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WHICH ASSETS HAVE DON E WEL L D URIN G F ED RAT E H I KES? 

A look at the last five rate-hike cycles could offer some clues about the next one.

MONDAY, JUNE 22, 2015

The big investment question for 2015—when will the U.S. Federal 
Reserve begin hiking the federal funds rate, and by how much?—is 
closer to being answered. In a report issued at the conclusion of the 
meeting of the policy-setting arm of the Fed, the Federal Open Market 
Committee (FOMC), on June 16–17, 2015, 15 of 17 Fed officials said they 
expected the Fed to begin raising short-term interest rates before the 
end of 2015. The Fed has four more meetings scheduled for 2015—in 
July, September, October, and December—with markets expecting the 
first rate hike in September.

What might this mean for investors? One way to assess the potential 
impact is to look at history, although past performance is not a guar-
antee of future results. Earlier this year, for example, Zane Brown, 
Lord Abbett Partner and Fixed Income Strategist, wrote a series of 
articles exploring how key U.S. fixed-income categories and large-cap 
equities performed during the past five periods of a rising fed funds 
rate. And now because the June 17th Fed projections emphasize just 
how close the central bank is to delivering its first rate hike, we thought 
it would be a good time to summarize those findings. 

Let’s first look at the historical fed funds rate, and the most recent 
projections for where the rate could be headed (see Chart 1). We’ll start 
in the early 1980s, just after the overnight rate had peaked at nearly 
20% in response to the inflation crisis back then. From this starting 
point, we can view the five distinct periods when the FOMC raised the 
fed funds target rate—some very rapidly, as in 1994, and others over a 
longer time period, such as during 2004–06. To see where the rate 
might be going in 2015, we include two sets of projections: 1) a dashed 
line evenly connecting the median points from the Fed “dot-plot”  
predictions (from the 17 members), and 2) the rate priced into the fed 
funds rate futures market for the next three years. Fortunately for 
investors, both sets of projections indicate the kind of “gradual” rate 
increase that the Fed chairwoman Janet Yellen has stressed.

Now that we’ve mapped the interest-rate landscape, let’s turn back 
to those last five fed rate-hike periods and summarize the performance 
of various segments of the bond and stock markets during each period 
to assess how markets might react in the coming years. We present 
this performance in Table 1. Then, we offer some of Brown’s observa-
tions about what the historical record suggests for each of these 
sectors when the Fed begins the next phase of interest-rate hikes.  
[Of course, past performance is no guarantee of future results.]

U.S. TREASURIES
The performance of U.S. government bonds during the five periods in 

our survey was largely a function of the bonds’ maturity. The lower 
duration, or price responsiveness to interest-rate changes, of a repre-
sentative two-year U.S. Treasury index allowed a positive return in every 
cycle and an average return of 2.41% during these periods. The story 
changes dramatically farther out on the yield curve, as an index of 
10-year U.S. Treasury securities posted an average return of -1.87%. 

SHORT-TERM CORPORATE SECURITIES (SHORT DURATION)
The performance picture improved greatly outside the government-

bond sector during the rate-hike periods in our survey. A representative 
index of one- to three-year investment-grade corporate securities 
handily outperformed both classes of U.S. Treasury securities in each of 
the past five Fed rate-hike episodes. This outperformance came despite 
the fact that in every cycle, except 1986–87, the yield on two-year  
Treasuries rose substantially more in than did that of 10-year Treasuries.

Since short-term bond yields are more closely tied to the fed funds 
rate than are longer-maturity bond yields, one might ask whether short-
maturity bonds would be more susceptible to losses when the Fed begins 
to raise rates. To that point, note that when the Fed tightens, short-term 
yields increase more than long-term bond yields, causing the curve to 
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CHART 1. WHERE HAS THE FED FUNDS RATE BEEN— 
AND WHERE COULD IT BE HEADED? 
FED FUNDS TARGET RATE (DECEMBER 31, 1984–JUNE 19, 2015)  
AND INDICATED PROJECTIONS OF FUTURE RATES
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Date 2-Year  
Treasury

