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➢ Fiscal and monetary policies during the past decade seem to have been unsustainable, contributing to a significant repricing of 

stocks and bonds. 

➢ Bond yields moved much higher in 2022 and have recently moved to new highs. What is the “ceiling” for interest rates? We think 

bond yields will remain within a narrow “trading range” in coming months. 

➢ This chart shows corporate and mortgage bond yields, as well as an increasingly popular category of the high yield bond market, 

floating rate bank loans. 

➢ It seems logical to us that higher interest rates, meaning a higher cost for debt capital, will have a generally negative impact on 

corporate profitability, and lower demand for credit. It’s an uncomplicated narrative: slowing economic growth, reduced inflation, 

and lower demand for debt capital should enable bond yields to stabilize and possibly move lower. 

3981
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The Great Repricing: Bond Yields have Returned to pre-2008 Levels

Chart 1

Data Source: Bloomberg 10.06.23
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A Strange Development: Long Term Inflation Expectations Haven't Budged 
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CPI Inflation

10 Year Inflation Swap 

TIPS Breakeven 10 year

Fed 5-Year Forward 

Inflation Expectation

Chart 2

Chart 3

➢ The outlook for interest rates is based largely on the outlook for inflation. To develop forecasts for inflation and interest rates, we 

differentiate between “measured” inflation, such as the reported CPI Inflation Index, and inflation expectations. Chart 2 shows 

reported year-over-year changes in the Consumer Price Index (CPI). Chart 3 shows measures of inflation expectations, including 

TIPS “breakeven yields”, Inflation Swaps and Fed surveys.  

➢ Although measured inflation has spiked recently, Chart 3 shows that long-term expectations of inflation haven’t changed very 

much.

➢ The stability of inflation expectations provides evidence bond yields may not move higher. 

Measured Inflation 

Inflation Expectations

Data Source: Bloomberg 10.06.23
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A Return to Market Pricing: Positive Real Interest Rates

US Treasury 10-Year Yield

10-Year Inflation Swap

3982

➢ US Treasury 10-year notes have historically traded at a positive spread to inflation. In our view, US Treasury 10 year note yields 

have reached a “typical” spread to inflation. 

➢ From 2010 to 2022, government fiscal and monetary policies disrupted the market process of setting interest rates. Recent events

have led to a return of market forces determining interest rates, as apposed to “administered” rates. 

Bond Yields versus Inflation Expectations

“Real” Interest Rates

Current Bond Yields – Inflation Expectations

Disruption in 

market pricing 

Chart 5

Chart 4

Data Source: Bloomberg 10.06.23
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Will Government Debt Put Upward Pressure on Interest Rates ?

➢ We think important “new news” for interest rates is the pressure coming from high levels of US government debt, and the fact 

that the debt increase can largely be attributed to large annual federal budget deficits.  

➢ The demand for funds by the US Government is substantial, relative to the size of the economy, and create a new dynamic in 

establishing an equilibrium level of interest rates. 

➢ Markets will adapt to the new reality of federal debt, perhaps diminishing expectations of government support for markets during

times of future economic stress. 

Federal Debt

U.S. GDP

Since 2015, Federal Debt 

exceeds US GDP

3980

Chart 6

Chart 7

Federal Debt vs US GDP

US Treasury Budget Deficit

Data Source: Bloomberg 10.06.23
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Will Higher Interest Rates Hurt S&P 500 Earning Growth ? 
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➢ Overall GDP growth and S&P 500 earnings growth are related, but are influenced by different factors.

➢ How will higher interest rates impact growth going forward? The S&P 500’s net profit margin of 12.6% has benefitted in recent 

years from declining interest, energy and labor costs. Although a reversal of cost trends would have a negative impact on 

profitability, we don’t think changes in these costs would be enough to significantly change long-term S&P 500 earnings 

growth of 6%.  

➢ Our view is that higher interest costs will be more important for some industries and companies than others, but will not, in and 

of themselves, change the trajectory of S&P 500 earnings growth. 

S&P 500 Earnings Growth

GPD Growth

Chart 8

S&P 500 Earnings vs US GDP

Data Source: Bloomberg 10.06.23
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Please note: Source of Data is Bloomberg as of 10.06.23

This material is intended only for clients and prospective clients of the Portfolio Management program. It has been prepared solely for informational purposes only and is not an offer 

to buy or sell or a solicitation of any offer to buy or sell any security or other financial instrument, or to participate in any trading strategy. 

The individuals mentioned as the Portfolio Management Team are Financial Advisors with Morgan Stanley participating in the Morgan Stanley Portfolio Management program. The 

Portfolio Management program is an investment advisory program in which the client’s Financial Advisor invests the client’s assets on a discretionary basis in a range of securities. 

The Portfolio Management program is described in the applicable Morgan Stanley ADV Part 2, available at www.morganstanley.com/ADV or from your Financial Advisor.

Past performance of any security is not a guarantee of future performance. There is no guarantee that this investment strategy will work under all market conditions. 

Material in this presentation has been obtained from sources that we believe to be reliable, but we do not guarantee its accuracy, completeness or timeliness. Third party data 

providers make no warranties or representations relating to the accuracy, completeness or timeliness of the data they provide and are not liable for any damages relating to this data.

Morgan Stanley Wealth Management has no obligation to notify you when information in this presentation changes. 

Please contact your Financial Advisor for a complete listing of all transactions that occurred during the last twelve months.

For index, indicator and survey definitions referenced in this report please visit the following: http://www.morganstanleyfa.com/public/projectfiles/id.pdf 

An investment cannot be made directly in a market index. 

The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its affiliates. All opinions are subject to change 

without notice. Neither the information provided nor any opinion expressed constitutes a solicitation for the purchase or sale of any security. Past performance is no guarantee of 

future results.

Asset Allocation and diversification does not assure profit or protect against loss in declining financial markets.

This material does not provide individually tailored investment advice. It has been prepared without regard to the individual financial circumstances and objectives of persons who 

receive it. The strategies and/or investments discussed in this material may not be appropriate for all investors. Morgan Stanley Wealth Management recommends that investors 

independently evaluate particular investments and strategies, and encourages investors to seek the advice of a Financial Advisor. The appropriateness of a particular investment or 

strategy will depend on an investor's individual circumstances and objectives.

Morgan Stanley Smith Barney LLC (“Morgan Stanley”), its affiliates and Morgan Stanley Financial Advisors or Private Wealth Advisors do not provide tax or legal advice.  Clients 

should consult their tax advisor for matters involving taxation and tax planning and their attorney for matters involving trust and estate planning and other legal matters. 

Investments and services offered through Morgan Stanley Private Wealth Management, a division of Morgan Stanley Smith Barney LLC. Member SIPC.

Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally, the longer a bond's maturity, the more sensitive it is to this risk. Bonds may also be subject 

to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date. The market value of debt instruments may 

fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally invested or the maturity value due to changes in market conditions or changes in 

the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is the risk that the issuer might be unable to make interest and/or principal payments on a timely 

basis. Bonds are also subject to reinvestment risk, which is the risk that principal and/or interest payments from a given investment may be reinvested at a lower interest rate.

Equity securities may fluctuate in response to news on companies, industries, market conditions and the general economic environment. Companies cannot assure or guarantee a 

certain rate of return or dividend yield; they can increase, decrease or totally eliminate their dividends without notice.
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