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FED FUNDS RATE INCREASES 
 

After an exhaustive period of anticipation in the media and amongst the investment community, the Federal Open Market 
Committee (FOMC) concluded its December meeting by announcing that it has raised the target range for the federal funds 
rate by 25 basis points to one-quarter to one-half percent. This is the first change in the federal funds rate in seven years 
(since December 2008), and also marks the first increase since June 2006.   

We believe that this action by the FOMC has several implications. First, it demonstrates the FOMC’s confidence in the U.S. 
economy, in that the data points and financial indicators, which have been monitored so closely by the FOMC over the years, 
now indicate an environment in which the federal funds rate can be set higher. Federal Reserve Chair Janet Yellen stated 
this explicitly during a public statement December 2, as she described that raising the federal funds rate is “a testament…to 
how far our economy has come in recovering from the effects of the financial crisis and the Great Recession.” 

Second, the action taken today represents a divergence in the monetary policies between the United States and other 
developed markets, such as the European Central Bank, which earlier this month announced an extension of its stimulus 
program. The United States is tightening its monetary policies, from a very loose base, while other select developed and 
developing markets are continuing to loosen their policies by many measures. This is an important attribute of today’s global 
economic environment, and, while it is difficult to forecast the specific short- and long-term results of globally divergent 
monetary policies, the potential for heightened financial market volatility is broadly what we would expect, particularly if 
further actions taken differ from consensus market expectations.  

These actions also have implications for the overall U.S. interest rate environment, which has been extraordinarily low by 
historical standards over the last several years.  While today’s action increases interest rates at the shortest end of the yield 
curve, the market ultimately determines the intermediate and long-term portions of the interest rate yield curve. Lockwood 
Advisors, Inc. (Lockwood) has observed, and will continue to keep an eye on, the relative compression, or flattening, of the 
yield curve that we believe is beginning to take place. 

Interest Rate Risk Management 

It is important to understand that we have witnessed, broadly speaking, a declining interest rate environment over the last 30 
years, where the inclusion of traditional bond investment has led to stability in portfolios and income generation. It is also 
important to understand that the future interest rate environment is likely to be very different, and more challenging, for 
financial advisors. As a result, interest rate risk is a top concern for institutional investors. 

In managing interest rate risk, Lockwood believes that it is important to first understand that a rising interest rate environment 
can be associated with increased uncertainty and higher implied volatility in bond yields, and that a higher degree of implied 
volatility typically results in a larger degree of dispersion of returns across sub-sectors of the fixed income landscape. While 
this could be perceived as a negative, it can result in a relatively larger opportunity set for active managers to add value over 
that which is achieved through a passive index-tracking investment strategy. For this reason, Lockwood favors the use of 
active managers over index-tracking passive investments during time periods where we see a higher probability of rising 
interest rates. 

We also understand that interest rate risk is the largest source of risk in fixed income portfolios, and believe it is important to 
maintain a strategic, defensive posture in terms of portfolio duration, or sensitivity to interest rate movements when the 
risk/reward proposition is skewed negatively. This may be achieved through tilting the overall portfolio to strategies such as 
short-term bonds and to floating-rate securities, whose coupon payments are tied to an underlying reference index, and 
which may benefit from a rising interest rate environment. Including an allocation to non-U.S. fixed income investments, 
whose performance is less correlated to U.S. interest rates, is also a way to maintain a strategically defensive interest rate 
posture. 

On a more tactical level, Lockwood might tilt the fixed income component of portfolios to managers we believe are skilled and 
can access a wide opportunity set, through an asset class we refer to as Opportunistic Bond. The active managers we would 
favor in this asset class have two characteristics: 1) they are not tightly constrained to an underlying benchmark such as the 
Barclays U.S. Aggregate Bond Index, which is composed of specific asset classes, including U.S. Treasuries, government-
related bonds and investment-grade corporate bonds, all of which are subject to significant interest rate risk, and 2) they are 
specialists in a particular non-traditional segment of the fixed income market or a particular investment strategy. We expect 
there to be improved opportunities for skilled active managers to contribute alpha to a portfolio during a rising yield 
environment. For these reasons, Lockwood currently includes, and allocates a significant component of client portfolios to, 
the Opportunistic Bond asset class. 

https://www.bhtu.com/Collaborate?pbId=138101&sB=1SkuHt&op=ShowProject&id=10875775
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An increasingly frequent subject of conversation between financial advisors and their clients today is how to protect more 
conservatively oriented investors from the prospect of rising interest rates. While there is no silver bullet, Lockwood believes 
that a sound plan would involve a diversified approach, tilted toward active managers, that is strategically positioned to 
reduce a portfolio’s sensitivity to interest rates and would allow for specialists to pursue opportunities tactically, in a non-
traditional manner. In Lockwood’s view, this can reduce exposure to interest rate movements, while allowing for a broad 
opportunity set from which investment returns might potentially be sourced. 

Summary 

Navigating today’s fixed income landscape is by no means an easy task. Now more than ever, clients will be looking to the 
advice of their financial advisors. Lockwood can help in that conversation, and below are our current views: 

• After a 30-plus year period of declining interest rates, the probability of rates rising within the next few years has 
increased substantially. 

