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–   Income yielding assets have performed well as interest rates have fallen, but 
investors have become nervous that returns will be impaired if rates rise in future.

–   These concerns are overdone. Our analysis shows that most income assets 
historically continued to generate positive returns during periods of rising rates,  
and some even performed better during such periods.

–   Performance has varied by asset class in previous rate rise regimes, suggesting 
scope for good income managers to continue to add value through asset allocation.

–   Even looking at income on its own, levels have also been fairly stable when yields have 
risen and some assets have actually seen income levels increase during such periods.

–   Patience in income investing is crucial.

Introduction 
A number of asset classes with income-generation 
properties have been popular among investors. These tend 
to be fixed income assets or assets which share some of  
the income-generating characteristics of fixed income.  
They include government bonds, investment grade credit, 
high yield debt, real estate investment trusts (REITs), 
emerging market debt (EMD) and high dividend equities. 
With cash rates and government bond yields falling to very 
low levels around the world, these income-generating assets 
have been increasingly in demand and have consequently 
enjoyed strong returns over recent years. However, with the 
US Federal Reserve raising interest rates, several rate-setters 
at the Bank of England voting for a rise and questions being 
raised about whether the European Central Bank will be less 
accommodative, many investors are now wondering if the 
party is over and it is time to sell out of these asset classes. 

Interest rate regimes
To answer this, we have looked at how these assets have 
performed during previous periods of rising yields.  
We used data on 10-year US Treasury yields since 1970  
and split historic experience into periods of rising and 
falling yields1, as shown in Figure 1 (below). We determined 
these periods using a combination of qualitative and 
quantitative approaches to ensure that we captured  
longer-term movements in interest rates, rather than  
short-term fluctuations. The interested reader can find  
the detailed list of interest rate regimes in the appendix. 
What is immediately clear is that pre-1980 experience 
was largely characterised by rising yields, but since then 
the opposite has largely been true, punctuated only by a 
number of short episodes when yields have risen.

Figure 1: Historical interest rate regimes 
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Please refer to the Appendix for more details of the interest rate regimes.  Source: Federal Reserve Bank of St Louis economic data (FRED), Datastream and Schroders.  
As at 28 February 2017. 

1  Throughout this paper, we have defined interest rate regimes using long-term government bond yields, specifically the 10-year US Treasury yield.  
We have also conducted the same analysis in terms of central bank policy rates and found that the conclusions are consistent under both approaches.  
We have therefore used the terms “interest rates” and “bond yields” interchangeably throughout the paper. 
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Income assets can still generate positive returns in 
rising rate environments
Figure 2 (below) shows the average annualised 
performance of a number of income assets over the 
periods of rising and falling rates set out in Figure 1.  
It is worth noting that data on most asset classes are only 
available since the early 1970s and some are much more 
recent. For example, local EMD returns data are only 
available since 2002 (see appendix for more details of each 
asset class). If we had only analysed the trends when we 
had data for all assets (i.e. 2003 onwards), we would only 
be able to capture three rising and two falling interest rate 
regimes. The longer history has the benefit of capturing 
more regimes and we are reassured by our finding that  
re-running the analysis over the post-2002 period would 

not materially alter our conclusions2. With the exception  
of the two emerging market debt assets, all assets are  
US-based for reasons of data availability and reliability. 

A number of points stand out:

1.  All income assets have historically produced positive 
returns, on average, in rising rate environments, with 
the exception of government and corporate bonds.

2.  Government bonds and investment grade corporate 
bonds have performed far worse when yields have 
been rising than when they have been falling.

3.  Many other assets typically included in income 
portfolios have held up well, and some have actually 
performed better, when yields have been rising.

