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|. CoFounded Smith Breeden Associates in 1982

In 1982, while an Associate Professor at Stanford, teaching Futures Markets and
hedging, Breeden, 32, munded Smith Breeden Associates with Gregory Smith
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business was consulting on hedging interest rate risks, as interest rates were 15%
or so at that time and savings and loans were dying from interest rate risk.
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management firm starting in 1990. Breeden was Chairman for 23 years, from
1982 to 2005, when he sold most of his holding to his partners and retired as
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2000.

Dr. Eugene Flood, faculty colleague of Breeden at Stanford, became President an
CEO in 2000. Flood built assets under management to peak of $33 billion in 200°
Panic of 2008/2009 hit Smith Breeden hard. In April 2011, Flood left to go to
TIAA/CREF, and Mich&glarla(top Stanford student of Breeden in 1985) took

over as CEO and Chairman. Firm was soldrtondiAsset Management in Paris

and was namedmundiSmith Breeden.




|. Smith Breeden Associates

Photo: Smith and Breeden after 15 years, 1997.




Smith Breeden Associates:

Great Talent, Great Success 198P07

Nobel Laureates William F. Sharpe and My$aholes
on Mutual Fund Board 1992000.

Smith Breeden Principals in 2000:

Trving to Build a “Smart Money” Firm

Doug Breeden, Ph.D. 22 yrs MiT/Stanford

Gene Flood, Ph.D. 17

Mike Giarila 15
Steve Eason 17
Dan Dektar 16
John Sprow 12
Tim Rowe 14
Jerry Madigan 22
Mary Mewkili 18
Stan Kon, Ph.D. 24
Dan Adier 7

Michael Brennan, PhD 28
Eduardo Schwartz PhbD 23

Harvard/MIT

Harvard PBK/Stanford Arjay Scholar
Wharton

Berkeley #1 Finance/Stanford
Corneil/Duke

Duke magna/Chicago

indiana (highest distinction,PBK)
Woellesley magna/NYU

SUNY Buffalo, Michigan Professor
Carnegie Melion

MIT, UCLA professor, AFA President
UBC, UCLA professor, AFA Presiden

Campbell Harvey, PhD 14 Chicago, Duke professor, Jfin, Editor.




INTERVIEW.

IntermarketMagazinestory, August 1987

Doug Breeden

Doug Breeden &

Gregg

By William Falloon

dvisor to 17 major savings and
A loans with 521 billion dollars

in assets, Smith Breeden Asso-
ciates had a lot to celebrate on June
10, 1987. That date marked the fifth
anniversary of one of the most suc-
cessful entrepreneurial ventures ever
inspired by the futures markets and
by the need for interest rate risk man-
agement.

Gregg Smith’s son Kent, who
worked at Smith Breeden during its
Sfirst hours (“the summers’’) and who
continues to work there now, sums up
the firm’s success like this: “Dad and
Doug started as an unlikely and acci-
dental pair. Doug is probably the
smartest man in the world, the heart
and soul of all our quantitative analy-
sis—and I don’t mean that in a joking
way. My Dad? He is simply a wild-
eyed optimist.”

Indeed, Smith’s enthusiasm was
driving him to create an interest rate
risk management firm as early as
1978. He tossed around the idea of a
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Smith

risk management advisory firm with
Breeden while consulting for the Chi-
cago Board of Trade Clearing Cor-
poration on how to invest clearing
member reserves. At that time,
Breeden had been asked fo create
models to estimate futures market
risks for use in setting futures mar-
gins. The four-year consulting rela-
rionship ended with Smith, now 51,
outlining at dinner the venture they
should both work on as partners.

Almost immediately, the firm
took advantage of Smith’s com-
munication skills and contacts, and
Breeden’s quantitative brainpower.
Ernie Fleischer, chairman of Frank-
lin Savings Association in Ottawa,
Kansas, said he would hire Smith
Breeden if they could solve a hedging
problem that he was working on.
Smith and Breeden surprised Flei-
scher with a quick and well thought-
out response, and Franklin came
aboard in 1982.

Since that time, Smith Breeden has

grown to a team of 28 employees
working from offices in Chapel Hill,
North Carolina, and Overland Park,
Kansas. The business largely remains
what it was when it first started. An
informal office dress code in which
employees are not required to wear
ties still stands from the days when
Smith and Breeden worked from
their houses. This atmosphere, says
Smith, allows a dedicated staff to
stretch out a work day and still feel
comfortable, and it was something he
swore to have when he created his
own business.

