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The past 35 years have been kind to traditional asset allocation. Equities, as represented by the 
S&P 500 Index, have returned approximately 10 percent, on average, and the decline in interest 
rates has created a nice tailwind for fixed income.  
 
Things have changed recently, however, especially within fixed income. As of August 2018, the 
10-year Treasury rate is around 2.90 percent, and the outlook from the Federal Reserve includes 
additional rate hikes in the coming quarters. The notion of “rates up and bond prices down” is 
imprinted indelibly in our minds, and the fear of a rise in rates has investors steering away from 
traditional allocation. But is that the right approach?  
 
Let’s explore what a sustained rising-rate period means for investors in practice, which should 
help shed light on how to prepare from an allocation perspective.  
 
Digging into the Numbers 
Few professionals practicing today have invested through a 20- or 30-year increase in rates. 
From the peaks of the early 1980s, our careers have existed in an era of declining rates. Although 
there have been short episodes of rising rates, the overall trend has been downward. As a result, a 
buy-and-hold approach has played out quite well, as is evident from Figure 1.  
 

 
 
Our analysis of performance in an upward-trending rate environment takes us all the way back to 
April 1953, when the 10-year Treasury yield was 2.83 percent. Surprisingly, that’s almost 



identical to where it is today. During the next 30 years, it rose steadily before peaking at around 
16 percent in 1981 (see Figure 2). In terms of comparison, as we look out over the horizon and 
assess things in 2018, it probably doesn’t get much better than that.  
 

 
 
In order to gauge performance during the pre-1981 period, we can turn to Morningstar’s 
intermediate-term bond category, which was introduced in 1955. The category suits our purpose 
because we believe the names from this peer group generally account for the largest slice of 
fixed income managers. Returns leading up to 1981 are shown in Figure 3, where it’s evident 
that the profile is mostly positive—this Morningstar group experienced only six instances of 
annual losses, on average, during the period illustrated. 
 
The 12-month increase in the 10-year Treasury yield was more than 2 percent in 1969, one of the 
largest such increases in the investment’s history. In order to lose 16.21 percent—the return for 
the category that year—a manager would have needed a duration of 8–9 years and to have held 
mostly U.S. Treasury securities, an unlikely exposure for an intermediate-term bond manager. 
Also, in two other negative return years, the 10-year Treasury yield actually moved lower, 
suggesting a positive environment for bond investors. Why, then, did fund managers lose so 
much in 1969 and in years when rates declined?  
 



 
 
Looking at the underlying data, most managers in the intermediate-term bond peer group then 
and now hold a mix of Treasury securities and corporate bonds. Corporate bonds, especially 
lower-quality ones, tend to have a high correlation to equities in down markets, meaning that 
they exhibit credit risk in addition to interest rate risk. During risk-off periods in the market, 
credit risk is usually the dominant risk factor because investors sell corporate bonds in favor of 
higher-quality Treasuries. This puts downward pressure on corporate bond prices while 
Treasuries generally move higher. Interestingly, in each negative year for the intermediate-term 
bond category—1957, 1962, 1966, 1969, 1973, and 1974—the S&P 500 Index experienced 
double-digit losses. This suggests that it was credit risk, not interest rate risk, that led to the pre-
1981 declines.  
 
To further address this, let’s explore what the intermediate government bond peer group did over 
the same period. Managers in this Morningstar fixed income category have significantly less 
credit risk (i.e., more interest rate risk) than those in the intermediate-term bond peer group. 
That’s because intermediate government portfolios have at least 90 percent of their bond 
holdings in bonds backed by the U.S. government or by government-linked agencies. A 
comparison between the two groups gives an idea of the extent to which credit risk played a role 
in past declines. 
 
Unfortunately, the peer group starts in 1971, so the next-best option is to use the U.S. 
Government Bond Index (i.e., the intermediate government index) as a proxy. Down only 0.74 
percent in 1969, it was positive all other years when the intermediate-term bond category 
experienced losses. This supports the suggestion that the large declines experienced by managers 
in the aforementioned category were the result of an overweight to riskier fixed income areas.  
 



One should probably question whether the intermediate government index is a good proxy for 
intermediate government peer group returns. To illustrate this, Figure 4 compares the returns for 
both over time. Note the strong correlation between the two. Consequently, you could conclude 
that the intermediate government index is a good proxy for manager returns for periods before 
the peer group’s inception.  
 

 
 
The last point, and arguably the most important, is that the intermediate government index 
experienced minimal losses in the pre-1981 rising-rate period, and the intermediate government 
category’s largest annual decline was 1.32 percent. Therefore, even during a period of sustained 
rising rates, both the category and index recorded mostly positive total returns.  
 
How, then, do investors achieve positive total returns?  
 
