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Q:

What is the impact of

rising interest rates?
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Timothy E. Flatley, ChFC®,
President, CEO

STERLING INVESTMENT ADVISORS, LTD.

After a prolonged period of zero
percent short-term interest rates, the
Federal Reserve has raised the fed-
eral funds target interest rate seven
times to 2 percent as of the writing
of this article. Previously, the Fed cut
interest rates 10 times, bottoming out
in December 2008, to respond to the
Great Recession of 2008-09.

The Fed then waited seven years to
make the first subsequent increase,
up from zero, in December 2015.

The federal funds rate is the interest
rate banks charge one another to lend
reserve funds overnight. These funds
allow banks to maintain the Federal
Reserve requirement, which helps en-
sure that they can accommodate their
customers’ cash needs. The rate typi-
cally moves in sync with the target
rate set by the Fed.

In addition to providing a benchmark

rate for interbank lending, the Federal
Reserve uses the federal funds target
rate to manage economic growth in the
United States. It also influences many
other prevalent interest rates, including
the London Interbank Offered Rate
(LIBOR), which is a benchmark lending
rate for many of the world’s largest banks,
and the prime rate, which is what banks
often charge their best customers.

Also influenced are mortgage rates
and interest rates for cash equivalents,
such as money market funds and certifi-
cates of deposit (CDs).

The question of whether the federal
funds rate was an effective economic
tool during the recession is still hotly
debated. Since December 2008, there
has been significant growth in the stock
market, in real estate and in other invest-
ment assets, while unemployment has
hit record lows. At the same time, the re-
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covery has been a prolonged, slow
process, with low real-wage growth.

The results of the Fed’s policies on
fixed income investors have also been
mixed: Many senior citizens typically have
an affinity for low-volatility investments
like CDs and money market funds. Histori-
cally, these instruments have provided
reasonable income with little to no price
fluctuation, a scenario that’s ideal for
retirees no longer wanting to take risks
in search of big returns.

However, during the period of the zero
federal funds target rate, the yield on cash
equivalents was essentially nonexistent,
creating a situation where older investors
typically lost money after factoring in the
effects of inflation.

Since the Fed has reversed course,
however, money market rates are now
approaching 2 percent, with even higher
yields available for CDs. Yields are ex-
pected to climb even higher as the Fed
continues to boost rates.

The downside? These trends may not be
as positive for bond investors. The market
value of many bond categories tends to
deteriorate as interest rates rise. For exam-
ple, a 1 percent yield increase of the 10-year
Treasury bond results in a 6 percent loss in
value after interest payments are factored
in. Because investors can buy new bonds
with higher yields, existing bonds are less
valuable by comparison.

Given the current climate, we are rec-
ommending allocations to money market
funds and CDs for the first time in many
years. A money market fund’s yield is the
beneficiary of each quarter-point rate
hike without the corresponding risk of
price declines. Shortening your portfolio’s
duration, which is a measure of a bond’s
price sensitivity to interest rates, can help
moderate volatility. Floating-rate bonds
can be an effective means to that end,
as their yields move in conjunction with
increases in a given benchmark rate.

At the same time, we are maintaining
a balanced strategy that includes alloca-
tions to stocks and hedge/alternative in-
vestments, in addition to the asset classes
previously mentioned. While the yields on
traditionally stable investments are rising,
they are still low relative to returns sought
by long-term investors. Anticipating the
Fed’s actions and understanding the rea-
sons behind them can be powerful tools
for every investor. @

“Given the current climate,
we are recommending
allocations to money
market funds and CDs
for the first time in
many years.”

ABOUT STERLING INVESTMENT ADVISORS, LTD.

Sterling Investment Advisors
recognizes that every situ-
ation—educating children,
building retirement wealth,
insuring against loss,
reducing taxes, planning
estates, setting up trusts,
and the like—brings its own
complexities. The objective
of the firm’s team concept
is to help clients develop a
support group of professionals
to whom to delegate the
management of these issues.
Sterling Investment Advisors,
an independent wealth-
management firm, was named three times to the Philadelphia 100,
honoring “the fastest-growing privately held entrepreneurial companies
in the Philadelphia region.” The firm has 30 years of investment experience
with an independent orientation and utilizes proprietary trading strategies,
with assets held at Charles Schwab.

Please visit Sterling Investment Advisors’ website at sterling-
advisors.com and view the exclusive welcome letter for Worth maga-
zine readers.
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Sterling Investment Advisors Ltd. is featured in Worth® 2018 Leading Wealth Advisors™, a special section in every edition of Worth® magazine. All persons and firms appearing in this section have
completed questionnaires, have been vetted by an advisory group following submission by Worthe, and thereafter paid the standard fees to Worth® to be featured in this section. The information
contained herein is for informational purposes, and although the list of advisors presented in this section is drawn from sources believed to be reliable and independently reviewed, the accuracy or
completeness of this information is not guaranteed. No person or firm listed in this section should be construed as an endorsement by Worthe, and Worth® will not be responsible for the erformance,
acts or omissions of any such advisor. It should not be assumed that the past performance of any advisors featured in this special section will equal or be an indicator of future performance.
Worth®, a publication of the Worth Group LLC, is a financial publisher and does not recommend or endorse investment, legal or tax advisors, investment strategies or particular investments.

Those seeking specific investment advice should consider a qualified and licensed investment professional. Worth® is a registered trademark of the Worth Group LLC.