Although the effects of rising yields vary considerably, 
these conclusions should provide some comfort to income 
investors. Particularly interesting is that rising rates are 
actually good news for some assets, such as high yield debt, 
local- and hard-currency emerging market debt. As interest 
rates tend to rise in anticipation of stronger economic 
growth, assets which are more sensitive to economic growth 
(such as high yield debt, REITs and high dividend equities) 
can still perform well during such times. An additional 
consideration that relates to equity investments is style bias, 
which can have an impact on returns independently of yield. 
For example, high dividend equities inherently have a value 
bias, so performance can be influenced by whether this 
particular style is in or out of favour.  
Ultimately, the impact on the various income assets will 
depend on the reason for the change in yields. When 
yields rise in anticipation of stronger economic prospects, 
corporate fundamentals usually also improve. This in turn 

can boost corporate earnings and, in consequence, equities. 
The creditworthiness of borrowers also improves in such 
an environment, supporting corporate bonds (which is 
especially relevant for high yield debt). In contrast, if yields 
rise due to inflation concerns while economic growth is 
weak, equities and credit assets are likely to fare far worse.
EMD assets, on the other hand, are an aggregate of 
emerging market exposures and so the effect of rising 
rates in the US will not be as direct as it is on some of 
the other income assets. For example, hard EMD is 
comprised of a Treasury yield and a credit spread so has 
a direct link with US yields. However, local EMD bonds are 
denominated in an emerging country’s local currency,  
so local interest rates, local inflation and currency 
movement are what matter. Any link with US rates will be 
most keenly felt through the currency, with movements  
in US rates influencing the strength of the dollar and,  
in consequence, returns for local EMD investors.

Figure 2: Rising interest rates are not necessarily bad news for income assets
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Asset classes have varying lengths of historical data, please refer to the appendix for further details. Source: Bank of America Merrill Lynch (BAML), Datastream, FRED, Kenneth 
French, JP Morgan (JPM), MSCI and Schroders. As at 28 February 2017. Past performance is not a guide to future performance and may not be repeated.

2  The only notable difference is that, over the shorter horizon, REITs and high dividend equities performed better when yields rose than they did when  
measured over the longer horizon. A major reason for this difference is that both assets performed very strongly leading up to the global financial crisis  
(a period characterised by rising rates). We therefore prefer to conduct the analysis on varying time horizons to ensure that we capture the long-term  
trends for each asset.

Asset allocation can make a difference
The variation in performance of income assets, combined with the fact that we found that most returns were positive during 
a rising yield environment, suggests that there are opportunities to add value from strategic asset allocation during times 
of rising rates. Investors therefore have to be cognisant of the different return profiles during such times. Good income 
managers should still be able to deliver value, even though the environment may not appear ideal for their portfolios. 
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Time horizon matters
Investment in any asset class requires an adequate time 
horizon. Investment in income assets is no exception. 
In this section, we show that reacting purely to recent 
movements in interest rates may be unwise and that a 
sufficient holding period does matter.
To show this, we looked at what happened to total returns 
when assets were held over the one- and three-year 
periods following a month when yields rose (and vice-
versa when they fell). For example, take January 2003, 
a month when interest rates rose, we looked at returns 
over the February 2003-February 2004 and February 
2003-February 2006 periods. Interest rates may or may 
not have still been rising by the end of these periods and, 
indeed, may have been falling by then. The point is that, 
at the beginning of these periods, we obviously can’t say 
for sure where interest rates will go in the future. What 
we are therefore testing is whether having patience when 
investing in income assets can lead to an improvement in 
outcomes, even without the benefit of perfect foresight. 
Figure 3 summarises this analysis. It shows the one-year 
and three-year average returns which followed months 
when yields have either risen or fallen. The most notable 
point is that one- and three-year average returns following 
a rise in yields have been positive for all income assets. 

Recall that in Figure 2, the performance of government 
bonds and corporate bonds during rising interest rates 
were considerably poorer than their returns during 
periods of falling interest rates. From this new angle,  
the improved picture of returns from these two assets 
during times of rising rates is quite remarkable, especially 
over the three-year horizon (see circled bars). 

The improvement in returns may be a result of market 
conditions reverting to the mean over the period in 
question, e.g. after a rise, yields fell again. Without 
perfect foresight, it is impossible to time precisely when 
to buy or sell and history is littered with failed predictions 
of when and how far yields would rise. Hence, being 
patient in income investing and not reacting when 
interest rates go up is a reasonable strategy and,  
more often than not, has generally led to an  
improvement in outcomes. 

Investing for income
So far, we have only measured the performance  
of income assets from a total return perspective.  
However, for many investors, a key purpose of income 
investing is to procure an adequate level of income 
to meet their needs, without necessarily requiring an 
increase in capital. In general, income levels are less 
sensitive to changes in interest rates than total returns. 
Companies are loath to cut dividends, given the negative 
signal that it sends to the market, while coupons on bonds 
are one of the first claims on a company’s income, ranking 
above other demands. Income from existing investments 
is therefore somewhat insulated from changes in yield 
movements unless something quite serious happens to 
the source of the income. 