The 36-year-old Breeden, an asso-
ciate professor of finance at Duke
University, has also added his per-
sonal touch. The “‘Good Doctor” (as
he is affectionately called by many
employees at the firm) has used his
knowledge of universities, pro-
Jfessors, and futures and options cur-
ricula to hire only the brightest stu-
dents. Since 1984, it has been a firm
policy to search for only the most
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talented students at the best “futures
and options’’ universities such as
Stanford, MIT, Duke, Northwestern
and the University of Chicago. As a
result, the staff at Smith Bree-
den—including students handpicked
by Breeden himself—has fine-tuned
and improved upon his own quantita-
tive work.

Superior quantitative skills that go
into hedging and asset/liability deci-
sions allow Smith Breeden to remain
one of the most creative interest rate
risk management problem solvers.
Initially hedging only through the
Jfutures markets, the firm now uses
interest rate swaps, options, and
stripped mortgage pass-throughs
(STRIPs) and longer-term financings
fo hedge its clients. They now include
the $9 billion Franklin Savings Asso-
ciation, $2.8 billion San Antonio Sav-
ings, $2.1 billion Albuquerque Fed-
eral Savings & Loan, $1.8 billion
Roosevelt Federal Savings & Loan,
$1.7 billion People’s Heritage Federal
Savings & Loan, and $1.1 billion Dia-
mond Savings & Loan. And as Smith
Breeden has from the beginning, the
Jfirm prides itself on growing on the
basis of client referrals only.

Interviewed on June 10, both
Smith and Breeden discuss their
accomplishments in the last five
years, the nuances of interest rate risk
management, specific work they have
done for Franklin Savings, and where
they plan to strike next.

“Our clients are
now into the
billions with

swaps with the

Federal Home
Loan Bank as our
counterparty.”

“A call plus a put
gives you
convexity. You
can get that with
some STRIPs as
well.”

INTERMARKET/Augurt 1987
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THREE DOLLARS SEVENTY-FIVE CENTS

Borrow at 8% and lend the money out at
9.5%. Is that a way to make a profit? If you
think the answer is an automatic yes, you'd
better stay out of banking these days.

The hedge
masters

By Jack Willoughby

HE SCENE: A seminar for savings
and loan executives in 1984,
Gregg Smith of consultants

Smit_h ; Breeden Associates, was ser-
monizing at the overhead projector
}vhen a participant jumped up, chok-
ing back tears. “ ‘I don’t understand
why we have to leamn all this new
stuff. Why can’t we just go along like
we have in the past?’ " Smith recalls
hm-‘L saying. “The man was literally
crying.”

Itisn’t easy being a thrift executive
nowadays, in a turbulent money mar-
k_et. A typical thrift with $1 billion in
fixed-rate mortgages could see a $25
million drop in the market value of its
assets from a 1% jump in interest
rates, says Smith. If the portfolio isn’t
hedged, the loss could all but wipe out
the S&L’s net worth.

; Such volatility, however, has made
life good for Smith, 52, and his partner
Douglas Breeden, 36, who, in addition
to consulting, tcaches full time at
Duke’s Fuqua School of Business.
Their Chapel Hill, N.C. firm pulls
down $7 million a year in fees for
advising 17 mostly midwestern S&Ls,
with some $25 billion in assets that
need hedging.

The Smith Breeden message: Cover
your bets and don’t let the accounting
fool you. Consider an S&L that takes
in three-month deposits at a cost of
8% (including overhead) to buy Fan-
nie Mae 30-year mortgage-backed se-
curities yielding 9.5%. Accounting

rules say that the thrift is earning a .

nice 1.5% spread. But the profit is
illusory, says Breeden.
At bottom this deal is a bet, a bad

bet, on the spread between long- and
short-term rates. Why? Because the
short-term money is being raised at a
cost of 2% over comparable Treasury
bill§ while the Fannie Mae security is
paying only 1.5% over Treasury
bonds of comparable duration. “It
amounts to a tremendous speculation
that interest rates will drop or stay the
same,” says Breeden. In economic
terms the transaction is a 0.5% loss,
as would become instantly apparent if
the thrift attempted to hedge the risk
that interest rates will go against it.
The cost of the hedge would eliminate
the profit and then some. “Our
thrifts,” says Breeden of his clients,
"’may not always make the most mon-
ey, but they will be the survivors.
They won’t need luck.”

Breeden, who grew up on an Indiana
chicken farm, was not lucky in his
first foray into the futures marker. In
his senior year at Massachusetts Insti-
tute of Technology, he devised a fore-
casting model for egg furtures. “I got
an A for the model, so I thought it was
pretty good,” he says. The self-confi-
dence cost him and his relatives
$20,000. “That’s when I realized
these markets weren’t made up of
dumb farmers.”

