
Summary
Interest rates in the U.S. have been on a steady climb since reaching 
historic lows in the summer of 2016. Much of the increase is due to rising 
expectations of Federal Reserve rate hikes, but improving economic 
conditions and building inflation pressures are also contributing to 
across-the-board increases in bond yields. 

White paper

Rising rates

Key highlights
•  Expect interest rates to 

rise from historical lows, 
but likely only to their 
long-term average

•  Income has been the 
primary driver of bonds’ 
total return over time

•  Diversification remains 
the best strategy for 
managing interest rate risk 
over the long term

Be prepared for rising interest rates 
Learn strategies for managing the risk of higher rates.

Investors may fear higher interest rates because of the downward pressure 
placed on the value of bond investments. We believe these fears are 
overblown — rising rates mean higher income, which is the primary driver 
of total return for fixed-income investments. Plus, we expect interest rates 
to rise from their historic lows, but likely only to their long-term averages.
That should help contain any losses investors may face on their fixed-income 
holdings, as their values move in the opposite direction of interest rates. 

In this white paper, we discuss our perspective on the likelihood of rising 
interest rates and explain why periods of rising interest rates have often 
been favorable for investors. We also discuss the importance of following 
a strategy of diversification between bond and stock investments to help  
manage risk and seek return in a rising interest rate environment. 
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Interest rates                                           in the U.S. have been on a

                    steady climb 
                                                        since summer 2016

Source for chart data: U.S. Treasury Dept.

10-year US Treasury note rate  
Nov. 15, 2013 to Nov. 18, 2016.
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Fixed-income investors have 
generally benefited from the 
long-term trend of declining 
interest rates. Rates have fallen 
dramatically since the days of the 
financial market crisis and Great 
Recession of 2007-09, as central 
banks in the U.S. and around the 
world slashed their target rates 
to help jump-start and sustain 
the economic recovery.

But going back even further — to 
the high inflation years of the 
late 1970s and early 1980s — 
the historical trend for interest 
rates has been a steady decline. 
Looking at the benchmark 10-
year U.S. Treasury note, rates 
have fallen steadily from a peak 
of over 15% in September 1981 to 
a low of 1.3% in July 2016.

Many bond investments 
experienced periods of strong 
price appreciation over this time 
(in an inverse relationship to 
interest rates). Annual returns 
for broad-based bond indexes 
over these long-term periods 
reveal how strong performance 
has been. 

But it’s a different story for 
investors seeking income from 
bond investments. As rates 
declined, fixed-income investors 
have found it difficult to achieve 
adequate yields without taking 
on additional risk, perhaps more 
than they are comfortable with. 

Global central banks adopted 
accommodative monetary 
policies of near-zero and even 
negative interest rates to help 
keep their home economies 
afloat. But these policies appear 
to have reached their limits. At 
least in the U.S., the Federal 
Reserve had been preparing to 
begin raising interest rates from 
their historically low levels.

Interest rates 
are expected to 
rise, but at most 
only to historical 
averages. 
At first glance, higher interest 
rates may be seen as a 
negative. When rates rise, so 
does the cost of borrowing. 
Businesses and consumers 
are more inclined to curtail 
spending when faced with 
higher costs for servicing debt. 

But rising interest rates do 
not necessarily mean bad 
news on the economic front. 
In fact, higher rates can be 
seen as a sign of health for 
an economy that is emerging 
from a recession or prolonged 
slowdown. When the Federal 
Reserve tightens monetary 
policy after an extended period 
of “easy money”, it often sees 
an economy that is strong 

enough to withstand an 
increase in borrowing costs. 

In the U.S., economic 
conditions gradually 
strengthened throughout 
2016. For the most part, this 
strength has been visible in 
the labor markets, which has 
seen steady job growth and 
wage gains for workers for 
much of 2016. This apparent 
strength is one of the primary 
reasons cited by the Fed 
for implementing gradual 
increases in interest rates, 
which began officially in 
December 2015. 

