixed-rate returns have
opened association investors’ eyes to the
perks and perils of risk,

3y James K. MEEK

ignificant reductions in interes mies on fxed-income investments.

have led assneiations wo make significant adjustments o Investment

palicies. In shart, associatons are amempling to make more out of less

by pursuing investment strategies in the stoek marker Before vour
nextfinance committee mestng, tike a look at recent history: [t may be time
10 TEWTILE YOU 8530cition’s investment policy.

Rate changes prompt new thinking
In 1590, the average money market account produced a return of about
.8 percent; a fiveyear weasury bond yielded more than 8 peccent, and the
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fixed-income markets were fresh from 2 decade that had
routinegly provided double-digit income levels. The markews
were changing, however, and quickly, To simulae a
flagging economy, the Federal Reserve Board cur short
rates—the interhank loan charge thae woderlies the prime
rate—14 dimes in 21 manths,

A5 expected, the economy lifted owt of recession, b
[ower interest rates also produced unexpected consequences.
Associaton execulives who for years had relied on resene
fund interest ineome as a revenue line item in their
'l:I['-'I'-'ri'lli.I'Ig bu-:lgtrs were Facerl swith c'lr:i:['ini:ng reiurns. [n MEL
associations that invested in Bveyenr treasury honds in 1987
likely were rolling out of an 8 percent wo 9@ pereent retarm
mte 3 fixed rawe eof 3 percent to 6 percent by 1902, That's an

income decrease of 33 percent.
This smeanc asscciadons faced the dilemma of providing members the mme
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Investmenis

level of services with 2 smaller budget
oF ven fuTing onoe provicusly eschewed
groued: nonfined investnents.

In the 1992 Polichyr rad Procedame in
Assedatios Management, the average
reporied exposure w the siock market
was limited to 0 percent, campared
to almost 80 pereent thar the average
asgociation policy allewed to be in-
vested in federzdly insured certificares
of deposit (CDs). These numbecs re-
Hected not enly the conservadve en-
dlencias of associafon: aned their Boards
bBut also the high level of retem that

A Policy
Statement
Outline

Av Legg Mason's ASAE-ipun-
sored  Association Invesinaont
Program, Balumore, we work
claselv with an assuciation’s chief
Lnuncial officer and/or chief
chccutive officer and finange
Commites w wilorqngkes their
ivestment policy statement, Foli-
cics are shour 12 pages long,
with four sections: an overview,
with in intracustion and proce-
tlures for wsang the document
and guil:l-r.'ljni:s. i il:ll.t_*.ﬁl:i::g op-
erating, shoretermn, wd lopg-
term funds. Following are tvpi
cil headings for the lang-recem
funds section.
* Purpose of the fund
* Funid abjectives {z fuantila-
tive stalement of risk aned recien
ERPECIALons]
* Investment gpuidechines  (pro-
hilieedd anvesiments, Ereeckelines
Tor diversification, mroer el
mix. and a discussion of equites
and fixed income)
* Performance reposting

For more infrrmation ahom
the Assccdncion Invesongen Pro-
grrarn, call (B0 BA7T-53835. I

Izl been available for some dme in
bank Cs and other shon-erm fixed
Lnstretnen L.

Bur the new inerest mue ensiron-
ment ushered in an approach 1o
invesUng ascoiation reserves that was
consistent with a larger theme in the
wisointion communin: dobng more
with less. By the 1995 Folide ang
Frocedures swcvey, associntons had
shified the 8020 Laed-oraerisble split
e apemrly 0-50; they reporied an
average 40 percent of reserves in GO
and 41 percent in equides.

As assoctation exscutives realized
that cangervative did not necessarily
mean figed and if new asel classes
ware o be added 1w the investment
portfolio, they also saw the need far
new policies o quantify the addi-
tional risk and rewaeel, HNow, many
associations are adopuap deiled
imvestment policy starements, and as
a subszer of those policies, asser alle-
cation models dhal portray their re-
tern chjecoves and rsk walerance.

Investment policy statements

In the 1996 Polices ard Pracedares
survey, the nuwmber of associations
that reported using writlen invesi-
ment policies rose w0 48 poreent, up
from 22 pereent in 1991, While this
figure refleces the ineressed need For
poficy in a more complex financial
enviconment, even mare welling & the
tevel of specificity associadons adopr.

