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Do rising interest rates matter to the stock market? Many in the financial media and advisory
community are scrambling to locate periods where rates rose along with stocks. Has it happened?
Absolutely. However, it was only a function of timing until it mattered.

Let's start with the narrative.

Hedge fund manager Bill Ackman is worried about the impact of rising interest rates on
his portfolio:

Bill Ackman €
@BillAckman

As we have previously disclosed, we have put our
money where our mouth is in hedging our exposure to
an upward move in rates, as we believe that a rise in

rates could negatively impact our long-only equity
portfolio.
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History shows Ackman?s worries about his long-only portfolio could be misplaced

though. Earlier this year | looked at the relationship between rising interest rates and
stock market performance:
Ben Carlson


https://awealthofcommonsense.com/2021/11/do-interest-rates-matter-more-to-the-economy-or-the-stock-market/
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The Stock Market Does Fine When Rates Rise

S&P 500 performance when the 10 year treasury yield rises 1% or more since 1950 -
Start Date End Date Starting Yield Ending Yield S&P500
JAN 50 JUN 53 2.3% 3.1% 80.9%
JUL'54 OCT 57 2.3% 4.0% 60.7%
APR 58 JAN 60 2.9% 4.7% 40.4%
MAY 61 SEP 66 3.7% 5.2% 70.8%
MAR 67 MAY 70 4.5% 1.9% -1.9%
NOV ™ SEP 75 2.8% 8.4% 2.8%
DEC 76 MAR 80 6.9% 12.8% 18.4%
JUN ‘80 SEP ‘81 9.8% 15.3% 11.4%
MAY 83 JUN ‘84 10.4% 13.6% -1.5%
JAN 87 OCT "87 1.1% 9.5% 6.7%
OCT33 NOV 94 5.3% 8.0% 2.2%
OCT 98 JAN 00 4.5% 6.7% 39.5%
JUN 03 MAY 06 3.3% 5.1% 39.1%
JuL"12 OCT 18 1.5% 3.2% 127.2%

The table shows periods where interest rates were rising and the relative return of stocks during
those periods. As Ben notes:

There have only been two instances where stocks fell during a rising rate environment.
In fact, the annualized returns in each of these periods where rates rose 1% or more
was 10.5%, which is right around the average long-term return for the U.S. stock
market.

While he is correct, the problem with the analysis is that it doesn't go far enough to tell you what

happened next.

Need a plan to protect your hard earned . your

savings from the next bear market? consultation today

The Long-Term View Of Rates & Stocks


https://awealthofcommonsense.com/wp-content/uploads/2021/11/Screenshot-2021-11-02-143416.png
https://realinvestmentadvice.com/connect-now/

The chart below is the monthly "real," inflation-adjusted return of the S&P 500 index compared to
interest rates. The data is from Dr. Robert Shiller, and | noted corresponding peaks and troughs in
prices and rates.

- Real
The Long-Term Correlation Between Stocks & Interest Rates % Real
Advice
8192.00 16.00
1532
o
14.00
£096.00 .90
1125
230 2)97.68
109554, 16038 S
204800 148 280512
17501
10.00
32 ar0s1 1416.86
ey - 1348.6!
g 1w Tl 8 Y
£ . . 963.91 £
§ R "y .15 H o -
E A 3 afeos E
4 - Al 589 £
£ S1200 \ -
509 488, 5.00
200.18 A
ez AT o 05T 0 im0 adas £ o
25600 3.87 A0 542 1038 533
v 3025 1o 40
1z00 - -
. 1 200
247 232 242
19 EXl .53
98.68 1.5
0498 )85
8400 Rates & Markets Non-Correlated Rates & Markets Correlated 000

1904 1909 194 19 1924 198 194 198 194 1949 1954 199 1964 1969 1901 191 1984 1989 1904 1999 004 nm 24 nn

The data is a bit cluttered when looking at it in this manner. However, even an untrained eye can
pick up that spikes in interest rates led to unfavorable outcomes for stocks.

