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Many would argue that The Fed missed it when there was an opportunity raise rates in September
2015. Citing concerns for global economic slowdown, Fed Chairperson, Janet Yellen, announced that
rates would not move but were expected to move at some point before the end of the year. Whether
good or bad, rates didn't move as volatility picked up in late August and continued through September
and into October. Specifically, the Federal Funds Rate, or the rate at which banks can charge one
another for overnight loans, is the focus of this article. We'll be looking at its effects on different asset
classes within the investment world.
In the U.S. we have what's known as a central banking system. Our central bank is the Federal
Reserve, a both private and public company that's been in existence since 1913. It was created by the
Federal Reserve Act. The Fed, as it's commonly referred to, is responsible for setting monetary policy
within our economy. After the financial crisis in '08 and '09, the Fed eased rates to free up money
within our system. This means that borrowing money, theoretically, became easier and very
inexpensive. The Fed Funds Rate has been at 0% for several years while the economy has been in the
recovery stage. This "easy" policy was coupled with bond buying which capitalizes the banks and
floods the economic system with currency, theoretically. "Easy" money policy is designed to get the
economy moving again and prop up a system that needs stimulus. What comes next with that influx
of new currency into the system is the possibility of deflation. Deflation could mean economic
disaster if not controlled with a rising interest rate or inflating the currency. That's why we move
interest rates within our system. (For more, see: Did the Fed Miss its Window to Raise Rates?)
As mentioned earlier, the global economic system has been in a state of flux over the last few years
with different parts of the world experiencing the effects of the financial crisis and the varying
regional recovery cycles. This is worth mentioning as our rate hike will, undoubtedly, impact the rest
of the globe because of the size and scope of our economy.
How Do Equities Respond?
When you consider the most recent historical rate hikes, global equities have generally pulled ahead
prior to and following a rate hike.
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"In the last 32 policy-rate hike cycles globally, local equity markets gained a median 12% in the 12
months leading up to the start of the new rate cycle. A similar pattern emerges from the same sample
of global cycles after the onset of a new rate regime, with the median equity market rising 10% in
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Intermediate Term - Repayment of principal expected in 3-10 years. Begin using caution when
putting intermediates in your portfolio.
Long Term - Repayment of principal expected in more than 10 years. Long-term bonds are very
sensitive to interest rate movements when compared to short and intermediate-term bonds.
Bonds issuers understand reinvestment risk and offer caveats such as floating rates within the issue.
Floating-rate bonds offer a certain protection as interest rates move upward when compared to
fixed-rate bonds. Floating rates move with the interest rate up or down, therefore the principal of the
underlying bond is protected against loss when interest rates move unless sold prior to maturity.
However, a floating rate bond has interest income that is unpredictable within a rising or falling rate
environment. There is also the risk of default when carried by a corporation. They are generally tied
to a benchmark of the Federal Funds Rate or LIBOR, which is the rate at which international banks
charge each other for overnight loans. (For more, see: An Introduction to LIBOR.)
The Bottom Line
Each asset class has a unique relationship to interest rate movements. The long and short of it is
this: know your time horizon. When do you plan on using the money? How will interest rate
movements impact your current income needs? You should seek help with this one if you don't
understand how to calculate this. Overall, rate movements could be interpreted as a good thing for
the global economy. Easy money policy seems to have come to a turning point. Maybe we'll get a
0.25 of a point just in time for Christmas. (For more, see: Interest Rate Risk.)
The opinions voiced in this material are for general information only and are not intended to
provide specific advice or recommendations for any individual. All performance referenced is
historical and is no guarantee of future results. All indices are unmanaged and may not be invested
into directly.
The economic forecasts set forth in the presentation may not develop as predicted and there can be
no guarantee that strategies promoted will be successful. Past performance is no guarantee of
future results. Bonds are subject to market and interest rate risk if sold prior to maturity. Bond
values will decline as interest rates rise and bonds are subject to availability and change in price.
The market value of corporate bonds will fluctuate, and if the bond is sold prior to maturity, the
investor’s yield may differ from the advertised yield. High yield/junk bonds (grade BB or below) are
not investment grade securities, and are subject to higher interest rate, credit, and liquidity risks
than those graded BBB and above. They generally should be part of a diversified portfolio for
sophisticated investors.
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Municipal bonds are subject to availability and change in price. They are subject to market and
interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise. Interest
income may be subject to the alternative minimum tax. Municipal bonds are federally tax-free but
other state and local taxes may apply. If sold prior to maturity, capital gains tax could apply.
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