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I. Third-Quarter Equity Market Recap 

U.S. equity markets posted solid gains in the third quarter amidst a flurry of market-moving events, 
including: the Fed’s decision to pass on a September rate increase; the Department of Justice’s 
imposition of a $14 billion fine on Deutsche Bank for mortgage-backed securities improprieties during 
the financial crisis; revelations that Wells Fargo fraudulently opened over 2 million fictitious customer 
accounts; an OPEC agreement to cut oil production; high-drama posturings in the presidential political 
race; a $14.5 billion fine by the European Union against Apple on claims that Ireland illegally slashed 
the iPhone maker’s tax bill; and a series of terrorist bombings in New York and New Jersey. 

  

For the quarter, the S&P 500 Index rallied 3.3% (in price terms) while the Dow Industrials posted a 2.1% 
gain, lifting trailing price-earnings ratios to a lofty 20x and 18x, respectively. This, despite a continued 
weak economic backdrop and negative earnings growth. 

It appears that, as long as the Fed remains pat on its interest-rate hikes, the stock market will continue 
to bask in the glow of low earnings and cash-flow discount rates courtesy of Janet Yellen & Co. Fed 
funds futures suggest only a 15% chance that the Fed will raise rates at its November policy-setting 
meeting, increasing to a 60% chance of a rate hike at its mid-December convocation, which may rattle 
the markets a bit as we approach year end. 
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OUR MISSION 
Smith Shellnut Wilson is a registered investment adviser* specializing in managing 
investment portfolios for banks, individuals, corporations, foundations and public 

entities. Smith Shellnut Wilson offers its clients skilled investment management and 
unremitting client service. Smith Shellnut Wilson is dedicated to the premise that 

client relationships and performance, not transactions, are the ultimate goals. 

http://www.ssw1776.com/
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II. Third-Quarter Bond Market 
Recap 
 

U.S. Treasury notes and bonds rose in yield during the 
quarter, with 2-year notes rising 18 basis points and 
30-year bonds adding 3 basis points, resulting in a 
general flattening of the yield curve. Yields have edged 
higher as Fed officials signal that policy tightening 
remains likely sometime in 2016. 

Corporate high grade bonds have had their best nine-
month performance since 2012. Yet for the first time 
this year, returns were negatively impacted by rising 
rates in the third quarter, as doubts about the timing 
and extent of supportive central bank policies 
triggered significant volatility in early September. 
Excess returns relative to sovereign bonds may 
become more of a relevant gauge than total return if 
rates continue to rise, which may limit absolute gains 
on high grade bonds relative to stellar first half 
returns. 

Global high yield led fixed income in the third quarter, 
with the communications, tech and commodity 
sectors leading returns. Looking ahead, risk assets 
may be impacted by central-bank developments, the 
U.S. elections and European bank recapitalization. 

 

III. How Interest Rates Affect 
Stock Market Returns 

 

By Ben Carlson, CFA, published in, “A Wealth of 
Common Sense” 
 

The equity risk premium is the academic definition of 
the idea that stocks should outperform the risk free 
Treasuries over the long-term. The risk free rate to be 

used is up for debate, but using the 10-year Treasury 
bond as a proxy gives us a historical equity risk 
premium of about 4.5% per year since the late-1920s. 
This means that S&P 500 has outperformed 
government bonds by that amount, on average, since 
that time.  

 

This premium is promised to no one. If it were, there 
would be no risk. That means there will be both short- 
and long-term periods that will see no premium. That 
historical premium is just an average, so you have to 
expect to see it vary widely over time. 

Assuming stocks do continue to earn a premium over 
bonds going forward, it’s worth considering whether 
today’s low interest rates will lead to lower stock 
market returns. This would make sense intuitively 
considering that long-term bond returns are driven 
almost exclusively by their starting yield. So even if 
stocks earn the same premium as they have 
historically, when added to lower bond yields it would 
mean lower overall stock market performance. 

I thought it would be interesting to see how this idea 
has held up historically. I looked back at the starting 
yield on the 10-year Treasury bond to see how stocks 
performed going forward from various interest rate 
levels. Here’s how this looks going back to the 1920s: 

 

10-Year Treasury 
Starting Yield

15-Year Average 
Annual Returns

10-Year Average 
Annual Returns

5-Year Average 
Annual Returns

3% & Under 13.64% 13.81% 13.05%
3% to 4% 6.27% 6.12% 6.60%
4% to 5% 5.90% 5.84% 4.82%
5% to 6% 6.57% 4.57% 6.13%
6% to 7% 8.41% 6.96% 7.26%
7% to 8% 12.14% 12.70% 12.14%
8% to 9% 12.57% 16.45% 13.79%

9% to 10% 13.64% 17.18% 14.28%
10% & Up 17.01% 15.18% 18.17%

S&P 500 Performance: 1926-2016
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Averages don’t always tell the whole story so it makes 
sense to look at the historical ranges as well: 

 
For the most part, it does appear that this relationship 
has held up over time. In general, the higher the 
starting interest rate the higher the future stock 
market performance. This seems to work everywhere 
except at the very lowest yield levels. It’s hard to know 
for sure why this is but my guess would be that when 
rates are near their lows it means the Fed is being very 
accommodative with monetary policy because of a 
crisis situation (which would also correspond with 
lower stock prices and thus higher future returns). 

Based on this data, people looking for a more 
normalized interest rate environment—if there is such 
a thing—should be careful what they wish for. The 3% 
to 6% interest rate level has actually proven to be some 
of the worst starting points for future stock market 
returns. I’m assuming the reason for this relatively 
poor performance at these interest rate levels is 
because by the time interest rates return to their 
normalized range the cycle is close to ending. This 
also tends to be when many investors decide that the 
“coast is clear” to put some money to work in stocks. 

 

Of course, we’re really in uncharted territory at today’s 
interest rate levels. The 10-year yield currently stands 

at 1.5% or so. In the historical numbers I looked at, the 
10-year was just barely below 2% for a couple of 
months but has never really spent much time below 
that level until recent years. No one really knows what 
will happen with rates this low for this long. It’s never 
really happened before. 

 

So it’s certainly possible that this relationship doesn’t 
hold going forward. We live in interesting times, as 
always. 

 

 

 

 

The source of the information in this commentary is Bloomberg 
News unless otherwise noted. 

10 Year Treasury 
Starting Yield Max Min Max Min Max Min
3% & Under 19.03% 7.48% 21.43% 3.92% 26.75% -9.65%

3% to 4% 14.52% -0.41% 15.53% -4.95% 36.12% -17.36%
4% to 5% 7.25% 4.11% 9.88% -2.65% 13.99% -6.63%
5% to 6% 11.58% 3.76% 11.36% -3.43% 24.25% -3.77%
6% to 7% 14.34% 4.15% 13.82% -1.59% 26.89% -3.16%
7% to 8% 16.61% 6.74% 18.51% 4.63% 28.56% -4.14%
8% to 9% 17.15% 9.68% 19.41% 12.84% 17.99% 8.27%

9% to 10% 16.31% 9.00% 19.19% 14.74% 17.27% 9.01%
10% & Up 16.69% 14.26% 19.21% 13.26% 29.72% 12.95%

S&P 500 Performance: 1926-2016
15 Years 10 Years 5 Years
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CHART BOOK 
 

 

 

Note: Bar chart data in brown are estimates from a Bloomberg® composite of market participants  
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Note: Bar chart data in brown are estimates from a Bloomberg® composite of market participants  
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