While this is true for individual investments, the change 
in income levels may differ for the overall market. Some 
companies may be forced to cut their dividends or even 
default on their obligations. These events will have an 
influence on both the market’s income level and its price.  
To take these changes into account, we looked at the 
amount of income that $100 invested in a portfolio would 
generate at the start and end of each period, and then 
calculated the growth rate of that income. This allowed 
for both changes in the income yield itself (coupon yield 
for bonds, dividend yield for equities) and the value 
of the capital invested. We assumed that investors 
would withdraw all the income generated rather than 
reinvesting it during the period. 

Let us take a hypothetical rising rate period by way of 
example. If the dividend yield from a group of equities is 
3% at the start of this period, then $100 would generate 
$3 of income. If the market falls 10% over the period 
but the dividend yield increases by 7%, then the $100 
has reduced to $90 and the dividend yield has risen to 
3.2%, meaning that the amount of income has fallen to 
$2.88, a 4% reduction (see Figure 4 overleaf). So, even 
though coupon/dividend yields may rise in a rising rate 
environment, this is obviously somewhat offset if the 
capital value is severely impacted. Our analysis ensures 
that both these often contrasting impacts are captured. 

Figure 3: The importance of time

Asset classes have varying lengths of historical data, please refer to the appendix for 
further details. Source: Schroders, Datastream, BAML, FRED, Kenneth French, JPM, 
MSCI. As at 28 February 2017. Past performance is not a guide to future performance 
and may not be repeated.

One- and three-year average annual returns following a month where yields 
have risen or fallen
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Figure 5 confirms that income levels are often more 
stable than total returns. With few exceptions,  
the impact of rising interest rates on income levels has 
been minimal and in some cases income levels actually 
picked up when yields rose (because companies increased 
their dividends as a result of growing corporate profits)3.  
In fact, income levels overall deteriorated more during 
times of falling interest rate environments than rising. 
Even though falling interest rate environments may  
have been more supportive for income asset prices,  
the fall in dividend and /or coupon yield has evidently 
been significant. 

It is evidently difficult to time precisely when to buy 
or sell income assets to procure the maximum level 
of income. A better strategy, we believe, is to stay 
invested in income assets, which will often lead to more 
favourable levels of income in all interest rate regimes. 
Certainly, our analysis of the historical record should 
provide reassurance to income investors about the 
risks to their income if interest rates rise. Income levels 
have historically been more stable than total returns, 
and, in some cases, have even increased as yields have 
risen. As with total returns, the impact varies by asset 
class, meaning that asset allocation can play a part in 
navigating these conditions. 

Figure 4: Hypothetical example of the change in income level 

Figure 5: Average annualised change in income levels 
in different interest rate regimes
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Asset classes have varying lengths of historical data, please refer to the appendix for 
further details. The coupon yields of all bond assets have been adjusted for market 
price, with the exception of local EMD, where market price data were not available. 
Source: Datastream, BAML, FRED, Kenneth French, JPM, MSCI and Schroders.  
As at 28 February 2017.

3  It is worth noting that, had we assumed that income was reinvested, we would have found that income levels increased in all cases.  
However, because we are assuming that investors are invested to derive an income, we believe that this would not be a fair reflection of their experience.

Conclusion
Rising rates do not necessarily spell doom for income assets. At such times, income investors should reassess 
their assets or funds and remind themselves of their purpose. If it is simply to procure a level of income to meet 
certain needs, we have shown that rising rates have not historically had too detrimental an impact on the level 
of income produced. But even if capital returns are important, returns have been strong from a number of 
income assets when yields have risen, while the variation in performance between different income assets has 
provided opportunities for good asset allocators. That said, history also suggests that trying to anticipate the 
market based on short-term interest rate movements is very difficult and, often, simply adopting a suitably long 
time horizon can lead to an improvement in outcomes. 
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Appendix
Figure A1: Interest rate regimes, defined by US 10-year government bond yields