To try and understand the relationship between stock and bond returns over time, | took the data
from the chart and created the table below of 46 periods over the last 121-years.


https://realinvestmentadvice.com/wp-content/uploads/2021/11/Rates-and-Markets-Long-Term-111521.png

Start Rate Rate X% S5&P S5&P X%

Period Date End Date Start Rate End Chg . Start S&F End Chg
1.00 1-1-1900 3-1-1921 3.15 5.09 61 .59% 209 .18 98 .68 52 83X
2.00 31,1921 8101929 5.09 3.29 —35.36% 98 .68 489,95 396 .50%
3.00 9-1-1929 611932 3.29 3.65 10.94% 489 95 94.98 —80.61%
4._00 61,1932 1-1-1941 3.65 1.97 —-46.03% 94,98 235.02 147 . 44%
5.00 1-1-1941 7-1-1942 1.97 2.47 25.38% 235.02 131.75  —43 94%
6._00 711942 12-1-1945 2. 47 2.21 -10.53% 131.75 273,73 107 .76X%
7.00 12-1-1945 1-1-1950 2.21 2.32 4. 98% 273.73 158.29 —42 . 17%
8_00 1-1-1950 A-1-1953 2.32 3.11 34 _05% 158 .29 264 .59 67 _16%
E 9._00 6-1-1953 10-1-1953 3.11 2.29 -—-26.37% 264 59 234 .26 11 .46%
“5 10.00 10-1-1953 8-1-1957 2.29 3.97 73.36% 234 .28 166 .78 99 _26¥
o 11 ._00 8-1-1957 3-1-1958 3.97 2.92 -26.45% 466 .78 390,67 —16.31X%
= 12 _00 311958 12-1.-1959 2.92 4. 72 61 64% 390.67 L2728 34 97X
8 13.00 12-1-1959 GE5-1-1961 4. 72 3.71 -—-21._40% 527.28 488 . 26 —7 . 40%
1': 14 _00 5-1-1961 3-1-1982 3.71 4.08 9.97% 488 26 63238 29 _52¥%
[®] 15.00 31,1962 5011962 4.08 3.83 —6.13% 632,38 499,833 —21.12%
= 16.00 E-1-1962  4-1-1966 3.83 4.83 26.11% 498 .83 Te7 .97 53 _958%
_{"n 17 00 4-1-1966 10-1-1966 4 83 5.16 6.83% 767 .97 634 .86 —17 . 33%
8 18.00 10-1-1966 11-1-1968 5.16 5.87 13 76% 634 86 77589 22 21%
a 19.00 11-1-1968 7-1-1970 5.87 7.91 34 75% 775.89 527 .87 —32.00%
20.00 711970 11121972 7.91 5.7 —27.94% 527 .57 752 ARG 42 66X
ﬁ 21.00 11-1-1972 12-1-1974 5.7 g.43 47 . 89% 752 .65 349,95 53 .50%
E 22.00 12-1-1974 12-1-1976 8.43 6.87 —-18.51% 349,95 187 . 1g 39_21%
3] 23.00 12-1-1976 10-1-1981 6.87 15.32 123 00 487 16 303.85  —37 . 63%
14 24 00 10-1-1981 G5-1-1983 15 32 10.38 -—-32 25% 303 .85 438 .9 44 45%
25.00 5-1-1983 7-1-1984 10.38 13 .56 30.64% 438 .9 383 .06 —12.72%
2600 7o1.1984 12-1-1986 13 .5é& 7.08 —47 79% 383 .08 779.74 103 .56%
27.00 12-1-1986 10-1-1987 7.08 9,52 34 . 46% 779.74 Ee5 .54 27 . 47%
28 .00 10-1-1987 11-1-1989 9.52 7.84 -—-17.65% E65 .54 4767 32 _20%
29._00 11-1-1989 G5-1-1990 7 .84 g.89 13.39% 747 67 622,98 —16._68%
30.00 5-1-1990 9-1-1993 8.89 5.33 -—-40.04% 622 .98 870 51 39 73
31._00 911993 1111994 5.33 7.96 49 34% 870.51 827 .82 —4 _90%
32 _ 00 11-1-1994 3-1-2000 7 .96 6.66 —16.33% g827.82 2308.39 178 _85%
- 33.00 31,2000 312003 6.66 3.33 -50.00% 2308 .39 1237.95 46 37%
Q 34.00 31,2003 100102007 3.33 £.1 £3.15% 1237 .95 1995 .54 61 _20%
o 35.00 10-1-2007 12-1-2008 5.1 2.42 -—-52 55% 1995 54 963.91 51 _70%
E 36.00 12-1-2008 6-1-2010 2. 42 3.85 59.09% 963 .91 1487 26 L4 29%
E 37._00 6-1-2010 9-1-2010 3.85 1.98 —48 57% 1487 28 1348 .89 -9 _32%
Q 38._00 9-1-2010 7-1-2011 1.98 2.98 50.51% 1348 69 1603 .86 18 92X
ﬂ 39.00 7-1-2011 0 90102011 2.98 1.5 -—-49.66% 1603 . 86 1416.86 —11 .66%
8 40 .00 9-1-2011 9-1-2015% 1.5 2.36 57.33% 1416 .86 2397 .68 69 _22%
= 41 00 9-1-2015 3-1-2016 2.36 1.76 —-24 58% 2397 68 2175.01 -9 29%
v 42 00 3s1-2016  9-1-2018 1.78 2. 86 60.67% 2175.01 3112 &5f5 43 11%
og 43 _00 91,2018 12-1-2018 2. 86 1.5 —47 558% 3112 &5 2805 .12 —9 _88x
D 44 00 12-1-2018 2-1-2020 1.5 3.12 108.00% 2805 .12 3430.9 22 31x
E}' 45 00 2-1-2020 0 40102020 3.12 0.65 —-79.17% 3430.9 278275  —18.89%
o 46 .00 1-1-2020 11-1-2021 0.65 1.4 115.38% 2782.75 4591 .89 68 _61%

