
In December of 2008, the Federal Reserve (Fed) lowered 
the target fed funds rate to the historically low range of 

0%-0.25%. This action was taken in an attempt to stimulate 
an economy in the pits of a recession and a financial 
system on the verge of collapse. Additional stimulus 
measures, frequently referred to as “quantitative easing”, 
were implemented over the following six years, with the 
goal of lowering long-term interest rates and increasing 
corporate and consumer borrowing. While the quantitative 
easing programs came to an end in late-2014, short-term 
rates remain at historically low levels. Recent strong 
economic data has many members of the Federal Reserve 
stating that the first increase in the Fed Funds rate will 
likely occur in late-2015. With much market speculation 
around the timing of short-term rate increases, investors 
are left wondering: what are the implications for long-
term rates and, more importantly, for the returns on my 
investment portfolio? 
Timing of Rate Increases
In the most recent Summary of Economic Projections 
released by the Fed at the conclusion of their June 2015 
meetings, fifteen of seventeen members surveyed 
revealed their beliefs that the first increase in 
the Fed Funds rate will occur in 2015. The Fed 
has cited stable GDP growth and a healthy labor 
market as signs that we are trending toward a 
higher rate environment, and indeed many key 
economic indicators have normalized. Both 
projected GDP and unemployment levels for 2015 
are in-line with the Fed’s long-term targets for a 
normal, healthy economy. Being in a more normal 
economic condition argues for a more normal 
interest rate environment, though low inflation 
levels have not pushed the Fed to act more 
quickly.
More recently, Federal Reserve Bank of Atlanta 
President Dennis Lockhart stated his belief that 
an increase in the benchmark short-term rate is 
imminent. Speaking in an interview with the Wall 
Street Journal about the potential of a rate increase 
following the September Fed meeting, Lockhart 
stated “It will take a significant deterioration in the 

economic picture for me to be disinclined to move ahead.”1 
These comments from a voting Fed member continue to 
fuel speculation that the first rate increase in over nine 
years may be on the table in late-September. 
Implications for Long-Term Rates
While much of the conversation focuses on the changes 
in short-term rates arising from a Fed decision, the 
implications for long-term rates are a key consideration for 
most investors. Most nonprofit portfolios are composed 
of fixed income allocations with intermediate-term and 
long-term maturities, which are impacted to a much 
greater extent by volatility in long-term interest rates. To 
understand the potential impact stemming from an increase 
in the Fed Funds rate, a logical starting point is to examine 
the historical effect on long-term rates during periods of 
sustained increases. From January 1971 through July 2015, 
there have been nine identifiable periods of pronounced, 
sustained increases in the Fed Funds rate.2 Figure 1 below 
shows the corresponding changes in 10-Year and 30-Year 
U.S. Treasury rates, common benchmarks for long-term 
interest rates, during these periods. 

1. “Atlanta Fed’s Lockhart: Fed Is ‘Close’ to Being Ready to Raise Short-Term 
Rates”, Wall Street Journal. August 5, 2015.
2. Defined as periods in which multiple rate increases occurred and total increases 
exceeded 1.0%.
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Figure 1: Change in Long-Term Rates During Periods of 
Sustained Fed Funds Rate Increases

-1.0%

1.0%

3.0%

5.0%

7.0%

9.0%

11.0%

13.0%

15.0%

Ch
an

ge
 in

 In
te

re
st

 R
at

e

Fed Funds Rate 10-Year Rate 30-Year Rate

Source: Federal Reserve Economic Database.
* Note that there is no data for 30-year rates in the first two periods, as the Treasury did 
not begin issuing 30-year bonds until 1977.



substantially lower than that of the equity markets. During 
these periods of rising rates, equity market (S&P 500) 
volatility measured 14.6%, compared to only 5.6% for the 
Barclays Aggregate and 4.0% for the Barclays Intermediate 
Government/Credit. In addition to low standalone volatility, 
fixed income has maintained low correlations to the equity 
market during periods of rising rates, providing additional 
risk mitigation across the entire portfolio. 
Though the expected returns for fixed income may fall 
short of what has been experienced the past 40 years, fixed 
income continues to provide benefits in a well-diversified 
portfolio. Return expectations, however, should be adjusted 
to account for the change in interest rate environment. 
Despite lower return expectations, fixed income still offers 
value in investment portfolios through low correlations 
to equity markets and low standalone volatility. In the 
face of rising interest rates, strategy adjustments, such as 
changes to duration targets and allocation within fixed 
income sectors, should be discussed as part of a disciplined 
investment framework. 
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As can be seen in Figure 1, during all identified 
periods of pronounced, sustained increases in 
the Fed Funds rate, there was also an increase in 
long-term rates, though to a lesser extent than the 
Fed Funds rate (a flattening of the yield curve). 
This flattening of the yield curve, coupled with 
an increase in long-term rates, is generally the 
expectation among many Wall Street analysts and 
economists. A Bloomberg survey of 60 Wall Street 
analysts and economist conducted in early-July 
2015 found that the median expectation for an 
increase in the Fed Funds rate by the end of 2016 
was 150 basis points (1 basis point is equal to 
1/100th of 1%), while the median expectation for 
an increase in the 10-year Treasury rate was found 
to be only 80 basis points.3 
Rising rates put downward pressure on fixed 
income prices, as existing securities with smaller 
coupons are viewed less favorably in a higher rate 
environment. This inverse relationship between rates and 
fixed income prices, along with the potential for a sustained 
rising interest rate environment, has led many nonprofit 
investors to question their fixed income allocations.
With the prospect of a sustained rising interest rate 
environment, and the negative impacts on an asset class 
that historically has seen low returns relative to equity 
asset classes, many staff and committee members naturally 
question their organization’s allocation to an asset class 
with a relatively dim outlook. But to what extent do rising 
rates impact fixed income returns? A good starting point in 
answering that question is to examine how the asset class 
has historically performed during periods of rising rates. 
Naturally during periods of rising rates, fixed income 
performance tends to suffer. Figure 2 illustrates the 
performance of the Barclays Intermediate Government/
Credit Index and the Barclays Aggregate Bond Index 
during the periods of rising rates discussed in Figure 1 
(Note only the most recent seven periods are shown, as 
index data prior to 1975 is not available). The dotted lines 
indicate the annualized returns of the respective indexes of 
the entire period, January 1976 through July 2015. 
While the fixed income returns seen during periods of 
rising rates are below their long-term return levels, returns 
are still generally positive in rising rate environments. 
Negative returns in the first two periods of Figure 2 reflect 
a period of time in which the Fed rapidly raised interest 
rates to combat historically high levels of inflation. The 
more recent time periods reflect a more “normal” pace of 
interest rate increases, and are perhaps more applicable 
when shaping expectations for coming rate increases. 
Though returns suffer to some extent, fixed income has 
continued to show other favorable attributes throughout 
periods of rising rates. During the periods shown in 
Figure 2, the volatility of the fixed income markets was 
3. Bloomberg LP
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Figure 2: Performance of Fixed Income During Periods of
Rising Rates (January 1976 - July 2015)
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