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Despite recessionary fears and an uncertain path for monetary policy, investors have embraced equity risk to begin 2023.
Some measures of the equity risk premium, or the additional return compensation investors require to hold risky assets
(like equities), are now hovering around lows last observed during the middle of the global financial crisis in 2008.

Steno Research recently framed the equity risk premium by analyzing the spread between the earnings yield for the U.S.
equity market and those available on U.S. Treasury securities. The Federal Reserve’s  rate hike campaign over the past
year has trimmed this spread to below 2%.

Equity investors now face a unique question. Are bonds a direct threat to equity allocations just because there is
meaningful income back in fixed income, where investors can earn less volatile yields?

If so, how long will these yields last? The short end of the yield curve tends to track Fed policy more closely, and the
current inversion of the overall curve suggests that today’s higher rates are not expected to last over the medium- to
longer-term once the Fed pivots to rate cuts.

Real Yields Are Key

The Fed has been hiking rates because of inflation. We believe stocks are the best long-term hedge for inflation due to
the historical risk premium they have exhibited above inflation, but also because companies are able to pass along rising
input costs over time to their customers.

This pricing power is evidenced by the long-term earnings and dividend growth of the market, outpacing inflation. Even
during the 1970s and 1980s, when inflation averaged over 6% for two decades, dividend growth kept pace with inflation.
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Over shorter periods, when the Fed enacts tight monetary policy to combat inflation, stock prices ultimately suffer from
higher interest rates, as they did in 2022. But over the long term, equities have innate inflation-hedging characteristics
that help compensate for inflationary pressures. For this reason, we view them as real assets.

That compels us to analyze real rates and real bond yields, as opposed to nominal ones, when we observe different
measures of equity risk premiums.

We prefer to compare equity earnings yields (or the reward for investors) over those on risk-free, inflation-indexed bonds,
like TIPS in the U.S.

This model of equity risk premium is not a perfect guide for markets, but as Professor Siegel explains in the sixth edition
of Stocks for the Long Run:

Nevertheless, when earnings yields and real bond yields are at extremes, that often signals a turning point. At the
peak of the dot-com bubble in 2000, the earnings yield on stock was just over 3 percent, while the 10-year TIPS
bond yielded over 4 percent. This led to an extraordinarily rate negative risk premium (earnings yield minus TIPS
yield) and reliably signaled the subsequent decline in equity prices.

By these standards, equity risk compensation is not as dire as implied by the original chart from Steno Research.

Using both trailing and forward S&P 500 earnings yields, less the 10-Year TIPS yield, risk premiums are right at their
longer-term averages from the past 25 years.

Contrast this with the tech bubble in 2000, when the earnings yield spread over TIPS turned negative, and it’s apparent
that today’s markets have approximately 500 basis points in additional compensation for U.S. equities relative to TIPS.

S&P 500 Equity Risk Premium (Estimated Earnings Yield – 10-Year TIPS Yield)
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S&P 500 Equity Risk Premium (Trailing Earnings Yield – 10-Year TIPS Yield)

For much of the last decade, equities comfortably outpaced bonds with rates near 0% and little additional yield to be
found in riskier fixed income sectors. This period became known as the “TINA” era, suggesting “There Is No Alternative”
to owning stocks when rates are low and yield is scarce.

While there are now some real alternatives—with income back in short-duration fixed income—by historical standards,
today’s equity risk premium remains quite reasonable relative to inflation-indexed bonds.

 

 

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook
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View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Recession  : two consecutive quarters of negative GDP growth, characterized generally by a slowing economy and
higher unemploymen.

Equity risk premium  : Refers to an excess return that investing in the stock market provides over a risk-free rate.

Spread  : Typically refers to a difference between a measure of yield for one asset class and a measure of yield for either a
different subset of that asset class or a different asset class entirely.

Earnings yield  : The earnings per share for the most recent 12-month period divided by the current market price per
share. The earnings yield (which is the inverse of the P/E ratio) shows the percentage of each dollar invested in the stock
that was earned by the company.

Treasury  : Debt obligation issued by the U.S. government with payments of principal and interest backed by the full faith
and credit of the U.S. government.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Rate Hike  : refers to an increase in the policy rate set by a central bank. In the U.S., this generally refers to the Federal
Funds Target Rate.

Curve  : Refers to the yield curve. Positioning on the yield curve is important to investors, especially during non-parallel
shifts.

Rate Cut  : A decision by a central bank to reduce its main interest rate, usually to influence rates charged by other
financial institution.

Real yield  : the annual interest rate that an investor demands for holding a bond to maturity including the impact of
inflation.

Inflation  : Characterized by rising price levels.

Hedge  : Making an investment to reduce the risk of adverse price movements in an asset. Normally, a hedge consists of
taking an offsetting position in a related security, such as a futures contract.

Pricing power  : Describes the effect of a change in a firm's product price on the quantity demanded of that product.
Pricing power is linked to the price elasticity of demand. Price elasticity is a measure of the degree to which individuals,
consumers, or producers change their demand or the amount supplied in response to price changes.

Dividend growth  : The growth in trailing 12-month dividends for the specified universe.

TIPS  : Treasury Inflation Protected Securities.

S&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the Standard and Poor’s Index
Committee designed to represent the performance of the leading industries in the United States economy.

Basis point  : 1/100th of 1 percent.

Fixed income  : An investment security that provides a return in the form of fixed periodic payments and the eventual
return of principal at maturity.

Duration  : A measure of a bond’s sensitivity to changes in interest rates. The weighted average accounts for the various
durations of the bonds purchased as well as the proportion of the total government bond portfolio that they make up.
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