But a number of factors may 
keep future Fed rate hikes at 
a more moderate pace and 
contain increases for longer-
term interest rates. First, 
U.S. economic growth has 
remained sluggish throughout 
2016. The current pace of 
growth has been among the 
slowest on record for a period 
of economic recovery (see 
chart below). 
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Figure 1. Real U.S. Gross Domestic Product,  
annual % change by quarter  — 1948 to Q3 2016

Source for chart data: FactSet Research Systems
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Secondly, federal government 
budget deficits are expected 
to swell in the coming years 
due to higher spending on 
new government programs 
and rising costs for popular 
entitlement programs such as 
Medicare and Social Security. 
Low rates on government 
debt have actually helped 
to keep the federal budget 
deficit from growing further in 
recent years. But as spending 
rises, interest rates may follow 
suit because investors will 
demand more compensation 
for the risk, although the 
direction interest rates 
take is largely beyond the 
government’s direct control.

Because of these factors, we 
anticipate interest rates will 
rise but potentially to their 
long-term averages at most. 

Milder increases should help 
keep the value of existing 
bond investments from 
declining too much during 
this period. 

Income has been 
the primary 
driver of bonds’ 
total return.
Investors traditionally use 
fixed-income investments 
in portfolios to provide 
diversification, stabilize 
their equity allocations, and 
potentially earn additional 
income. As interest rates 
declined in recent years and 
bond values appreciated, 
bond holdings have also 
rewarded investors with 
capital appreciation.

Now with interest rates 
ready to rise from their 
historical lows and the 
prospects of continued 
growth in bond values set 
to end, many investors are 
asking whether owning 
bonds or bond funds makes 
sense at this time. 

The risk of declining bond 
values in a rising rate 
environment appear to 
be overblown, based on 
historical performance of 
bonds during past cycles of 
rising interest rates. Looking 
at past performance data, 
price fluctuations have 
had little impact on the 
results bond investors have 
achieved because income 
has accounted for the vast 
majority of total return (see 
chart below).

Figure 2. Annualized returns in the Bloomberg Barclays U.S. Aggregate Bond Index  
during cycles of Federal Reserve rate increases

Source for data: Bloomberg Barclays. As of 9/30/2016.
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Perhaps more importantly, investors continued to benefit after past rate increase cycles 
ended as income from higher yields boosted total returns. Looking at the three most recent 
cycles of rising interest rates, price returns have been variable or negative during these 
periods, but total return was positive thanks to rising returns from income (see chart below).

Figure 3. Bloomberg Barclays U.S. Aggregate Bond Index, total return, income return and price return  
during select periods of rising 10-year U.S. Treasury note rates.

Sources: FactSet Research Systems Inc.; Bloomberg Barclays
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Diversification 
remains the 
best strategy for 
managing interest 
rate risk over the 
long term.
Diversification has long been 
recognized as a prudent 
strategy for managing market 
risk. Usually, investors use 
bonds to diversify their 
stock holdings to counter 
the volatility associated with 
equity investing. But the 
converse of this scenario 
works too — stocks can help 
temper some price volatility 
that bonds experience during 
rising rate periods. 

Historically, U.S. stock markets 
have performed well during 
periods of rising interest 
rates (see chart at right). In 
general, interest rates go up 
when economic conditions 
are good. As business activity 
accelerates, the demand for 
credit grows. And as investors 
become more confident 
about the prospects for 

continuing economic growth, 
they often transition their 
portfolios from fixed-income 
investments to equities. 

Diversification among bond 
investments works also 
to help lower investors’ 
exposure to interest rate risk. 
Not all behave the same way 
when rates rise. For example, 
a 30-year zero-coupon 
Treasury bond is likely to 
have a greater reaction to a 
change in interest rates than 
a short-term, high-yield bond.

As another example, bond 
funds that follow an active 
strategy and a flexible 
maturity focus would be 
able to reinvest at higher 
yields. Skilled fixed-income 
managers could seek 
opportunities in a volatile 
rate environment by shifting 
their holdings to shorter-term 
and higher-yield bonds. Both 
have historically performed 
well on a relative basis when 
interest rates rise.

Bonds with  
longer maturities  

will be more volatile  
than bonds  

with shorter maturities  
(all else being equal).

Bonds with  
lower coupons  

will be more volatile  
than bonds  

with higher coupons  
(all else being equal).

