WHY AREN'T INVESTORS SELLING S VIRTUS
STOCKS TO BUY BONDS?

BY BEN CARLSON
A WEALTH OF COMMON SENSE
AUGUST 15, 2023

INVESTMENT PARTNERS

The Economist says by one measure stocks are the most expensive they’ve been in five decades:

This chart shows the equity risk PREMIUM BONDS, United States, equity risk premium*
premium which simply takes the Percentage points
forward earnings yield (the 8
inverse of the price-to-earnings 6
ratio) and subtracts the 10-Year
Treasury yield. 4
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Past performance is not indicative of future results.
Source: The Economist. Data: Bloomberg; Federal Reserve.
*S&P 500’s 12-month forward earnings yield minus 10-Year
Treasury yield.

| asked last week if valuations still matter anymore for the stock market, but this one makes sense intuitively.

Interest rates went up a lot in the past couple of years. Stocks have had a nice run. On a relative basis, bonds are much
more attractive now than they’ve been in a very long time.

So why is the stock market rising? Why are investors still allocating so much money to equities when the bond market is
finally offering decent yields?

The simple answer is stocks are up and bonds are down.
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The S&P 500 has essentially round-
tripped from the bear market.
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Past performance is not indicative of future results. As of 8/14/23. Source: YCharts.
The commentary is the opinion of the author and distributed with permission under limited license. All data and charts presented herein are from sources deemed to be reliable but are not

guaranteed to be accurate. The financial information presented is for information and educational purposes and is not a substitute for professional advice; use of or reliance on any
information herein is solely at your own risk. Edited from the original.
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Investors are used to bear markets for stocks. We had one last year, in March 2020, in 2008, at the start of this century
from the dot-com implosion, not to mention all of the corrections along the way.

Investors have become conditioned to buy or, at least, hold stocks after they have fallen. Not everyone has the ability to
pull this off, but history has taught stock market investors that stocks always come back. “Buy when there is blood in the
streets” and so on.

But we've never seen anything like this in the bond market. While it's true that higher yields should lead to higher expected
returns in fixed income, there is a psychological toll from these losses.

If interest rates keep rising, we could 10-YEAR TREASURIES ANNUAL RETURNS: 1928-2023
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| don’t have the ability to predict where interest rates go from here. There is a good case to be made that rates could keep
moving higher if the economic acceleration in growth continues.

The good news for bond investors in that situation is that expected returns keep right on rising with even higher yields. The
bad news is you're going to experience more losses in the meantime.
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Past performance is not indicative of future results. As of 8/15/23. Source: YCharts.

This is a good thing for those looking for regular income and higher yields than the stock market.

But, it might be difficult for investors to come around to the idea of moving a substantial piece of their portfolio from
stocks to bonds when bond losses continue to pile up and the stock market is moving higher.!

In the tug-of-war between fundamentals and the pain of losing, it's the pain that wins out most of the time in the markets.

IMaybe if the stock market rolls over yet again investors will change their tune.
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