10-Year  
Treasury

Barclays
Aggregate

Short 
Corporate 

Bonds
Floating 

Rate Loans
High-Yield  

Bonds S&P 500

06/29/2004-
06/29/2006 1.51% 1.87% 3.09% 2.41% 5.79% 7.40% 7.81%

06/29/1999-
05/16/2000 2.81% -0.25% 2.17% 3.46% 3.00% -1.78% 9.65%

02/03/1994-
02/01/1995 1.16% -7.11% -2.23% 1.84% 9.33% -1.77% 0.67%

03/28/1988-
02/24/1989 4.13% 2.47% 3.41% 5.65% — 8.95% 15.09%

12/15/1986-
09/04/1987 2.45% -6.32% 0.40% 3.09% — 6.38% 35.35%

Average 2.41% -1.87% 1.21% 3.29% 6.04% 3.84% 13.71%

Source: Federal Reserve Bank of New York, Citigroup, Barclays, BofA Merrill Lynch, 
and S&P Dow Jones Indices. Two-Year U.S. Treasury = Citi Treasury Benchmark 2-Year 
Index. 10-Year U.S. Treasury = Citi Treasury Benchmark 10-Year Index. Barclays Aggre-
gate = Barclays U.S. Aggregate Bond Index. Short Corporate Bonds = The BofA Merrill 
Lynch 1-3 Year U.S. Corporate Index. Floating Rate Loans = Credit Suisse Leveraged 
Loan Index (historical data for this index is monthly; returns reflect nearest month-end). 
High Yield Bonds = BofA Merrill Lynch High Yield Index. S&P 500 = S&P 500 Index.

TABLE 1. HOW HAVE KEY ASSET CLASSES PERFORMED 
DURING PAST PERIODS OF FED RATE HIKES?
TOTAL RETURN BY INDEX DURING INDICATED PERIODS OF FEDERAL 
RESERVE RATE HIKES

Source: Federal Reserve and Bloomberg. Percentage figures accompanying arrows refer 
to the size of the total increase in the fed funds rate during the indicated period. Market 
forecasts and projections are based on current market conditions and are subject to 
change without notice. Projections should not be considered a guarantee



“flatten.” So, does this mean that investors should avoid short-term 
bonds? Apparently not, since history suggests otherwise.

It is true that short-term yields tend to rise more than long-term 
yields during Fed-tightening cycles, leading to a flattening of the Treasury 
curve. However, during such periods, short maturities historically have 
delivered positive returns, despite rising yields. The higher income gen-
erated by short-maturity, credit-sensitive sectors offer greater prospects 
for returns in the face of rising rates.

BANK LOANS
There have been three Fed-tightening cycles since 1992, which is the 

beginning of reliable bank-loan index data. The three episodes that began 
in 1994, 2000, and 2004 represent a range of rate hikes and time frames. 
In each case, bank loans (as measured by the Credit Suisse Leveraged 
Loan Index) performed well relative to the alternatives. The three-cycle 
average performance of 6.04% for the representative leveraged-loan index 
compares favorably to 2.41% and 1.02%, respectively for the two-year U.S. 
Treasury index and the Barclays U.S. Aggregate Bond Index. 

While past performance is no guarantee that bank loans will again 
perform in a similar manner in the next rate-hike cycle, the “data-
dependent” nature of the Fed’s upcoming policy decisions suggests 
initial rate hikes likely will coincide with evidence of self-sustaining U.S. 
economic strength. More robust U.S. growth likely would also support 
the economically sensitive bank loan sector. Based on current valuation 
measures, the bank loan sector offers potentially attractive relative 
returns, almost regardless of when the Fed chooses to hike rates. 
HIGH YIELD

What has happened to the U.S. high-yield sector when the Fed has raised 
interest rates? In every period but the interval of June 1999–May 2000, the 
representative BofA Merrill Lynch High Yield Index outperformed the 
Barclays U.S. Aggregate Bond Index. The high-yield index also returned 
more than the two-year U.S. Treasury note during three of these five periods. 
If we combine all five periods, the high-yield index provided an average 
return of 3.84%, compared to 1.21% for the Barclays Aggregate Index and 
2.42% for the two-year Treasury Index. 

This is no guarantee that high yield will outperform when the Fed’s 
widely anticipated policy tightening finally takes place. However, the 

historical returns of the high-yield index imply economic sensitivity, 
rather than rate sensitivity, for the asset class, and the importance  
of the higher yield that accrues over time. The criteria that favor  
rate hikes—stronger economic growth and slightly higher inflation—
seem to argue for U.S. high-yield securities, regardless of whether 
those conditions allow the Fed to launch an interest-rate “liftoff” in 
September or later in 2015.
U.S. LARGE-CAP EQUITIES

In four out of five periods, returns on the representative S&P 500® 
Index outperformed that of a conservative strategy which invested in 
two-year U.S. Treasury notes. The surprise Fed tightening in 1994 was the 
one period when the two-year Treasury performed better than the S&P 
500. Over the five tightening cycles, average S&P 500 performance of 
13.71% compares favorably to the 2.41% average for the two-year strategy. 
Even if we were to exclude the extraordinary S&P 500 return of 35.35% at 
the period beginning in late 1986, the average outperformance of equities 
versus two-year Treasury securities during the past five Fed-tightening 
cycles is meaningful.