The luck tumed five years ago
when he teamed up with Smith, a
smooth-talking former bond sales-
man with a lot of contacts on Wall
Street. Of course, the bond futures
market isn’t made up of dumb farm-
ers, either. “I've met the enemy, and
it is the arbitrage departments of the
brokerage firms,”” Breeden says.

And so a Smith Breeden trade can
get pretty complicated—combining,
for instance, a repo loan from a bro-
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Doug Breeden and Gregg Smith of Smith

Breeden Associates

: Steve Murray

“Qur thrifts may not always make the most money, but they will always be the survivors.”

kerage firm with positions in Ginnie
Maes, options and futures, topped off
with an interest rate swap.

There’s more to it than the option
pricing theory Breeden teaches his
graduate students at Duke. There is
detective work. For example, Smith
Breeden estimates how fast mortgages
in Ginnie Mae pools will prepay, a
function, among other things, of in-
terest rates and geography. When
rates drop, high-coupon Ginnie Maes
suffer an accelerated prepayment,
costing the sccurity owner a loss of
principal. Why? To get the high-rate
pool, he has had to pay a premium
over the face value—say, $108 for ev-
ery $100 of mortgage principal. If all
the mortgages were repaid immedi-
ately, the buyer would lose the $8.

What determines the prepayment
rate? Foreclosures, for one. When the
homeowner is evicted, the mortgage
is paid off by the U.S. government,
which has guaranteed it. So prepay-
ments are faster in Texas? Paradoxi-
cally, no. The economy is so de-
pressed that another source of prepay-
ments—refinancings by homeowners
looking for lower rates—is cut off.
The home value has fallen so far that

46

the owner wouldn’t qualify for the
same size mortgage if he refinanced.

Thus, high-coupon Ginnie Maes
pay down more slowly—and so are
worth more—if the underlying mort-
gages are from Texas. Even a slight
difference in prepayment rates can
mean a large difference in values, es-
pecially when the Ginnie Mae is
carved up into highly risky interest-
only and principal-only portions.

Can individual buyers benefit from
such insights about geography? No.
Even if they could afford a consultant,
they usually aren’t in any position to
insist on particular regions in buying
a Ginnie Mae. When they put in a buy
order at their discount broker, they
get pot luck—which means, of course,
the mortgage pools that the pros are
avoiding.

S&L managers need a sharp pencil
even if they never touch Ginnie Maes.
Their basic business is to stand as
intermediaries between short-term
depositors and long-term mortgage
borrowers. That’s a risky place to
stand in an interest-rate whirlwind.
“Most banks don’t do a very good job
of intermediation,” says Breeden. Ei-
ther they don’t hedge—and risk bank-

ruptcy—or they throw up their hands
by demanding that the borrower ac-
cept a variable-rate mortgage. Smith
Breeden tells a thrift to give the home-
owners the fixed-rate loans they want
and then hedge in the futures and
options markets.

Sometimes hidebound accounting
stands in the way of doing what
makes sense. Suppose Smith Breed-
en’s computer advises a client holding
Fannie Mae 9s bought a year ago at
slightly above par to switch into Fan-
nie Mae 11s. The original purchase is
now trading at a loss, offset in part by
a gain in options. The thrift might
balk at the swap because it would
have to book the loss on the 9s, while
being unable to book the gain on the
options if they remain outstanding.
Says Breeden: A natural fear of re-
porting anything bad when the mar-
ket is down is enough to stop them. It
happens more often than we like.”

Oh, for the good old days. You bor-
rowed from the public at 5% and lent
money to another part of the public at
6.5% and left early to play golf on
sunny summer afternoons. No need
then for an MIT degree. Just a warm
smile and simple arithmetic. B

FORBES, FEBRUARY 22, 1988
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RaleigiNews and Observer, circa 198992

5& B i Douglas Breeden

Breeden: “I'm in the business of bringing
things from the academic world to the

business world”

Institutional

_from left, John B. Sprow, Timothy D. Rowe, Gerald J. Madigan, J. Trevor C I nvestor

Smith Breeden Associates r\gri’r‘lci;:a;:lss : y O T R o L2 tord EoRTarENte L
Dektar, Michael J. Giarla, Michael P. Schumacher convene in their Chapel filll office be .
A | Circa 19841992

Firm’s flair for high finance
belies its small-town 0rigins

like }'hem 0 be fast, they're
slow.