What jumps is the high degree of non-correlation between 1900 and 2000. As one would expect, in
most instances, if rates fell, stock prices rose. However, the opposite also was true. The chart
below shows each of the 46-periods graphically.
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The historical non-correlation changed in 2000, and rate movements and stock prices became
correlated. The only change that explains this immediate switch from non-correlation to correlation
is the Federal Reserve.
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The Fed Changed The Correlation

While many focus on the Federal Reserve's interventions beginning in 2008, the Fed was
becoming more active in stabilizing financial markets under the guidance of Alan Greenspan. From
bailing out Long-Term Capital Management to sharply dropping interest rates during the "Dot.com"
crash, the early experiments of monetary policy formed. Importantly, for investors, "don't fight the
Fed" became a mantra.

Then in 2008, with the invention of "Quantitative Easing.” the evolution of monetary policy became
complete and cemented the stock/bond relationship. As investors became trained that monetary
policy would push asset prices higher, investors sold bonds (risk-off) to buy stocks (risk-
on.)

While Ben's table above is correct, what it lacks is what came next. In EVERY period where rates
and stocks both rose, most of those gains got forfeited as interest rates slowed economic
growth, reduced earnings, or created some crisis.


https://realinvestmentadvice.com/wp-content/uploads/2021/11/Rates-and-Markets-Period-Changes-Graph-111521.png
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In the short term, the economy and the markets (due to the current momentum) can DEFY the
laws of financial gravity as interest rates rise. However, as interest rates increase, they act as
a "brake" on economic activity. Such is because higher rates NEGATIVELY impact a highly
levered economy:

Rates increases debt servicing requirements reducing future productive investment.

Housing slows. People buy payments, not houses.

Higher borrowing costs lead to lower profit margins.

The massive derivatives and credit markets get negatively impacted.

e Variable rate interest payments on credit cards and home equity lines of credit increase,
reducing consumption.

¢ Rising defaults on debt service will negatively impact banks which are still not as well
capitalized as most believe.

e Many corporate share buyback plans and dividend payments are done through the use of
cheap debt.

e Corporate capital expenditures are dependent on low borrowing costs.

e The deficit/GDP ratio will soar as borrowing costs rise sharply.

| could go on, but you get the idea.
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The Valuation Problem

Most notably is the valuation problem.

The primary bullish argument for owning stocks over the last decade is that low-interest
rates support high valuations.

Such gets based on the assumption the present value of future cash flows from equities rises, and
subsequently, so should their valuation. While true, assuming all else is equal, a falling discount


https://realinvestmentadvice.com/wp-content/uploads/2021/11/Rates-Crisis-FedAction-111521.png

rate does suggest a higher valuation. However, as Cliff Asness noted previously, that argument
has little validity.

?Instead of regarding stocks as a fixed-rate bond with known nominal coupons, one
must think of stocks as a floating-rate bond whose coupons will float with nominal
earnings growth. In this analogy, the stock market?s P/E is like the price of a floating-
rate bond. In most cases, despite moves in interest rates, the price of a floating-
rate bond changes little, and likewise the rational P/E for the stock market moves
little.? ? Cliff Asness

Here is the primary problem of the current argument that higher rates won't impact stock prices:

"You can't have it both ways."

Either low-interest rates are bullish, or high rates are bullish. Unfortunately, they can't be both.

As noted, rising interest rates correlate to rising equity prices due to market participants' "risk-on"
psychology. However, that correlation cuts both ways. When rising rates reduce earnings,
economic growth, and investor sentiment, the "risk-off" trade (bonds) is where money will flow.

With exceptionally high market valuations, the market may remain correlated to rising interest
rates for a while longer. However, at some point, rates will matter, and they often matter more than
most think.
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