Start Date End Date Regime Start Yield End Yield Change

31/10/1965 30/04/1970 Rising 4.45% 7.91% 3.46%

30/04/1970 31/03/1971 Falling 7.91% 5.83% -2.08%

31/03/1971 30/09/1975 Rising 5.83% 8.14% 2.31%

30/09/1975 30/11/1976 Falling 8.14% 6.87% -1.27%

30/11/1976 31/08/1981 Rising 6.87% 15.32% 8.45%

31/08/1981 31/12/1982 Falling 15.32% 10.46% -4.86%

31/12/1982 31/05/1984 Rising 10.46% 13.56% 3.10%

31/05/1984 31/12/1986 Falling 13.56% 7.08% -6.48%

31/12/1986 30/09/1987 Rising 7.08% 9.52% 2.44%

30/09/1987 31/08/1993 Falling 9.52% 5.36% -4.16%

31/08/1993 31/10/1994 Rising 5.36% 7.96% 2.60%

31/10/1994 30/09/1998 Falling 7.96% 4.53% -3.43%

30/09/1998 31/12/1999 Rising 4.53% 6.66% 2.13%

31/12/1999 31/05/2003 Falling 6.66% 3.33% -3.33%

31/05/2003 31/05/2007 Rising 3.33% 5.10% 1.77%

31/05/2007 30/06/2012 Falling 5.10% 1.53% -3.57%

30/06/2012 31/12/2013 Rising 1.53% 2.86% 1.33%

31/12/2013 31/07/2016 Falling 2.86% 1.46% -1.40%

31/07/2016 28/02/2017 Rising 1.46% 2.36% 0.90%
 
Source: Schroders

Figure A2: Asset start dates and proxy indices

Asset Start date Proxy index

US Treasury 31/01/1973 Barclays US Treasury

US Investment Grade 31/01/1973 Barclays US Corporate Investment Grade

US High Yield 30/09/1986 BofA Merrill Lynch US High Yield

US REITs 31/01/1972 FTSE NAREIT All REITs

Hard EMD 31/12/1997 EMBI Global Diversified & EMBI

Local EMD 31/01/2002 GBI-EM Global Diversified & GBI-EM Global

High dividend equities 31/01/1973 Kenneth French’s top 30% D/P portfolio
 
Source: Datastream, BAML, FRED, Kenneth French, JPM and Schroders.  
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Important Information: The views and opinions contained herein are those of 
the author, and may not necessarily represent views expressed or reflected 
in other Schroders communications, strategies or funds. This document is 
intended to be for information purposes only and it is not intended as promotional 
material in any respect. The material is not intended as an offer or solicitation 
for the purchase or sale of any financial instrument. The material is not intended 
to provide, and should not be relied on for, accounting, legal or tax advice, or 
investment recommendations. Information herein is believed to be reliable but 
Schroders does not warrant its completeness or accuracy. No responsibility can 
be accepted for errors of fact or opinion. Reliance should not be placed on the 
views and information in the document when taking individual investment and/or 
strategic decisions. Past performance is not a reliable indicator of future results, 
prices of shares and the income from them may fall as well as rise and investors 
may not get back the amount originally invested. The forecasts included should 
not be relied upon, are not guaranteed and are provided only as at the date 
of issue. Our forecasts are based on our own assumptions which may change. 
Forecasts and assumptions may be affected by external economic or other 
factors. Third Party Data Disclaimer: Third party data is owned or licensed by the 

data provider and may not be reproduced or extracted and used for any other 
purpose without the data provider’s consent. Third party data is provided without 
any warranties of any kind. The data provider and issuer of the document shall 
have no liability in connection with the third party data. UK Investors: The data 
contained in this document has been obtained from sources we consider to be 
reliable. No responsibility can be accepted for errors of fact and the data should be 
independently verified before further publication or use. This does not exclude or 
restrict any duty or liability that Schroders has to its customers under the Financial 
Services and Markets Act 2000 (as amended from time to time) or any other 
regulatory system. The sectors and company names shown are for illustrative 
purposes only and not to be considered a recommendation to buy or sell securities. 
Exchange rate changes may cause the value of any overseas investments to rise or 
fall. Investments that focus on specific sectors can carry more risk than investment 
spread over a number of different industry sectors. Issued in August 2017 by 
Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA. 
Registration number 1893220. Authorised and regulated by the Financial Conduct 
Authority. For your security, communications may be taped or monitored.  
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