It’s About Total Return 
Surprisingly, an often-overlooked aspect of fixed income investing is that bonds are interest-
bearing instruments that will continue to pay income until maturity. Their total return includes 
both price movements and income received. Simply put, total return = price return + income. 
 
The positive total returns experienced during rising rate periods were largely the result of the 
interest component, where price declines were more than offset by income derived. For example, 
during a 12-month period, if the yield on a mutual fund was 3 percent and the price declined 2 
percent, the total return amounted to a positive 1 percent.  



 
Another aspect to consider is the reinvestment of principal and interest. As rates move higher and 
bonds mature, they are reinvested at higher and higher yields—which further increases the 
income derived. Historically, mutual fund managers have tended to hold bonds with very short 
maturities. The bonds constantly mature and are reinvested at more attractive yields as rates go 
up. Consequently, in a rising rate environment, the dividend payment from a fixed income 
mutual fund should move higher as well. 
 
All Bonds Are Not Created Equal 
One more factor to take into account with bond investing is that not all bonds are created equal. 
There are many different fixed income styles and flavors—corporate, Treasury, and municipal 
bonds; high-yield investments; and floating-rate loans to name a few. They all have 
characteristics that can influence prices beyond the overall interest rate level. 
 
For example, some corporate bonds, especially lower-quality names in the high-yield space, have 
exhibited positive returns during rising interest rate environments. Floating-rate securities also 
tend to fare well during such environments because their yields can move higher with rates due 
to their floating aspect. Historically, mutual fund managers typically hold a mix of these fixed 
income areas to hedge against rising interest rates. 
 
So, How Should You React to Rising Rates? 
The two most common ways to experience permanent losses with bond investments are when 
they default and/or are sold at a loss. Unlike equities, bonds have maturity values. Investors get 
their principal value back at a predetermined date while receiving interest payments along the 
way. It’s as simple as that. Regardless of the investment vehicle, the math is the same. Although 
rising interest rates can affect intermediate pricing, losses on bonds occur only if these 
investments are sold at a lower price than when they were purchased.  
 
Today, the yield for the 10-year Treasury is almost identical to the 1953 yield. With the current 
low yield and the prospect of more hikes from the Fed, many investors feel they are staring over 
a bond precipice. But we believe that history suggests otherwise. During one of the toughest 
periods for fixed income in U.S. Treasury market history, the intermediate government bond 
index and the peer group were not overly sensitive to rising rates.  
 
The best way to react to rising interest rates? Simply stay the course. 
 
Morningstar Categories: Morningstar assigns categories to all types of portfolios, such as mutual funds, variable 
annuities, and separate accounts. Portfolios are placed in a given category based on their average holdings 
statistics over the past three years. Morningstar’s editorial team also reviews and approves all category 
assignments. If the portfolio is new and has no history, Morningstar estimates where it will fall before giving it a 
more permanent category assignment. When necessary, Morningstar may change a category assignment based on 
recent changes to the portfolio. 
 
Morningstar intermediate-term bond portfolios invest primarily in corporate and other investment-grade U.S. fixed 
income issues and typically have durations of 3.5 to 6 years. These portfolios are less sensitive to interest rates, and 
therefore less volatile, than portfolios that have longer durations. Morningstar places funds in a given category 
based on their portfolio statistics and compositions over the past three years. If the fund is new and has no portfolio 
history, Morningstar estimates where it will fall before giving it a more permanent category assignment.  
 



Morningstar intermediate government portfolios have at least 90 percent of their bond holdings in bonds backed by 
the U.S. government or by government-linked agencies. This backing minimizes the credit risk of these portfolios, as 
the U.S. government is unlikely to default on its debt. These portfolios have durations typically between 3.5 and 6 
years. Consequently, the group’s performance—and its level of volatility—tends to fall between that of the short 
government and long government bond categories. Morningstar calculates monthly breakpoints using the effective 
duration of the Morningstar Core Bond Index in determining duration assignment. Intermediate is defined as 75 
percent to 125 percent of the three-year average effective duration of the Morningstar Core Bond Index. 
 
The S&P 500 Index is a broad-based measurement of changes in stock market conditions based on the average 
performance of 500 widely held common stocks. 
 
The Bloomberg Barclays U.S. Aggregate Bond Index is an unmanaged market value-weighted index representing 
securities that are SEC-registered, taxable, and dollar-denominated. It covers the U.S. investment-grade fixed-rate 
bond market, with index components for a combination of the Bloomberg Barclays government and corporate 
securities, mortgage-backed pass-through securities, and asset-backed securities. 
 
The IA SBBI US IT Government Index seeks to track the performance of U.S.-dollar-denominated government 
bonds, including U.S. Treasury and agency debt issued in the U.S. domestic market. 
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