
Although the stock market got off to
a choppy start this year and investor
confidence has fallen of late, recent sur-
veys reveal that investors still expect
stocks to yield returns of around 15 per-
cent.1 Accounting for expected inflation
of about 2 to 3 percent, such anticipated
returns remain significantly higher than
historical average real returns of 7 per-
cent.2 What could explain such opti-
mistic expectations?

One possibility is that survey respondents
are following so-called momentum in-
vestment strategies. Momentum investors
base their investment decisions on recent
movements of stock prices, which, as
measured by various indices, were trend-
ing upward until recently. Near-term opti-
mism might represent an extrapolation of
the high returns of recent years.3

Another explanation for survey respon-
dents’ optimism is that they expect fun-
damentals—expected earnings growth
and the rate of return required by inves-
tors—to support a continued rise in
stock prices. For example, respondents
may expect the extraordinary earnings
growth of recent years to continue in-
definitely, fueling further stock-price
appreciation. Stock prices may also be
expected to appreciate if investors re-
quire lower returns. While it may seem
paradoxical, lower required returns ini-
tially generate higher realized returns for
those who already own stock, but this is
a transitory (though perhaps persistent)
state. If investors assess the path of
future earnings correctly, their actual
return would be expected to equal the
rate at which they discount those earn-
ings, that is, their required return. Dis-
counting future cash flows from equities

using a lower required return implies
that investors are willing to pay more for
stocks, pushing up current returns.
Higher current returns would thus be
associated with lower expected (future)
returns, contrary to the expectations of
those investors surveyed.

Some advocates of the view that
required returns are falling maintain that
investors are becoming “calmer and
smarter.” They argue that investors have
come to recognize that when held over
long horizons, a diversified portfolio of
equities produces returns that are no
more variable (hence no more risky)
than those of any other “safe” market
security.4 Consequently, investors now
require a smaller premium to induce
them to hold equities over essentially
riskless alternatives such as U.S. Trea-
sury securities. This is often called the
equity premium.5 Their required rate of
return on equities is smaller, reflecting
the shrinking equity premium.

In this Economic Commentary, we focus
on some implications of a shrinking
equity premium in standard models of
stock-price valuation. We examine the
conditions under which the survey
results can be reconciled with the view
that the equity premium is falling. Our
analysis illustrates a potential hazard of
extrapolating recent returns indefinitely
into the future—those who do so are
likely to be disappointed.

■■   Discounting Future Returns
The standard approach to valuing equi-
ties is straightforward and involves two
basic elements—earnings growth and
discounting. To appreciate the role of
these elements, it is useful to ask why
investors hold stocks. The answer, of

course, is that they expect some future
income, either in the form of dividends
or through stock-price appreciation, that
is, capital gains. Income depends clearly
on the firm’s ability to grow earnings.
The higher its earnings growth, the
greater its potential to pay dividends and
the greater its stock-price appreciation.
This all seems quite clear.

Central to the valuation problem, how-
ever, is the fact that an investor’s income
from holding stock accrues in the future
and is uncertain. Given a choice, indi-
viduals would prefer to receive income
sooner rather than later. To give up a dol-
lar’s worth of current income, investors
demand more than a dollar in the future.
The more impatient the investor, the less
he is willing to pay for a stock with a
given level of future income, that is, the
higher his required return.6

Given a choice, individuals also prefer
less uncertainty. Investors discount risky
investments more than safe ones—
equivalently, the more risk associated
with a stock, the higher the attendant re-
quired return. Naturally, the equity pre-
mium is also affected by the degree to
which an investor’s portfolio is diversi-
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fied. Individuals can reduce their overall
exposure to risk by holding a portfolio of
stocks in which risks are offsetting.
Moreover, individuals will discount a
stock less if they can add it to a portfolio
that offsets the risk associated with that
particular stock (idiosyncratic risk) and
thereby reduce their total risk.

An important element of the equity pre-
mium often overlooked is shareholder
cost.7 Investing in stock incurs time and
money. What matters to the investor is
income received after accounting for
costs—the net return. The greater the
costs, the higher the return required to
maintain a given level of net return. For
the small investor holding mutual funds,
such costs historically accounted for
more than two percentage points of
returns (although there is evidence that
this is declining).8 The historical aver-
age return of 7 percent on stocks is a
gross real return. Hence, the net return
for a typical mutual fund investor would
have been less than 5 percent.

■■   Implications of a Permanent
Decline in the Equity Premium

Anyone exposed to U.S. television com-
mercials must surely be aware of dra-
matic declines in the costs of trading
stocks. We have witnessed a barrage of
advertisements by dot-com brokers,
stressing the low cost and convenience
of making trades on the Internet. More-
over, the availability of new investment
products such as low-cost index funds
has increased the small investor’s access
to highly diversified portfolios.9

These trends, a result of technological in-
novations in information and communi-
cations technologies, clearly justify lower
required returns. What’s more, because
these technologies are irreversible, the
effect is permanent. The only issue is the
size of the decline. Jeremy Siegel of the
Wharton School estimates that lower
shareholder costs and increased diversifi-
cation have reduced the equity premium
—and hence required returns—as much
as two percentage points.10 If we
assume that investors’ earnings forecasts
are correct on average, actual returns will
equal required returns. Siegel believes
that, looking forward, we might reason-
ably expect gross returns of 5 percent,
down two percentage points from his-
torical averages. 