• Looking back through history, rising interest rates have coincided with periods of underperformance from the broader 
fixed income market; some of these periods were offset by higher levels of coupon returns; in Lockwood’s view, 
however, today’s rate environment does not lend itself to that benefit. 

• Lockwood believes that rising interest rate environments lead to increased volatility, and, therefore, larger degrees of 
dispersion of returns across sub-sectors of the fixed income landscape. 

• Tactically tilting the fixed income portion of portfolios towards skilled active managers with a wide opportunity set and 
allowing them to navigate these difficult, volatile times has the potential to reduce systematic exposures to interest 
rate movements and generate alpha relative to passive strategies. 

• In Lockwood’s view, using floating-rate securities and shortening duration are two other prudent methods with the 
potential to mitigate interest rate sensitivity at a time when the risk/reward proposition by all appearances is skewed 
negatively. 
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IMPORTANT DISCLOSURES 
The statements contained herein are based upon the opinions of Lockwood Advisors, Inc. (Lockwood) and the data available at the time of publication and 
are subject to change at any time without notice.  

This communication does not constitute investment advice, is for informational purposes only and is not intended to meet the objectives or suitability 
requirements of any specific individual or account. An investor should assess his or her own investment needs based on his or her own financial 
circumstances and investment objectives.  

The statistical data contained herein has been obtained from third party sources (see below) believed to be reliable; however, Lockwood has not verified, 
and cannot guarantee, the accuracy of the information provided.  

Neither the information nor any opinions expressed herein should be construed as a solicitation or a recommendation by Lockwood or its affiliates to buy or 
sell any securities or investments.  

It is important to remember that there are risks inherent in any investment and that there is no assurance that any money manager, fund, asset class, style, 
index or strategy will provide positive performance over time. The investment return and principal value of an investment will fluctuate, so that an investor’s 
assets, when sold, may be worth more or less than their original cost.  

Diversification and strategic asset allocation do not guarantee a profit or protect against a loss in declining markets. Past performance is not a guarantee of 
future results. All investments are subject to risk, including the loss of principal 

Investments in corporate fixed income securities are subject to a number of risks, including the possibility of issuer default, credit risk, market risk and call 
risk. 

Investment vehicles may include mutual funds and/or ETFs that invest in floating rate loans, which are subject to risks similar to those of below Investment 
grade securities. The value of the collateral securing the loan may decline, causing a loan to be substantially unsecured. In addition, the sale and purchase 
of a bank loan are subject to the requirements of the underlying credit agreement governing such bank loan. These requirements may limit the eligible pool 
of potential bank loan holders by placing conditions or restrictions on sales and purchases of bank loans. Bank loans are not traded on an exchange and 
purchasers and sellers of bank loans rely on market makers, usually the administrative agent for a particular bank loan, to trade bank loans. These factors, 
in addition to overall market volatility, may negatively impact the liquidity of loans. Difficulty in selling a floating rate loan may result in a loss. Borrowers may 
pay back principal before the scheduled due date when interest rates decline, which may require the fund to replace a particular loan with a lower-yielding 
security. There may be less public information available with respect to loans than for rated, registered or exchange listed securities. The fund may assume 
the credit risk of the administrative agent in addition to the borrower, and investments in loan assignments may involve the risks of being a lender. 
Investors should carefully consider the investment objectives, risks, charges, fees and expenses of any portfolio before investing. 

Statements of future expectations, estimates and other forward-looking statements are based on available information and Lockwood’s view as of the time of 
these statements. Accordingly, such statements are inherently speculative, as they are based on assumptions that may involve known and unknown risks 
and uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such statements.  

Past performance is not a guarantee of future results. Current performance may be lower or higher than the performance data quoted. The 
investment return and principal value of an investment will fluctuate, so that an investor’s assets, when sold, may be worth more or less than 
their original cost. 

Barclays U.S. Aggregate Bond Index: Barclays U.S. Aggregate Bond Index represents securities that are SEC registered, taxable and dollar denominated. 
The index covers the U.S. investment-grade fixed rate bond market, with index components for government and corporate securities, mortgage pass-
through securities and asset-backed securities. These major sectors are subdivided into more specific indices that are calculated and reported on a regular 
basis. Securities must have at least one year to final maturity regardless of call features and must have at least $250 million par amount outstanding. 

For more information about Lockwood, as well as its products, fees and services, please refer to Lockwood’s Form ADV Part 2, Wrap Fee Brochure for 
Managed Account Link, Wrap Fee Brochure for Managed Account Advisor, Wrap Fee Brochure for the Lockwood Sponsored Program, Wrap Fee Brochure 
for Managed360 Program, Wrap Fee Brochure for Co-Sponsored Programs or the Firm Brochure for LIS, LAAP and AFP, as applicable, which may be 
obtained through your financial advisor or by writing to: Lockwood, Attn: Legal Department (AIM #19K-0203), 760 Moore Road, King of Prussia, PA 19406, 
or by calling (800) 200-3033, option 3. 

Lockwood Advisors, Inc. (Lockwood) is an investment adviser registered in the United States under the Investment Advisers Act of 1940, an affiliate of 
Pershing LLC, and both wholly owned subsidiaries of The Bank of New York Mellon Corporation (BNY Mellon). Pershing LLC, member FINRA, NYSE, SIPC. 
Trademark(s) belong to their respective owners. 
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