2 : Since opening a decade ago,
nuv TIM CRAY Cmith |.I|-nnrlmwE hae oamnilod 2




1987 Interest OnlytripsTrade. Our clients made $100 million,
Merrill Lynch lost $275 million. We had our clients hedged for rate

The advisory firm of Smith Breeden Associates re-
ceived quite a bit of ink earlier this year because it was deft
cnough to tell clicnts to buy the stripped mortgage sccu-
rities that Merrill Lynch lost $275 million selling. But the
five-year-old firm, which maintains offices in both Kansas
City and North Carolina, also is building a longer-term
reputationas a highly savvy advisor to financial institutions




Smith Breeden Associates Board of Directors
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Smith Breeden Mutual Fund Boanfl Trusteesl 992

Dan DektarClO, MikeGiarlaSBA CEO0DgBreeden (Chairman), JemjadiganMF CEO
StephenSchaefer (Lon

E
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Smith Breeden Board and Principals at Aspen, circa 1996




Kentucky Derby 1999 with academics

Myron Scholes, Bob Merton, Mark Wolfson and partners
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Harvard Business School 9-297-089

Rev. April 29, 1997

Smith Breeden Associates: The Equity Plus Fund

What do we do well? Understanding mortgages, their risks and returns. There were
a lot of mortgage funds and fund managers out there, and we thought we could do a
better job than most. Thus we diversified into money management. The stock
market makes sense for a lot of investors, so using an $&P Index futures contract we
transferred our skill in mortgages over to the stock market. We have had great
performance. But, how does a small company like ours, which does not really have a
How a Research Professor S ; big retail marketing organization, build the fund to the asset size it ought to have
Made it in the Market = given its performance?

It was early 1997, and Doug Breeden, Chairman and CEO of Smith Breeden Associates, asked himself
about the future of Smith Breeden’s Equity Plus Fund. The Equity Plus Fund was an $&P enhanced-
index fund which tried to outperform the S&P 500 Index by replicating the index using low-cost
derivative strategies and investing the remaining cash in a hedged portfolio of mortgage-backed
securities. The fund had performed well since its inception in 1992, with an annualized total return of
18.76% after fees, compared to an annualized total return on the S&P Index of 17.19% over the same
period. However, this performance had not resulted in significant growth in the fund’s assets, with
only $9 million in assets by the end of 1996. By comparison, the Vanguard Index 500 fund, whose
performance after fees was slightly below that of the S&P Index, had grown from $12 billion in mid-
1996 to $33 billion in early 1997.

With its four-year performance record, Smith Breeden had a number of options. It could
market the fund more aggressively, it could offer other sector-specific funds, such as a financial-
services fund, or it could set up an enhanced-index fund based on an international stock-market
index, in order to attract a wider customer base.

Smith Breeden Associates

Smith Breeden Associates, a money management and consulting firm, was founded in 1982
by Breeden, then a finance professor at Stanford University, and Gregory L. Smith, a marketing
specialist and former partner with E.F. Hutton. Breeden obtained his PhD in Finance from Stanford
University in 1978. In 1982, as a Stanford finance professor, he did some consulting work for the
Chicago Board of Trade (CBOT), where Smith was also a consultant. Smith heard Breeden give a talk
to the CBOT on hedging interest rate risks, and Smith suggested to Breeden that his ideas on interest

Professor Robert C. Merton and Lecturer Alberto Moel prepared this case as the basis for class discussion rather than to
illustrate cither effective or ineffective handling of an administrative situation. This case is to be used in conjunction with
the note “Savings and Loans and the Mortgage Markets”, HBS Case 297-090.

Copyright © 1997 by the President and Fellows of Harvard College. To order copies or request permission to
reproduce materials, call 1-800-545-7685 or write Harvard Business School Publishing, Boston, MA 02163. No
part of this publication may be reproduced, stored in a retrieval system, used in a spreadsheet, or transmitted in
any form or by any means—electronic, mechanical, photocopying, recording, or otherwise—without the
permission of Harvard Business School.
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Portable Mortgage Alpha Strategy

Results 1991-2000: Typical “Smart Money”

Alpha
Equity market plus: 114 bp to SP500
Core fixed income: 88 bp to Lehman Agg
Mortgage Iindex Plus: 52 bp to Salomon Mitg
Enhanced Cash 92 bp to 6 mo.T-bills

Proprietary trading operations at top Wall Street
firms probably had similar results.

Past performance is no guarantee of future resuits!

SBA Assets Under Management:

Biilions

First 10 Years 1990-2000
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¢tKS 3JI22R 2fR RI &
| look so relaxed and confident.
Not always true!

(I like this photo)

1993. Had given up tenure
to run Smith Breeden,
still helping Duke teaching
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TrE NEWS & OBSERVER BUSINESS

SUNBAY, MARCH 31, 1996

Doug Breeden’s desk is littered with textbooks, charts, notes and research papers for his return to teaching.
STAFF PHOTO BY JOHN ROTTET

Breeden

UCCESS
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