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Don’t Fear Higher Interest Rates 

Unless you have been living under a rock this year, you’ve probably been inundated

with a myriad of news headlines declaring the potential doom-and-gloom that rising

interest rates are going to bring to the world economy, stock market and your

investment portfolio. As with anything, there are generally two sides of a story but “Yee

who screams loudest is often the one heard..." However, that doesn’t necessarily mean

they are correct. In this letter, we wanted to take the opportunity to discuss, in our view,

the impact of rising rates particularly for your fixed income investments.

To help tame inflation, the US Federal Reserve (Fed) raised its benchmark interest rate

to its highest level in 15 years – now at the targeted range of 5.00%-5.25% after its May

2023 meeting. While the bulk of Fed rate hikes appear to be in the rearview mirror, the

Fed is expected to boost the rate a little more in 2023 (Natixis). Currently the Fed funds

rate stands at 5.08%; well off the all-time low of 0.05% in April 2020. But how does this

compare to the historical average Fed Funds Rate? Since 1954, the Fed Funds Rate has

averaged 4.6%. It has only been since the 2008 Financial Crisis that the economy

experienced sustained sub-1% rates averaging 0.75% (FED Reserve). We believe the

economy is in far better shape now than it was following the Financial Crisis and can

handle interest rates at their current, near historical average levels.

The question may then become, what will happen to your fixed income investments if

rates continue to rise? In the short run, when rates rise, bond prices fall, which can

cause immediate pain to fixed income investors. However, rising rates are good for

bond “income” or coupon returns. Rising rates mean more income, which compounds

over time, enabling bond holders to reinvest coupons at higher rates. Overall, higher

rates offer the potential for greater income and total return in the future (Natixis). A

bond’s total return is comprised of two components: price return and income return.

Most investors tend to focus solely on price return; however, over the longer term,

bond total returns are driven much more by reinvestment of interest income and

compounding than by price returns (Vanguard). Our advice is that investors need to

look beyond the immediate pain of losses appearing in their quarterly bond portfolio

statements to the longer-term upside of rising interest rates.

In our view, higher interest rates will benefit most investors over the long term and

should be welcomed; particularly those invested in a diversified portfolio. For the past

15 years, we have been in an all-time low interest rate environment which has

negatively impacted the benefits of having fixed income in a diversified portfolio and

in some cases forced investors to take on more risk than comfortable to achieve their

needed returns to sustain themselves during retirement. We are finally starting to see

the fixed income allocation do what it was meant to do... provide a stable

income/return while offsetting the volatility associated with their equity positions. We

do not believe in trying to time the market or the FED for that matter. Instead, we focus

on managing our investments and portfolios for the long run and advise our clients to

take a similar mindset.

We are always here to answer any questions.

Best Regards,

Carlos and Dane 

Sources: 

Natixis- Bond Basics: How Interest Rates Affect Bond Yields, May 9, 2023

Vanguard- Why your clients shouldn't abandon bonds, March 6, 2023

FED: FRED Gross Domestic Product & FRED Federal Funds Effective Rate 

 
 

Morgan Stanley Website
We are thrilled to provide our clients with the most up to date client

resources. Navigate to our website to view our special designations, investor

resources, and digital wealth tools. 

Team Website
 

 

 
[Signature of Primary Contact]

 

NOTICE: Morgan Stanley is not acting as a municipal advisor and the opinions or views contained herein are not

intended to be, and do not constitute, advice within the meaning of Section 975 of the Dodd-Frank Wall Street

Reform and Consumer Protection Act. If you have received this communication in error, please destroy all

electronic and paper copies and notify the sender immediately. Mistransmission is not intended to waive

confidentiality or privilege. Morgan Stanley reserves the right, to the extent permitted under applicable law, to

monitor electronic communications. This message is subject to terms available at the following

https://www.morganstanley.com/disclaimers. If you cannot access these links, please notify us by reply

message and we will send the contents to you. By communicating with Morgan Stanley you acknowledge that

you have read, understand and consent, (where applicable), to the foregoing and the Morgan Stanley General

Disclaimers.

 

Please see our Privacy Pledge for details about how Morgan Stanley handles personal information.

 

If you would like to update your email preferences or unsubscribe from marketing emails from Morgan Stanley

Wealth Management, you may do so here. Please note, you will still receive service emails from Morgan Stanley

Wealth Management.

 

Not all products and services may be available to persons living outside of the United States.

 

Morgan Stanley Wealth Management

2000 Westchester Avenue, Purchase, NY 10577-2530 USA

 

©2023 Morgan Stanley Smith Barney LLC. Member SIPC.

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.

For index, indicator and survey definitions referenced in this report please visit the following:

https://www.morganstanley.com/wealth-investmentsolutions/wmir-definitions. An investment cannot be made

directly in a market index.

Information contained herein has been obtained from sources considered to be reliable, but we do not

guarantee their accuracy or completeness.

Please note that by clicking on URL(s) or hyperlink(s) you will leave a Morgan Stanley Smith Barney LLC

platform and enter website(s) created, operated and maintained by different entities. Morgan Stanley Smith

Barney LLC is not implying an affiliation, sponsorship, endorsement with/of the third party or that any

monitoring is being done by Morgan Stanley of any information contained within the linked site(s); nor do we

guarantee its accuracy or completeness. Morgan Stanley is not responsible for the information contained on the

third party web site or the use of or inability to use such sites

Asset allocation and diversification do not guarantee a profit or protect against a loss in a declining financial

market.

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.

https://www.linkedin.com/in/carlos-kuri-79702b228/?trk=people-guest_people_search-card
https://www.linkedin.com/in/dane-pearson-10aa7a55/
https://www.im.natixis.com/us/portfolio-construction/bond-basics-interest-rates-and-yields#:~:text=However%2C%20rising%20rates%20are%20good,total%20return%20in%20the%20future.
https://advisors.vanguard.com/insights/article/whyyourclientsshouldntabandonbonds
https://fred.stlouisfed.org/series/GDP
https://fred.stlouisfed.org/series/FEDFUNDS
https://advisor.morganstanley.com/the-kp-group
https://www.morganstanley.com/disclaimers
https://www.morganstanley.com/privacy-pledge
http://localhost:9000/api/static/%%=RedirectTo(CloudPagesURL(268,%20'joid',%20jobid,'batchid',_JobSubscriberBatchID,%20'email',%20emailaddr,'Source','MSWM'))=%%

