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Doubt is not a pleasant 
condition, but certainty is an 
absurd one. —Voltaire 
“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. As individuals, 
we can feel more or less uncertain, 
but that is a distinctly human 
phenomenon. 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 based 
on a short-term rough patch in the 
markets.

Consider this concept through the lens 
of stock vs. bond investments. Stocks 
have higher expected returns than 
bonds largely because there is more 
uncertainty about the future state of 
the world for equity investors than 
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 
get paid before stockholders. So, do 
investors avoid stocks in favor of 
bonds as a result of this increased 
uncertainty? Quite the contrary, many 
investors end up allocating capital to 
stocks due to their higher expected 
return. In the end, many investors are 
often willing to make the tradeoff of 
bearing some increased uncertainty 
for potentially higher returns.
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“We don’t have to be 
smarter than the rest. 
We have to be more 
disciplined than the rest.”

-Warren Buffett



MANAGING EMOTIONS
While the statement “the market hates uncertainty” 
may not be totally logical, it doesn’t mean it lacks 
educational value. Thinking about what the statement 
is expressing allows us to gain insight into the mindset 
of individuals. The statement attempts to personify 
the market by ascribing the very real nervousness and 
fear felt by some investors when volatility increases. 
It is recognition of the fact that when markets go up 
and down, many investors struggle to separate their 
emotions from their investments. It ultimately tells 
us that for many an investor, 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 we feel as 
if we know whether any time period was a good one 
to be invested. Unfortunately, while the past may be 
prologue, the future will forever remain uncertain.

STAYING IN YOUR SEAT
In a recent interview, David Booth was asked about 
what it means to be a long-term investor:

“People often ask the question, ‘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 my 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 an investor’s willingness 
and ability to bear risk. 

It also 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 investors from reacting 
emotionally. This may ultimately lead to a better 
investment experience.

There is no guarantee investment strategies will be successful. Diversification does not eliminate the risk of market loss. All expressions of opinion 
are subject to change. This article is distributed for informational purposes, and it is not to be construed as an offer, solicitation, recommendation, or 
endorsement of any particular security, products, or services. Dimensional Fund Advisors LP is an investment advisor registered with the Securities 
and Exchange Commission.
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Should stock investors worry about changes in interest 
rates? Research shows that, like stock prices, changes in 
interest rates and bond prices are largely unpredictable.1 
It follows that an investment strategy based upon 
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 they apply 

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
Recent research performed by Dimensional Fund 
Advisors helps provide insight into this question.2 The 
research examines the correlation between monthly 
US stock returns and changes in interest rates.3 Exhibit 
1 on the following page shows that while there is a lot 
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of noise in stock returns and no clear pattern, not much 
of that variation appears to be related to changes in the 
effective federal funds rate.4

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, 
Dai also examined longer-term interest rates and found 
similar results.

So, 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.

CONCLUSION
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 has to 
offer. 
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Exhibit 1: Monthly US Stock Returns against Monthly Changes in Effective Federal Funds Rate,  
August 1954–December 2016
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Monthly US stock returns are defined as the monthly return of the Fama/French Total US Market Index and are compared to contemporaneous monthly changes 
in the effective federal funds rate. Bond yield changes are obtained from the Federal Reserve Bank of St. Louis. 
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1. See, for example, Fama 1976, Fama 1984, Fama and Bliss 1987, Campbell and Shiller 1991, and Duffee 2002.
2. Wei Dai, “Interest Rates and Equity Returns” (Dimensional Fund Advisors, April 2017).
3. US stock market defined as Fama/French Total US Market Index.
4. The federal funds rate is the interest rate at which depository institutions lend funds maintained at the Federal Reserve to another 
depository institution overnight.

GLOSSARY
Discount Rate: Also known as the “required rate of 
return,” this is the expected return investors demand for 
holding a stock. 

Correlation: A statistical measure that indicates the 
extent to which two variables are related or move 
together. Correlation is positive when two variables 
tend to move in the same direction and negative when 
they tend to move in opposite directions.

INDEX DESCRIPTIONS
Fama/French Total US Market Index: Provided by 
Fama/French from CRSP securities data. Includes all US 
operating companies trading on the NYSE, AMEX, or 
Nasdaq NMS. Excludes ADRs, investment companies, 
tracking stocks, non-US incorporated companies, 
closed-end funds, certificates, shares of beneficial 
interests, and Berkshire Hathaway Inc. (Permco 540). 
RM59239
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Results shown during periods prior to each Index’s index inception date do not represent actual returns of the respective index. Other periods selected may have different 
results, including losses. Backtested index performance is hypothetical and is provided for informational purposes only to indicate historical performance had the index 
been calculated over the relevant time periods. Backtested performance results assume the reinvestment of dividends and capital gains. Eugene Fama and Ken French are 
members of the Board of Directors for and provide consulting services to Dimensional Fund Advisors LP. There is no guarantee investment strategies will be successful. 
Investing involves risks including possible loss of principal. All expressions of opinion are subject to change. This article is distributed for informational purposes, and 
it is not to be construed as an offer, solicitation, recommendation, or endorsement of any particular security, products, or services. Dimensional Fund Advisors LP is an 
investment advisor registered with the Securities and Exchange Commission.