Figure 1 illustrates the implications of a
smooth change in required returns from 7
percent to 5 percent over a period of 

15 years. Panel A shows the assumed
path for required returns. Panel B illus-
trates the corresponding impact on the
level of the stock-price index under the
assumption that dividend growth remains
unchanged at an expected rate of 3 per-
cent annually—the actual trend rate for
earnings in the post–World War II period.
Panel C shows the path of gross returns
implied by this path of stock-price ap-
preciation and 3 percent annual divi-
dend growth.11

In panel B we see how the estimated
value of stocks would change if required
returns drop, relative to a path assuming
no change. A two-percentage-point
decline in required returns yields a dou-
bling of the index value. Since our hypo-
thetical example assumes that the bulk
of the change takes place over 15 years,
average annualized gross returns over
the period would be approximately 
4.7 percentage points higher than they
would have been otherwise.

Note that the increase in gross (realized)
returns (panel C) occurs when required
returns begin to fall. This reflects the
fact that a decline in required returns
implies investors are willing to pay more
for equities than they were previously.
Hence, in competitive markets, the price
of the stock would be bid up.

The appreciation in stock prices is essen-
tially a windfall return for current equity
owners.12 That is, gains from reduced
required returns accrue to holders of
equities as above-average returns. The
extra returns that result from the fall in
required returns persist only as long as
required returns continue to decline. It is
important to note that when required
returns stop falling, the windfall ceases
and realized returns end up at 5 percent,
the new required return (barring, of
course, surprises to earnings growth). 

■■   Reconciling High Expected
Returns 

This brings us back to the puzzle posed
in the introduction. If recent high stock
returns can be at least partly attributed to
a decline in required returns, then we
might expect future long-term returns to
ultimately fall below their historical
average, as in figure 1. Thus, at some
point, rational investors should expect
returns that are lower than the historical
average. Yet we find that investor sur-
veys reveal just the opposite. What can
explain this discrepancy? 

One possibility is that the equity pre-
mium continues to fall. The fact that the
new transactions technology has been
readily available does not imply that the
benefits are currently enjoyed by all. We
may still be in the midst of diffusing its
benefits.

Another reason the equity premium may
be continuing to fall is that, as we’ve
noted, investors are increasingly taking
the long view. That is, they are buying
stocks and holding onto them to diversify
risks across time. More precisely, if one
buys a portfolio of stocks and holds it for,
say, 40 years, then one might expect
cyclical effects to be averaged out—
good times will offset bad. James K.
Glassman and Kevin Hassett take this
view when they argue that the stock mar-
ket continues to be undervalued.13

So far, we have largely ignored earnings
growth, the other fundamental of stock
valuation. In fact, our analysis assumes
that earnings increase at some constant
long-run rate.14 In a more general setting,
it is reasonable to expect the required rate
of return to rise when productivity (the
engine of earnings growth) increases, as
it has in recent years. Improved produc-
tivity creates more profitable investment
opportunities, and these must compete
for limited resources, a process which
pushes up the real interest rate. Higher
real interest rates raise the return on all
investments (including risk-free Treasury
bills) and hence the required rate of
return on equities. Increased productivity
can push up the price of a single stock, or
even an entire sector, but broad-based
increases in productivity will eventually
affect required returns (through interest
rates) and ease stock-price appreciation.

Is there evidence that improved produc-
tivity is stimulating higher required
returns? Productivity has been rising,
and real interest rates also seem to be
higher than their historical averages.
Yields on 10-year Treasury inflation-
protected securities (TIPs), which Seigel
argues are an appropriate benchmark for
a risk-free return,15 are currently around
4 percent. What does all this mean for
the equity premium? If we assume a
required return of 5 percent for the rea-
sons given earlier, the equity premium
becomes only 1 percent.

■■   Some Concluding Thoughts
A good case can be made that permanent
declines in shareholder costs and
increased diversification have worked



together to produce a substantial perma-
nent increase in stock values. This, in
turn, could explain why recent returns on
equities have far exceeded their historical
average. Whether this process justifies
current stock prices or whether the mar-
ket has overreacted, one cannot know.
Equity prices could correctly reflect
expectations of persistently high future
earnings growth. 

What concerns us is the possibility that
momentum strategies could bid up the
general level of stock prices beyond that
supported by fundamentals. The financial
literature establishes clearly that it is pos-
sible to earn higher returns than the mar-
ket by investing in stocks whose values
have recently increased faster than the
market, but only over short horizons.16

In brief, it makes sense to jump on the
bandwagon—at least in the near term. It
is unclear to what extent this applies to
the market in its entirety; recent empirical
evidence suggests that the profitability of
momentum strategies decreases with firm
size.17 However, an unanticipated, per-
manent drop in the equity premium could
lead individually rational momentum
investors to overreact—that is, to bid

stock values past levels justified by the
new fundamentals. Recent market move-
ments, especially in technology-laden
indexes like the Nasdaq, may reflect such
an overreaction.

An important lesson of our analysis is
that the extra returns generated by a drop
in the equity premium disappear when
required returns stop falling. Thus, even
if investors correctly forecast higher-
than-average cash flows from stocks,
they should expect a lower-than-average
historical return—reflecting a lower
equity premium. To the extent that the re-
cent surge in stock prices is the transitory
result of a shrinking equity premium,
investors expecting higher-than-average
returns based solely on momentum will
likely be disappointed—if they haven’t
been already.
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FIGURE 1 THE EFFECT OFA DECLINING EQUITY PREMIUM
Panel A: Required Rate of Returna

Panel B: Simulated Stock Values

Panel C: Gross Return

a. The dashed lines indicate the time period over which the equity premium falls.
SOURCE: Authors’ calculations.
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