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Interest Rates and Stock Prices

¨ If interest rates go up, what happens to equity 
value?
a) Equity value will decrease
b) Equity value will increase
c) Equity value will remain unchanged
d) Any of the above, depending upon why interest rates 

increased in the first place
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1. The Fed’s power to set interest rates is 
limited
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The real drivers of interest rates are macro 
economic fundamentals
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And more evidence that the Fed follows
markets, does not lead them…
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2. The relationship between interest rates
& value is complicated
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And the drivers are interconnected..
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History reflects this..
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3. Value has to be built around a 
consistent narrative..

¨ Your assessed value for equities will depend upon 
your assumptions about earnings growth, equity risk 
premiums and risk free rates.

¨ Your assumptions about risk premiums, earnings 
growth and the treasury bond rate should have a 
macro and market story underlying your numbers, 
and this story has to be internally consistent and 
fully worked through. 

¨ If you don’t have a story, you can make assumptions 
about growth, risk and interest rates that are 
internally inconsistent.
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Two inconsistent narratives

¨ In the bearish version, which is call the Interest Rate 
Apocalypse, all of the inputs (earnings growth for the 
next five years and beyond, equity risk premiums) 
into value are held constant, while raising the 
treasury bond rate to 4% or 4.5%. 

¨ In the bullish version, which I will term the Real 
Growth Fantasy, all of the inputs into value are left 
untouched, while higher growth in the US economy 
causes earnings growth rates to pop up. 
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a. More of the Same
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b. Inflation Returns
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c. The Growth Engine Revs up
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My Melded Version
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The Bottom Line

¨ Reject half-baked narratives: If a market prediction is 
based upon a half baked story, where everything else is 
held constant, and only one variable is moved, be 
suspicious. 

¨ Develop your own narrative: You can listen to the
narratives that others have, but it is your money that you 
are investing, and ultimately, it has to be based upon 
your narrative.

¨ Be open to feedback: You will get signals from the world, 
in the form of macroeconomic data or market reactions, 
that should lead you to fine tune, adjust or even 
abandon your narrative.


