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Over the past year, the
bear market narrative
has transitioned from
fears about a recession to
renewed concerns about
interest rates. The reason
why interest rates concerns
have re-emerged is due to
several inflationary data
points that were worse
than expected. These
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hotter than expected
inflation reports have shifted investor expectations regarding
interest rate cuts from the U.S. Federal Reserve. As a result of
this, the bond market is now only pricing in 1 interest rate cut
by year-end, which compares with expectations for 7 interest
rate cuts at the at the beginning of 2024. Given this shift in
sentiment, the U.S. 10-year Treasury vield has jumped from
3.9% at the end of 2023 to 4.5% currently.

Just over a year ago, most investment banks on Wall Street
were forecasting a U.S. recession due to the impact of
stubborn inflation and high interest rates. In March of 2023,
65% of economists polled by Bloomberg believed that the
U.S. economy was headed for a serious downturn within the
next 12 months. However, Wall Street has largely abandoned
its recession call given the resilience of the U.S. economy
over the last 12 months. This shift in sentiment regarding a
recession was evident in the Deutsche Bank Global Markets
Survey that was conducted in March of 2024. The results
from that survey showed that only 17% of respondents
expected a recession or a hard landing for the U.S. economy.
Although many of the bears have abandoned their call for a
U.S. recession, many of them have moved on to a different
narrative. The new narrative is that high interest rates are bad for
stocks. The argument basically says that even though the
economy will avoid a recession, stocks will perform poorly
due to high interest rates. The interesting thing about this
new narrative is that history tells us that investors should
not fear higher rates. In fact, some of the strongest periods
of performance for the S&P 500 over the last few decades
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have coincided with rising interest rates or higher levels of
interest rates.

Since 1990, periods of rising interest rates have been
associated with stronger stock market returns than periods
with falling interest rates. As seen in Chart 1 below, the S&P
500 has posted an average annual price return of 13.9%
during periods of rising interest rates, which compares with
just a 6.5% average annual gain during periods of falling
interest rates.

CHART 1

S&P 500 Average Rolling 1Yr Performance Based on
Year-to-Year Change in 10Yr Treasury Yield
monthly data, beginning 1990
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Source: BMO Capital Markets Investment Strategy Group, Bloomberg, FRB.

Not only have stocks done better during periods of rising
interest rates, but stocks have also generated higher returns
during periods when interest rates were at higher levels as
seen in Chart 2 on the next page.

Since 1990, the S&P 500 has performed better when interest
rates were higher, as measured by the U.S. 10-Year Treasury
Yield. When the 10-Year Yield was less than 4%, the average
annual return was 7.7%. This compares with an annual return
of 9.1% when the 10-Year Yield was between 4-6%, and an
annual return of 14.5% when the 10-Year Yield was above
6%. The data outlined in this note suggests that the current
bear market narrative is somewhat flawed. The argument
that higher interest rates is bad for stocks is not consistent
with the historical data since 1990. This does not mean that



there aren’t any risks because there are always going to be CHART 2
risks for the stock market. When we take everything into S&P 500 Average Annualized Performance Based on
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view for global equity markets. First, the global economy menthiy data, beginning 1990

continues to demonstrate resilience which has significantly ~— 16% 14.5%
reduced concerns about an economic recession. Second,  14%

while inflation remains above the targeted threshold formany  12%

central banks, itis moving in the right direction. This is setting  10% 9.1%

the stage for interest rate cuts in Europe in the months ahead 8%
and rate cuts in the U.S. later in 2024 and into 2025. 4y,
Finally, corporate earnings have been steady and have
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surprised to the upside across several markets around the 20
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