Historically, the Fed has raised rates to temper excessive economic 
growth and contain or lower inflation. The Fed’s current objective is 
instead to normalize interest rates without adversely affecting economic 
growth. Arguably, this more economy-friendly objective could favor 
equities and other economically sensitive securities more than past rate-
hike policies have, when economic slowdown was part of the objective. 
Thus, if the Fed is successful in its implementation of rate hikes, interest 
rates can move gradually higher without seriously affecting the economic 
growth that supports corporate earnings and, in turn, equity valuations.

SUMMING UP
Whether the Fed decides to tighten as early as July, or as late as 

December 2015 (or even later), market anticipation of rate hikes 
suggests that some fine-tuning of fixed-income portfolios now may be 
appropriate. Equity investors also may decide to reassess their approach 
as they await the Fed’s next move. Regardless of an investor’s appetite 
for risk, there have been a number of investment strategies that  
historically have worked well. Investors may wish to review them as the 
day of rate-hike reckoning approaches.

IMPORTANT INFORMATION
A Note about Risk: The value of an investment in fixed-income securities will change as interest rates fluctuate 
and in response to market movements. As interest rates fall, the prices of debt securities tend to rise. As interest 
rates rise, the prices of debt securities tend to fall. High-yield securities, sometimes called junk bonds, carry 
increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and 
principal. Bonds may also be subject to other types of risk, such as call, credit, liquidity, interest-rate, and general 
market risks. Lower-rated bonds carry greater risks than higher-rated bonds.  Moreover, the specific collateral used 
to secure a loan may decline in value or become illiquid, which would adversely affect the loan’s value. Longer-term 
debt securities are usually more sensitive to interest-rate changes; the longer maturity of a security, the greater the 
effect a change in interest rates is likely to have on its price. No investing strategy can overcome all market volatility 
or guarantee future results. The value of investments in equity securities will fluctuate in response to general 
economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. 
Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury 
securities is exempt from state and local taxes. Although U.S. government securities are guaranteed as to payments of 
interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.
Neither diversification nor asset allocation can guarantee a profit or protect against loss in decline markets.
There is no guarantee that the asset classes listed in this article will perform in a similar manner under similar condi-
tions in the future.
Forecasts and projections are based on current market conditions and are subject to change without notice. Projections 
should not be considered a guarantee.
Duration is the change in the value of a fixed-income security that will result from a 1% change in market inter-
est rates. Generally, the larger a portfolio’s duration, the greater the interest-rate risk or reward for underlying 
bond prices.
The fed funds rate is the interest rate at which a depository institution lends immediately available funds (balances at 
the Federal Reserve) to another depository institution overnight.
Yield is the annual interest received from a bond and is typically expressed as a percentage of the bond’s market price.
The Barclays U.S. Aggregate Bond Index is an unmanaged index composed of securities from the Barclays 
Government/Corporate Bond Index, Mortgage-Backed Securities Index and the Asset-Backed Securities Index. Total 
return comprises price appreciation/depreciation and income as a percentage of the original investment. Indexes are 
rebalanced monthly by market capitalization.

The BofA Merrill Lynch 1-3 Year U.S. Corporate Index is an unmanaged index comprised of U.S. dollar-
denominated investment-grade corporate debt securities publicly issued in the U.S. domestic market with between 
one and three years remaining to final maturity.
The BofA Merrill Lynch High Yield Index tracks the performance of U.S. dollar-denominated below investment-
grade corporate debt publicly issued in the U.S. domestic market. Qualifying securities must have a below 
investment-grade rating (based on an average of Moody’s, Standard & Poor’s and Fitch), at least 18 months to final 
maturity at the time of issuance, at least one year remaining term to final maturity as of the rebalancing date, a 
fixed coupon schedule, and a minimum amount outstanding of $100 million.
The Citigroup 2 Year Treasury Benchmark Index is a broad measure of the performance of two-year U.S. 
Treasury securities.
The Citigroup 10 Year Treasury Benchmark Index is a broad measure of the performance of 10-year U.S. 
Treasury securities.
The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. dollar-denomi-
nated leveraged loan market. The CS Leveraged Loan Index is an unmanaged, trader-priced index that tracks leveraged 
loans. The CS Leveraged Loan Index, which includes reinvested dividends, has been taken from published sources.
The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and 
includes a representative sample of leading companies in leading industries.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
The opinions in Market View are as of the date of publication, are subject to change based on subsequent develop-
ments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt 
any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be 
profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of 
the information. Investors should consult with a financial advisor prior to making an investment decision.
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