RE WRITE THIS FOR NEW:
How laddering puts you into long term maturities with short term liquidity
Retirees who count on income-based investments want the highest interest rates possible. Such investments are either bonds themselves or bonds are the underlying security. Bonds come in different grades of security against default; the lower the grade the higher the interest rate it pays. But under usual circumstance, for a given grade, the longer is its term to maturity, the higher interest it pays. Lastly, prevailing rates at any term, are always changing – generally all rising or lowering.

But if interest rates are always changing, how can you arrange to buy at the highest rates for the bond grade your comfortable with?  Unfortunately, you can’t do this.  That’s because if you’ve recently bought at a long term bond at a high rate and the rates suddenly go higher, then when you sell your bond, its value will have decreased in response to higher rates. You’ll lose principal which defeats getting a higher return. 

Investors often are waiting on the side lines with their ‘income’ money in short term CDs for liquidity waiting for the interest rates to go up to buy long term bond. But you really never know when or how high the rates will go up – if the go up at all. What can you do? 

The Laddering Principle

The best way to remedy this dilemma is to use the laddering principle of investing which is geared for interest based instruments –such as bonds and annuities. It’s based on dividing your total income investment money into equal parts – perhaps three, four, even up to perhaps 10 – at different, evenly spaced ‘times to maturity’. That way you’ll always have one part that’ll soon become liquid –without a loss in principal - to take advantage of investing it at a new higher rate long term rate.  

Following this same reinvestment as each part matures will eventually get all your parts invested at the long term maturity (highest interest rates) but with one part always close to maturity for new reinvestments. Your income-based investments will have you in a distribution of highest interest rates averaged over the number of investment years. 
As interest rate’s go up you’ll always participate in them –in part. If they head down, though you’ll invest a part in them, you’ll be still invested in earlier higher rates – and looking forward to invest maturing parts when rates eventually go up again. 
Here’s how laddering works:
For simplicity, we’ll assume dividing your $30,000 ‘income investment’ into 3 parts – refer to the table. Begin in the 1st year by investing each part at a different ‘years to maturity’ – not all at the longest maturity (which gives the highest rate)! These parts are investments A, B, and C. (We’ll assume the ‘maturity term’ is the same for simplicity). 

The 1st year summary shows the average maturity term is ‘2 years’, the average rate is ‘3.5%, and total earnings you get on your $30,000.  We’ll assume that rates at each maturity stays the same (i.e. interest rates don’t change for the while).

 At the beginning of the 2nd year when the shortest time to maturity occurs, you reinvest money from A in the longest term (highest rate) as D. The other two ‘years to maturity’ shortens by 1 year. Now see that 2nd year summary gives a longer average maturity, a higher average interest rate, and a greater annual earnings.

By the 3rd year, following the same reinvestment procedure, you’re earning from all longest maturities, at the highest rates, but still have 1/3 of your investment maturing each year. 

Give us a call or fill out the card so we can help you set up a laddering scheme suitable for you.
	Illustrating Laddering theory with 3 parts

	Investment year
	Investment
	Years to maturity
	Maturity term
	Interest rate
	Investment
	Annual earnings

	1st year
	A
	1
	1
	2.5
	10,000
	250

	
	B
	2
	2
	3.5
	10,000
	350

	
	C
	3
	3
	4.5
	10,000
	450

	1st Year summary
	3  equal investments
	1 year

Shortest time to liquidity
	2 is

Average maturity
	3.5 is average rate
	30,000 is total investment
	1050 is total earnings

	2nd year
	B
	1
	2
	3.5
	10,000
	350

	
	C
	2
	3
	4.5
	10,000
	450

	
	D
	3
	3
	4.5
	10,000
	450

	2nd Year summary
	3 equal investments
	1 year

Shortest time to liquidity
	2 2/3  is average maturity
	4.17 is average rate
	30,000 is total investment
	1250 is total earnings

	3rd year
	C
	1
	3
	4.5
	10,000
	450

	
	D
	2
	3
	4.5
	10,000
	450

	
	E
	3
	3
	4.5
	10,000
	450

	3rd Year summary
	3 equal investments
	1 year

Shortest time to liquidity
	3  is average maturity
	4.5 is average rate
	30,000 is total investment
	1350 is total earnings


Mention where it can be used

Bonds, annuities, 

Should I invest now or wait until interest rates go up? The market can change in a heartbeat...one sudden but outrageous event can send the market tumbling while another good event can send it soaring. Interest rates don't always do what we expect them to do – no matter how well you’re informed. 

So it makes sense to invest based on a plan. And waiting only makes sense if your plan calls for waiting. Fixed annuities are an interest rate sensitive investment. Someone looking to get into fixed annuities should do so according to a plan, not the market. 
There is an approach that may help when it comes to buying fixed annuities. You can take advantage of ever-changing interest rates by having several annuities come due at certain time periods. This strategy is known as laddering annuities. It gives you flexibility and doesn’t look you in permanently for the future. 
If you adjust your annuity portfolio so there are annuities coming due every one to two years (ex. a 5 year, 7 year, and 9 year annuity), you can re-evaluate your decision every couple of years starting in year 5. 

If rates are worse in 5 years and you can't get anything better, there may be continuation provisions in your 5 year annuity. Otherwise you reinvest that annuity at the prevailing but lower rate. You still have your 7 and 9 year annuity that you picked up when rates were better in the past that are still working for you. And if rates get better later when the next annuity comes due, then you can take advantage if at the time.  
Give us a call or fill out the card so we can show how laddering annuities may help you.
Yield Ladders 
are a safe money yield enhancement technique based on the premise that yields tend to be higher as length of maturity increases. Yield ladders may be built using certificates of deposit, fixed annuities, or bonds. Laddering is designed to maximize yields without trying to guess where interest rates might go. 
  
