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Stocks and bonds have worked together to collapse the equity risk premium. 
 

Bond yields bottomed on June 13, and then rose 95 basis points through last Friday. Over the 
same period, equities have turned in a remarkable performance -- the S&P 500 is up 1.02%. As 
with Sherlock Holmes' famous dog that didn't bark, what's so remarkable about that is what 
didn't happen. All else equal, the increase in discount rates implied by a 95 basis point back-up 
in bond yields should have corresponded with a 14.75% decline in equity values, according to 
our valuation model. That stocks rose slightly instead suggests a rapid and significant 
compression of the equity risk premium.  

At the stock market bottoms 
last October and last March, 
our Yield Gap model of the 
equity risk premium showed 
stocks to be more undervalued 
than at any time over the 
almost 20 years for which we 
have data (see the larger chart 
at right). But now, as a result of 
the back-up in bond yields -- 
and taken in combination with 
the 24.18% gain in the S&P 
500 since the March 12 peak in 
the equity risk premium -- 
stocks are no longer extremely 
undervalued. They are now just 
somewhat undervalued. 

As the smaller chart inset at 
right shows, the equity risk 
premium has dropped 1.65% -- 
from 2.33% to 0.68% -- since 
the equity market bottom of 
March 12, 2003. That drop has 
occurred in two distinct phases. 
The first phase, from March 12 through June 13, saw the equity risk premium fall 0.70%, from 
2.33% to 1.62%. The S&P 500 gained 22.93% during that period, which -- if taken alone -- 
would have caused the equity risk premium to fall by 1.29%, almost twice as much as it actually 
did fall. The difference is explained by the fact that bond yields fell and forecasted earnings rose 
at the same time, expanding the risk premium by 0.45% and 0.14% respectively. 
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In the second phase, from June 13 through the present (the section of the smaller chart, inset 
above, with the yellow background), the equity risk premium fell 0.94%, from 1.62% to 0.68%. 
That drop is explained almost entirely by the 95 basis point back-up in bond yields, augmented 
0.07% by the small rise in the S&P 500, but offset 0.08% by an increase in forecasted earnings.  

A notable part of the overall compression of the equity risk premium -- 0.29% of the total 1.65% 
-- has occurred in just the last ten days. As recently as July 18 we wrote that continuing 
undervaluation of equities, reflected in the stall-out in the stock market rally that began in March, 
suggested that political risks seemed to be distracting from the prospects for accelerating 
economic growth (see "Flies in the Ointment"). But since then the S&P has gained 1.73% and 
long-term Treasury bonds have fallen 2.53%. This is very strong evidence of the increasing 
capacity of the economy to bear uncertainty, after years of extreme risk aversion -- and such 
capacity is a critical precursor of accelerating growth. 

So as the equity risk premium compresses, the value basis for our Model Positions long the 
S&P 500 and short Treasury notes becomes less compelling. But the growth basis becomes 
all the more compelling. The true nature of this phase-shift is completely lost in superficial 
analyses such as the one featured Thursday on the front page of the Wall Street Journal, which 
began by stating "Just as the economy shows signs of reviving, it faces a new cloud: a sudden 
rise in long-term interest rates -- driven in part by those same hopeful signs." This analysis 
reduces to the economics of the absurd (or, perhaps, the Orwellian): "growth causes 
recession."  Yes, low rates -- especially the artificially low rates engineered by the Fed -- have 
aided in the urgent corrective processes of reliquification and reflation. But to think, once those 
processes are complete, that a growing economy cannot do without low rates is to confuse 
crutches with the power to walk.  

Aside from the Fed's limited power to manipulate rates up or down to attempt to fine-tune the 
economy, interest rates do not cause economic growth, they are its effect. When capital is 
unconstrained, interest rates are the reflection of the investment opportunities in the economy. 
So to the extent that rates are rising in anticipation of accelerating growth, we should welcome 
them for the same reason that we welcome the swallows to Capistrano. And that's just what the 
stock market is doing.  
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