
  
             Quarterly Perspective: July 2017 

 

The Uncertainty Paradox

“The market hates uncertainty” has been a 

common enough saying in recent years, but how 

logical is it? There are many different aspects to 

uncertainty, some that can be measured and 

some that cannot. Uncertainty is an 

unchangeable condition of existence. Rather 

than ebbing and flowing with investor 

sentiment, uncertainty is an inherent and ever-

present part of investing in markets. Any 

investment that has an expected return above 

the prevailing “risk-free rate” (think T-Bills for US 

investors) involves trading off certainty for a 

potentially increased return. 

 

Consider this concept through the lens of stock 

vs. bond investments. Stocks have higher 

expected returns than bonds do, largely because 

there is more uncertainty about the future state 

of the world for equity investors than for bond 

investors.  

Bonds, for the most part, have fixed coupon 

payments and a maturity date at which principal 

is expected to be repaid. Stocks have neither. 

Bonds also sit higher in a company’s capital 

structure. In the event a firm goes bust, 

bondholders are paid before stockholders are. 

So, do investors avoid stocks in favor of bonds 

because of this increased uncertainty? Quite the 

contrary—investors end up allocating capital to 

stocks due to their higher expected return. In the 

end, many investors are often willing to make 

the trade-off of bearing some increased 

uncertainty for potentially higher returns.  

While the statement “The market hates 

uncertainty” may not be totally logical, that 

doesn’t mean it lacks educational value. Thinking 

about what the statement is expressing allows us 

to gain insight into our mindsets. The statement 

attempts to personify the market by ascribing 

the very real nervousness and fear felt by many 

investors when volatility increases. It is 

recognition of the fact that when markets go up 

and down, it can be a struggle to separate 

emotions from investments. It ultimately tells us 

that for many, regardless of whether markets are 

reaching new highs or declining, changes in 

market prices can be a source of anxiety. During 

these periods, it may not feel like a good time to 

invest. Only with the benefit of hindsight do 

investors feel as if they know whether any time 

was a good one to invest. Unfortunately, while 

the past may be a prologue, the future will 

forever remain uncertain.  

People often wonder, “How long do I have to 

wait for an investment strategy to pay off? How 

long do I have to wait so I’m confident that stocks 

will have a higher return than money market 

funds, or have a positive return?” And the 

answer is—it’s at least one year longer than 

you’re willing to give. There is no magic number. 

Risk is always there. 

Part of being able to stay unemotional during 

periods when it feels like uncertainty has 

increased is having an appropriate asset 

allocation that is in line with your goals and time 

horizon. It helps to remember that, during what 

feels like good times and bad, one wouldn’t 

expect to earn a higher return without taking on 

some form of risk. While a decline in markets 

may not feel good, having a portfolio you are 

comfortable with, understanding that 

uncertainty is part of investing, and sticking to a 

plan that is agreed upon in advance and 

reviewed on a regular basis can help keep 

emotional (over)reactions at bay, and ultimately 

lead to a better experience. 
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When Rates Go Up, Do Stocks Go Down?

 

Evidence shows that, like stock prices, changes in interest rates and bond prices are largely unpredictable. 

It follows that an investment strategy based on attempting to exploit these sorts of changes isn’t likely to 

be a fruitful endeavor. Despite the unpredictable nature of interest rate changes, investors may still be 

curious about what might happen to stocks if interest rates go up.  

Unlike bond prices, which tend to go down when yields go up, stock prices might rise or fall with changes 

in interest rates. For stocks, it can go either way because a stock’s price depends on both future cash 

flows to investors and the discount rate applied to those expected cash flows. When interest rates rise, 

the discount rate may increase, which in turn could cause the price of the stock to fall. However, it is also 

possible that when interest rates change, expectations about future cash flows expected from holding a 

stock also change. So, if theory doesn’t tell us what the overall effect should be, the next question is what 

does the data say?  

Recent research provides insight into this question by examining the relationship between monthly US 

stock returns and changes in interest rates.1 Exhibit 1 shows that while there is a lot of noise in stock 

 
1. US stock market defined as Fama/French Total US Market Index.  
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returns and no clear pattern, not much of that variation appears to be related to changes in the effective 

federal funds rate (the interest rate at which depository institutions lend funds maintained at the Federal 

Reserve to another depository institution overnight). 

For example, in months when the federal funds rate rose, stock returns were as low as –15.56% and as 

high as 14.27%. In months when rates fell, returns ranged from –22.41% to 16.52%. Given that there are 

many other interest rates besides just the federal funds rate, researchers also examined longer-term 

interest rates and found similar results.  

To address our initial question: when rates go up, do stock prices go down? The answer is yes, but only 

about 40% of the time. In the remaining 60% of months, stock returns were positive. This split between 

positive and negative returns was about the same when examining all months, not just those in which 

rates went up. In other words, there is not a clear link between stock returns and interest rate changes. 

There’s no evidence that investors can reliably predict changes in interest rates. Even with perfect 

knowledge of what will happen with future interest rate changes, this information provides little guidance 

about subsequent stock returns. Instead, staying invested and avoiding the temptation to make changes 

based on short-term predictions may increase the likelihood of consistently capturing what the stock 

market offers.  
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Rockwood Wealth Management, LLC (RWM), a Pennsylvania limited liability company, is a fee-only wealth advisory firm specializing in personal 

financial planning and investment management. Rockwood Wealth Management, LLC, is a US Securities and Exchange Commission (SEC) 

Registered Investment Advisor. A copy of RWM’s Form ADV-Part II is provided to all clients and prospective clients and is available for review by 

contacting the firm. Indices are not available for direct investment; therefore, their performance does not reflect the expenses associated 

with the management of an actual portfolio. Past performance is not a guarantee of future results.

 