How Ladders Work 
Yield ladders place equal parts of the principal into the different maturities, or maturity buckets, so that you always have a part of your money available to earn new rates or meet liquidity needs. 
  
As an example, Let’s say we have $30,000. Although a yield ladder may be for any length of time we will use a three-year period and split the money into three parts – one year, two year, three year – placing $10,000 in each segment.  
  
We will assume the yields remain the same and are: 1 year – 2.5%, 2 year – 3.5%, 3 year – 4.5%, Now let’s see what happens over the next three years. 
  
How to read the chart: The first column shows the years remaining until the money is liquid; the second column shows the initial maturity of the bucket, and the third shows the interest rate earned. The remaining columns multiply the money in each bucket by the interest rate earned. 
  
  
  
	The First Year 
	$10,000 
	$10,000 
	$10,000 
	$30,000 

	1 
	1 
	2.5% 
	$250 
	  
	  
	  

	2 
	2 
	3.5% 
	  
	$350 
	  
	  

	3 
	3 
	4.5% 
	  
	  
	$450 
	  

	Total 
	  
	  
	  
	  
	  
	$1,050 


  
  
  
We are earning 2.5% (or $250) on a maturity bucket that will be liquid in one year with an original term of one year. We are earning 3.5% (or $350) on a bucket that will be liquid in two years with an original term of two years and 4.5% (or $450) on a bucket that will be liquid in three years with an original term of three years. The total interest earned is $1,050 this is equal to 3.5% or the same rate earned on the two year maturity, and our average maturity is also two years. 
  
At the end of the first year the 1-year ladder bucket becomes liquid. Since a year has passed the original 2-year bucket now comes due in 1 year, and the 3-year bucket comes due in 2.  The fresh liquid money is placed in a new 3-year bucket, so we now have two buckets earning a 3-year rate (the original and the new one). 
  

	The Second Year 
	$10,000 
	$10,000 
	$10,000 
	$30,000 

	1 
	2 
	3.5% 
	$350 
	  
	  
	  

	2 
	3 
	4.5% 
	  
	$450 
	  
	  

	3 
	3 
	4.5% 
	  
	  
	$450 
	  

	Total 
	  
	  
	  
	  
	  
	$1,250 


  
  
In the second year the yield is 4.17% ($1,250/$30,000), over half percent higher than the two year rate, but our average liquidity has stayed at two years. 
  
At the end of the second year what originally was the 2-year rate bucket becomes liquid, all of the other buckets are one year closer to liquidity, and the fresh money is again placed in a new 3-year bucket earning the 3-year rate. 
  
  
	The Third Year 
	$10,000 
	$10,000 
	$10,000 
	$30,000 

	1 
	3 
	4.5% 
	$450 
	  
	  
	  

	2 
	3 
	4.5% 
	  
	$450 
	  
	  

	3 
	3 
	4.5% 
	  
	  
	$450 
	  

	Total 
	  
	  
	  
	  
	  
	$1,350 


  
  
By the fifth year the average yield is 4.5%, the equivalent of the 3-year period, but the average liquidity is still two years and a third of our money is liquid in one year. 
  
What Has Happened 
By using laddering we are earning the equivalent of 3-year rates on all of our money even though the average liquidity wait has stayed at 2 years. The power of laddering is it permits you to get the higher yields associated with longer terms, while maintaining your liquidity. 
  
Rising Rate Environment 
But what happens if rates go up? There is a tendency for individuals to not use laddering because of fears they will lock in today’s rates when tomorrow’s rates may be higher. However, laddering can still provide an advantage because longer terms may offset most or all the increase. 
  
Yield Ladders Work 
Yield ladders work when higher yields are paid as maturity lengthens. They work very well in stable interest rate environments and falling ones. Yield ladders do not work as well when rates are steadily rising, but they reduce volatility of interest income. 
  
Many people sacrifice yield by keeping money in short maturity instruments because they don’t want to miss out if rates rise. A yield ladder means you always have money coming due that will earn the new rate, and you will be able to take advantage of any yield curve benefits of the longer rate term. Even though I used a three year timetable with three annual buckets a yield ladder may be any length and have any number of maturity buckets. The key to success is having the discipline to keep the ladder going. 
 
	Investment year
	Investment
	Years to maturity
	Maturity term
	Interest rate
	Investment
	Annual earnings

	1st year
	A
	1
	1
	2.5
	10,000
	250

	
	B
	2
	2
	3.5
	10,000
	350

	
	C
	3
	3
	4.5
	10,000
	450

	1st Year summary
	3  equal investments
	1 year

Shortest time to liquidity
	2 is

Average maturity
	3.5 is average rate
	30,000 is total investment
	1050 is total earnings

	2nd year
	B
	1
	2
	3.5
	10,000
	350

	
	C
	2
	3
	4.5
	10,000
	450

	
	D
	3
	3
	4.5
	10,000
	450

	2nd Year summary
	3 equal investments
	1 year

Shortest time to liquidity
	2 2/3  is average maturity
	4.17 is average rate
	30,000 is total investment
	1250 is total earnings

	3rd year
	C
	1
	3
	4.5
	10,000
	450

	
	D
	2
	3
	4.5
	10,000
	450

	
	E
	3
	3
	4.5
	10,000
	450

	3rd Year summary
	3 equal investments
	1 year

Shortest time to liquidity
	3  is average maturity
	4.5 is average rate
	30,000 is total investment
	1350 is total earnings