Far example, say before 1990 an
ASEOCIREOn's investment pelicy allo-
ciated s 100,000 resore o fixed-
rate CDs and savings accounis. With
stocks s bonds added as possible
assel classes, the policy needs more
detail. IF the associatinon will invest in
corporace bonds, for inatance, i mosi
decide what level of eredin qualipy—
fron invesimeniprade A4 down 1o
Jjunk bands—tr will alloas,

ren zn association wses a1 con-
sltant o develop the new policy. As
a fenamecian] adviser, For insianes, 1 use
detailed questionnaire answers o
draft o policy far revidw be the chiaf
fimancial officer andSor chiel execu-
tve afficer and the linanes: commit



tea, (See sidebar A Policy Sraterenl
Cudine,”} An IMporiant question
that makes peaple think abour risk:
What percenmtage of reserves commiss
ted o long-rerm growth osme pou
willing to expose 10 volaile assel
classes? Expasire 10 oquity means
tolerzung ups and downs, Flow will
voul feel iF one year vour 51 million
reers o SE00 000

While risk management is an im-
porant clement in investment policy
construction, von need a wellcde
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signed policy foz a number of reasons:
1. A wrnen investment policy docu-
menis rustee efforis o satisf their
Hr_llu:iz:y r_'uhl'igm'in:_:-n with respact fo
selecting appropriate assel classes or
INVESLETEN L.

2, The process of doecumentng policy
focces all tha=e imvolverdl o consicder
carefully the valulity of curcene prac-
tces. What are vour specific financial
objectves What degree of flucivation
from year o wear 35 bearable? Are
there areas af invesiment i, Firans

in specific geographic rerions, pro-
ducers of certun prodoces, amd so
forth}y that you OpPose of SUEPOET?

3. A wrnitien  investment pelicy en-
sures the continuaity of investment
strategy, Nortfolios should not be
sulject 10 Consmnt E|'|.'|:|'|g¢:~ repcting
1o adverse shorererm marker conedl-
ticns, changes in association siaff, or
urnover of investment managers.

d. A csincmized :i||1'¢5.!|:r|¢_1|:|l_j;-q,:||5":.' O
muntcates the assockadon™s obfectves
o 2l involved with the invesomoent

Optimizing Asset Allocation
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{ The chartabove illuarates te difference booween rewirns across 23 vears [rom reseroes invested solely in fixed- |
invene Tunds versus 2 relinively consamative mis thao inclhedes some equinies. The bar ac 1ghc reprosents

|
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I e of <777 peecent with an averige of 2007 porcent. The bar 3 et shows rgums from the pondalio mix
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Past perliermanes oo guarantes wl future resulis The resulis are for tdhasisative purposes enly and do ns
reppreacal the retarn of any praridculisnnvestment: vouwr ivestment cotaene will differ Based onoceonomic anid
1

marke; cogclitiuns,
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Invesiments

process, [nvestiment managears, associis
oon s, fnance commioess, and
boards all have the same informaion
regacding  responsibilites, objectives,
and guidelines,

Strategic asset allocation

An additional response 1w the
nced for an expanded palere of
investments is swategic asset alloca-
tion. In asser allocadon, you decide
what percentage of your investments
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to place inm stocks, bonds, ocash, and

Although the concept of diversifica-

so forth. Spell out pour allocaden * fHon is simple, the practice of cambin-

guidelines in the policy statement.
Smudies of large poals of capil (such
as the studics Dy Nobel laureates Harry
Markowitz, of the Universi of Chi
cago, and William Sharpe, of Stanford
Liniversity, in Celifornia) have shown
that asset allocaton has determined in
excess of 90 percent of pordolio re-
turm. It is 2lso the primary detarmi-
nant of 3 portfolio’s overall volatlit,

- 1546

ing atsets 1o create the hiphese ex-
pecved remrn s guite involved, The
process is called perifolio sfiimization
and is based on Markowiz and Sharpe's
work. Their algocithm {compuced wich
special sofovare) identdfies the inves-
ment combinadon thar should yield
the highest retums based on your
chozen risk woleranee and asser classes
Associations opically wse 2 financial