Figure 4. 10-year U.S. Treasury yield vs. S&P 500 Index
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Source for chart data: FactSet Research Systems
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Figure 5. Historical performance of bond categories during rising rate cycles
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Global — Foreign-issued  
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domestic rate fluctuations and have 
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Asset-backed bonds — Mortgage-
backed securities and bonds with 
call features (e.g., many municipal 
bonds) have outperformed in rising-
rate periods.
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Prepare now for rate increases to come
The risks of rising interest rates and declining bond values have been building for some time, ever since yields 
reached record-low levels in recent years. Now that it appears interest rates are rising, investors should prepare  
to manage these risks with an eye toward portfolio diversification.

Fixed-income investments have a place in a diversified financial plan throughout all interest rate cycles. Investors 
and financial advisors should work together to evaluate current fixed-income exposure and adjust bond holdings 
if necessary in a way that is appropriate for investor goals and risk tolerance.
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Maintain exposure 

to fixed-income 

investments as 

appropriate for 

your goals and risk 

tolerance

Keep a long-term 

perspective when 

evaluating the pace 

of interest rate 

increases — rates 

may only rise to 

their long-term 

averages

Diversify bond 

holdings to further 

manage risk and 

seek opportunities 

from the differences 

among bond 

categories

Key takeaways for investors:

IMPORTANT DISCLOSURES

This material is not a recommendation to buy, sell, hold, or rollover any asset, adopt an investment strategy, retain a specific investment manager or use 
a particular account type.  It does not take into account the specific investment objectives, tax and financial condition or particular needs of any specific 
person.  Investors should work with their financial professional to discuss their specific situation.

Except where otherwise indicated, the views and opinions expressed are those of Nationwide as of the date noted, are subject to change at any time, and 
may not come to pass.

Market index performance is provided by a third-party source Nationwide deems to be reliable. Indexes are unmanaged and have been provided for 
comparison purposes only. No fees or expenses have been reflected. Individuals cannot invest directly in an index.

Bloomberg Barclays Emerging Markets USD Aggregate Bond Index: An unmanaged that measures the performance of fixed and floating-rate US dollar-
denominated debt issued from sovereign, quasi-sovereign, and corporate emerging market issuers.

Bloomberg Barclays U.S. Mortgage Backed Securities Index: An unmanaged index of agency mortgage backed pass-through securities (both fixed-rate 
and hybrid ARM) guaranteed by Ginnie Mae, Fannie Mae, and Freddie Mac.

Bloomberg Barclays U.S. Aggregate Bond Index: An unmanaged, market value-weighted index of U.S. dollar-denominated, investment-grade, fixed-
rate, taxable debt issues (including government, corporate, asset-backed and mortgage-backed securities with maturities of one year or more) that is 
generally representative of the bond market as a whole.

Bloomberg Barclays U.S. Corporate High-Yield Bond Index: An unmanaged index that measures the performance of the USD-denominated, high yield, 
fixed-rate corporate bond market.

Bloomberg Barclays U.S. Treasury Bond 1-3 Year Term Index: An unmanaged index that measures the performance of short-term government bonds 
issued by the U.S. Treasury.

Bloomberg Barclays U.S. Treasury Bond 3-7 Year Term Index: An unmanaged index that measures the performance of U.S. Treasury securities with a 
remaining maturity of five to seven years.

Bloomberg Barclays U.S. Long Treasury Index: An unmanaged index that measures the performance of U.S. Treasury securities with a remaining maturity 
of 20 or more years.

Bloomberg Barclays U.S. Intermediate Credit Bond Index: An unmanaged index that measures the investment grade, US dollar-denominated, fixed-rate, 
taxable corporate and government related bond markets. It is composed of the US Corporate Index and a non-corporate component that includes foreign 
agencies, sovereigns, supranationals and local authorities.

S&P 500® Index: An unmanaged, market capitalization-weighted index of 500 stocks of leading large-cap U.S. companies in leading industries; gives a 
broad look at the U.S. equities market and those companies’ stock price performance.

Nationwide Funds distributed by Nationwide Fund Distributors LLC (NFD), Member FINRA, Columbus, Ohio. Nationwide Investment Services Corporation 
(NISC), member FINRA.
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