
MARKET VIEW
HOW WILL DIV IDEND STOCK S FARE D URIN G F ED RAT E HI KES? 
Dividend payers have held up well during Fed hikes, and actively managed funds have often done even better.

MONDAY, JULY 20, 2015

As we noted a few weeks ago in Market View, stocks historically 
have outperformed interest rate-sensitive fixed-income asset 
classes during periods when the Federal Reserve is hiking rates. 
In four of the five most recent periods,1 stocks (as represented by 
the S&P 500® Index) beat major fixed-income categories, with the 
average return for these periods coming to 13.71%, 1,250 basis 
points (bps) better than the Barclays U.S. Aggregate Bond Index.

This week we’ll take a closer look at equities. As a reminder, 
Chart 1 shows that, historically, dividend payers have out- 
performed nonpayers, both absolutely and on a risk-adjusted basis. 
They have generated more than three times the return with only 
two-thirds of the volatility. 

But what about when the Fed is tightening monetary policy? Many 
investors expect that, like bonds, dividend-paying stocks will suffer. 
After all, some dividend-payers, such as those in the utilities and real 
estate investment trust sectors, are considered substitutes for bonds 
due to their potential to provide higher levels of current income.

Table 1 shows the performance of dividend payers during the 
five most recent periods in which the Fed raised short-term 
interest rates. These periods varied substantially in length, and in 
the number and size of the interest-rate hikes. In 1994–95 and 
1988–89, the Fed raised rates rapidly, while in the other three 
periods, rate hikes were more gradual, with the slowest pace 
occurring in 1986–87.

Contrary to what you might have expected, dividend payers 
posted attractive returns in three of the five rate-hiking periods. 
Of the two periods in which dividend payers declined, the one 
showing the greatest losses occurred in 1999–2000, when the 
hikes totaled only 175 bps over 11 months. But this period also 
coincided with the height of the dot-com bubble. So, it’s likely that 
the frenzy for any and all Internet-related stocks at this time 
probably played a greater role in the decline of dividend payers 
than did the relatively mild rate hike.
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CHART 1. DIVIDEND PAYERS OFFER A BETTER  
RISK/REWARD PROFILE IN THE LONG TERM 
TOTAL RETURN AND ANNUALIZED STANDARD DEVIATION BY DIVIDEND 
POLICY, 01/31/1972 – 06/30/2015
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Source:  Federal Reserve, Ned Davis, Lipper, and Morningstar.

TABLE 1. DIVIDEND STOCKS OFTEN HAVE HELD UP  
BETTER THAN EXPECTED DURING FED RATE HIKES
PERFORMANCE OF DIVIDEND-PAYING STOCKS DURING PERIODS  
OF WHEN THE FED IS RAISING RATES

Source:  Ned Davis and Morningstar. “Dividend Payers” and “Dividend Nonpayers” as 
defined by Ned Davis.
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06/29/2004-
06/29/2006 1.00% 5.25% 4.25% 24 18 11.93% 3.85% 12.12%

06/29/1999-
05/16/2000 4.75% 6.50% 1.75% 11 16 -10.68% -30.83% 1.05%

02/03/1994-
02/01/1995 3.00% 6.00% 3.00% 12 25 -2.38% -8.70% -1.64%

03/28/1988-
02/24/1989 6.50% 9.75% 3.25% 11 30 12.34% 7.56% 14.74%

12/15/1986-
09/04/1987 5.88% 7.25% 1.37% 9 15 31.38% 14.84% 13.95%

Average 4.23% 6.95% 2.72% 13 21 8.52% -2.66% 8.04%

Dividend payers and top 20% of dividend payers as defined by Ned Davis. All returns were based on monthly data and calculated from the month-end closest to the actual day of the rate hike starts and ends.
The Lipper Equity Income category consists of funds that, by prospectus language and portfolio practice, seek relatively high current income and growth of income by investing at least 65% of their portfolio in 
dividend-paying equity securities.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment
The historical data are for illustrative purposes only, do not represent the performance of any Lord Abbett mutual fund or any particular investment, and are not intended to predict or depict future results. Investors 
may experience different results. Performance during other time periods may differ. Due to market volatility, the market may not perform in a similar manner in the future. Dividends are not guaranteed and may be 
increased, decreased, or suspended altogether at the discretion of the issuing company. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

https://www.lordabbett.com/content/lordabbett/en/perspectives/marketview/which-assets-have-done-well-during-fed-rate-hikes.html


That leaves just one period in which dividend payers suffered 
losses. Here, despite the steep increase of 300 bps in just 12 months, 
dividend payers lost only 2.38%. While no one likes to see losses, 
such a mild decline is hardly a reason to drop dividend payers from 
a well-diversified portfolio.

Of these five periods, which most closely resembles the one we’re 
likely to see next? The Fed has gone to great lengths to signal its inten-
tions that coming rate increases will be very gradual. One increase is 
expected before the end of 2015, and a series of gradual hikes is likely 
in 2016. Rapid hikes like those seen in 1988–89 and 1994–95 are 
unlikely because, unlike during those periods, the Fed is not seeking 
to cool an overheating economy but merely to return rates to more 
normal levels. So the pace of rate hikes most likely will be gradual, 
perhaps even more so than in 1986–87, 1999–00, or 2004–06.

One final point about dividend payers. Notice that during both 
periods in which dividend payers declined, the top 20%, as measured 
by dividend yield, performed even worse. So, as we noted, not all 
dividend payers are alike. Some do considerably worse than others 
when interest rates rise.

This suggests that a professionally managed approach—in which 
fundamental research might uncover, for example, which dividend-
paying stocks to avoid—can improve on performance. And as we see 
in Table 1, this has often been the case. Managers in the Lipper 
Equity Income category outperformed dividend payers generally in 
four of the five periods—sometimes quite substantially—though they 
also lagged in one period. (The Lipper Equity Income category 
consists of funds that seek current income and growth of income by 
investing at least 65% of their portfolio in dividend-paying stocks.)

This represents the performance of the average manager. If this 
is how equity income managers have performed on average, how 
might an above-average manager do? For information, click here.

1The five most recent periods in which the Federal Reserve raised the fed funds rate are: 1) 12/15/1986 - 09/04/1987, 2) 03/28/1988 - 02/24/1989, 3) 02/03/1994 - 02/01/1995, 4) 06/29/1999 - 05/16/2000, and  
5) 06/29/2004 - 06/29/2006.

IMPORTANT INFORMATION
A Note about Risk: 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. While growth 
stocks are subject to the daily ups and downs of the stock market, their long-term potential as well as their volatility can be substantial. Value investing involves the risk that the market may not recognize that securities are 
undervalued, and they may not appreciate as anticipated. Smaller companies tend to be more volatile and less liquid than larger companies. Small cap companies may also have more limited product lines, markets, or financial 
resources and typically experience a higher risk of failure than large cap companies. 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 rates rise, prices tend to fall. Dividends are not guaranteed and may be increased, decreased, or suspended altogether at the discretion of the issuing company.

Dividend policy: A stock is classified as a dividend payer if it paid a cash dividend any time during the previous 12 months, a dividend grower if it initiated or raised its cash dividend at any time during the previous 12 months, 
and non-dividend payer if it did not pay a cash dividend at any time during the previous 12 months.

Dividend yield is equal to the dividend divided by the stock price. Dividend yield is one measure of a stock’s value. A high dividend yield may indicate that a stock is relatively inexpensive.

No investing strategy can overcome all market volatility or guarantee future results.

The Barclays U.S. Aggregate Bond Index irepresents 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. Total return comprises price appreciation/depreciation and income as a percentage of the original investment.

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 developments, 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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