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Does the potential rise in long-term yields pose a risk to equities?

The rise in inflation rates (especially in the US) is filling
many of the financial newspapers’ salmon-pink pages
and triggering a whole host of reports by experts. In
this situation, investors are wondering about the
implications this rally could have for long-term bond
yields and, ultimately, stock prices. In principle, the
consensus of analysts aligns with the discourse of the
major central banks, namely that this spike in inflation is
expected to be transitory; there could still be one or two
difficult months ahead, but it will moderate. This is the
dominant message, and it appears to have the bond
markets’ vote of confidence, according to the trend in
yields since March. However, if the rebound in inflation
were stronger and/or more persistent than currently
expected, how would the bond market react and how
could equities be affected?

In response to the first question, experience tells us that
a negative surprise in inflation is generally not well
received by the fixed-income markets. Investors, in a bid
to protect their expected real return, would demand
higher nominal interest rates. Focusing on the US, with
10-year yields oscillating around 1.5%, it is not difficult
to imagine that it could rebound to slightly above 2.0%,
the level at which it was fluctuating shortly before the
pandemic. Predicting higher levels, such as 3%, would
be premature. The last time 10-year yields oscillated
between 3.0% and 3.2% was in late 2018, when the
economy’s output gap was positive and the country was
clearly growing above its potential (at around 3% versus
a potential rate of just under 2%). At that time, the
possibility of a sustained rise in inflation seemed high
and the Fed had been tightening its monetary policy for

A look to the past: US bonds and S&P 500
Upward cycles in the US 10-year IRR (1990-2020)

Start Duration (M) StartingIRR  Change

October 1993 13 5.32 262
January 1996 4 5.65 1.26
October 1998 15 452 213
June 2003 48 3.32 178
December 2008 6 2.39 1.31
April 2013 8 1.73 1.16
July 2016 27 1.49 1.66

Averages = 16.4 3.3 1.62

some time already. Today, the economy, while recovered
from the contraction experienced in 2020, still has room
for improvement in several areas (see the Focus «US: (in)
complete recovery of the labour market» in this same
Monthly Report).

As for the potential impact on equities of rising long-term
yields, a look to the past may be helpful. The first idea

is that it is more common for the stock market to
experience rallies when interest rates are rising than it is
for it to suffer setbacks. Considering annual data, since
1961 there have been 10 years in which 10-year yields
have risen and the S&P 500 has fallen, whereas there have
been twice as many times when the S&P 500 has risen
on par with IRRs.! The second idea is that there are other
factors that could help to drive up the stock market, even
if IRRs also rise, such as corporate earnings: in 86% of the
years in which both the S&P 500 and yields have risen,
the average earnings growth has been 10%. There have
been three exceptions, in which earnings fell and the S&P
500 closed with gains, but those gains were driven by
expectations of the growth that would occur in the
following year (31% on average). However, it is true that
a rise in yields can have a temporary negative impact on
the stock market, especially in the case of a particularly
sharp or unexpected rise. Reviewing the trend followed
by the S&P 500 in the 12 months following the beginning
of the seven cycles of rising yields we have identified
since 1990 (see first table), there have been corrective
episodes with a drawdown,? averaging 8%.

Finally, it is interesting to simulate the sensitivity of the
S&P 500 to fluctuations in 10-year bond yields, on the

Evolution of the S&P 500 *
Drawdown
-6m. -3m. During +3m. +6m.

5% 4% -1% 5% 14% -8.9%
10% 5% 9% 1% 11% -3.8%
7% -11% 38% 3% 3% -9.6%
10% 17% 53% 1% -2% —7.8%

—-35% -28% 6% 13% 20% x>

9% 6% 15% 3% 8% -5.8%
12% 4% 30% —6% 4% -9.7%

0% 2% 22% 2% 8% -7.6%

Notes: The current upward cycle, which began in July 2020, may not have ended. Calculations performed up to the last monthly close. * S&P 500 returns during the upward cycle of the IRR, as
well as in the 3 and 6 months before and after that cycle. ** The drawdown is not calculated because it was a year of sharp falls at the beginning of the 2008-2009 financial crisis.

Source: CaixaBank Research, based on data from Bloomberg.

1. The years in which yields have experienced setbacks have not been considered in this analysis.
2. Our exercise considers the biggest drop between the high point and low point in the price series within the reference period in question.
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Sensitivity analysis: 10-year bonds and S&P 500
Level of 10-year IRR

0.75% 0.90% 1.05% 1.20% 1.35%

200 5426 5197 4,986 4,792 4613

198 5372 5,145 4,937 4,744 4,566

& 196 5318 5,093 4,887 4,696 4,520
g 194 5,264 5,041 4,837 4,648 4,474
g 192 5,209 4,989 4,787 4,601 4,428
g 5155 4,937 4,737 4,553 4,382
= 188 5,101 4,885 4,687 4,505 4,336
& 186 5,047 4,833 4,637 4457 4,290
184 4992 4,781 4,588 4,409 4,244

182 4938 4,729 4,538 4361 4197

180 4,884 4,677 4,488 4313 4151

Source: CaixaBank Research.

one hand, and anticipated earnings per share, on

the other. The results are shown in the second table,
which takes as a starting point the current consensus
expectation for earnings per share of 190 dollars® and a
10-year yield of 1.5%. Given that the S&P 500 currently
stands at around 4,250 points, the implicit risk premium
would be 5.15%.

In the table we can see the results that would be
obtained for different combinations of expected IRR and
EPS, keeping the risk premium stable. It is important to
understand that this is a theoretical simulation which,
as such, implies a simplification of a somewhat more
complex reality. In any case, of the set of possible
«solutions», we focus on those highlighted in a box
within the table, as they correspond to a theoretical
increase in the 10-year yield within the range of 1.8%-
2.1%. In these cases, and keeping the expected EPS
unchanged, the S&P 500 would be correctly valued
between 3,939 and 3,690 points, somewhat below
current levels.

Obviously, higher earnings growth than is currently
expected would tend to offset the negative effect of the
rise in 10-year yields, just as a relaxation of the implicit
risk premium would have a positive effect on the index’s
theoretical level. In this regard, the almost 1-pp rise
which 10-year yields in the US have experienced since
August 2020 has not stopped the S&P 500 from rallying
28% in the same period. This bullish episode has
undoubtedly been influenced by the strong recovery in
corporate earnings (+54% in Q1 2021 and +35% expected

3. This is a model which discounts the cash flows that investors would
receive in the S&P 500 if this were a listed stock. These flows include
the dividends paid by the components of the index and share buyback
transactions. It has been considered appropriate to use the average of
the past five years, in which 90% of earnings per share have been used
for such purposes.
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165%  180%  195%  210%  2.25%
4446 4291 4146 4011 3884 3765
4,401 4248 4105 3971 3,845 3728
4357 4205 4063 3,931 3,807 3,690
4312 41620 4022 3891 3768 3652
4268 /4119 1 3980 3,850 3729 1 3615

4076 | 3939 3810 3600 | 3577
4179 4033 ' 387 3770 3651 ! 3539
4135 3990 3,85 3,730 3612 3,502
4,090 3947 3814 3,690 3573 3464
4046 3,905 3,773 3,650 3,535 3426
4001 3,862 3,731 3610 349 3,389

for 2021 as a whole) and a moderation of the implicit risk
premium of 0.6 pps.*

As we said, this is a basic sensitivity analysis which leaves
out many elements, but it nevertheless helps us to assess
to what extent a rise in sovereign rates could affect the
US stock market.

José Luis Lépez

4. Average figure estimated by Professor Aswath Damodaran from
the Stern School of Business at New York University.
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