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April 1, 2005 

Investment Commentary  
 
The economy is in a period of recovery and rapid growth.  The S&P is down 2.6% in the first quarter, 
but up 4.3% from this time last year.  However, despite generally rising prices, stocks are cheaper 
today than they were a year ago

1
.  That might sound strange, but it is true in the following sense: 

earnings have grown faster than stock prices.  In 
2002, $100 of stock yielded about $1.60 in annual 
earnings; a year ago it was $4.61; and today it is 
$5.11.  This “earnings yield” is an important measure 
of value, similar to the yield on bonds.   
 
Part of the rise in earnings yield is related to rising 
interest rates as all investments compete for dollars.  
But interest rates are not rising as fast as the earnings 
yield so equities have become more attractive.   
 
The difference between earnings yield and short-term interest rates is called the equity premium.  This 
premium paid to equity owners varies over time, and generally reflects investors' emotions about 
stocks.  Good news: the equity premium is back.   
 
The pattern of the equity premium demonstrates the 
psychology of the stock market bubble: even as 
bonds became increasingly attractive, investors 
poured their money into stocks.  More recently, the 
opposite has happened.    
 
With stocks earning more than 2% over T-Bills, 
stocks are priced at one of the most attractive levels 
in 20 years, relative to short-term interest rates.   
 
What about longer-term bonds?  Longer-term bonds tend to pay higher yields, and the equity 
premium might not be enough to attract equity investments if long-term bonds are paying a high 
premium.   
 
Like short-term rates, long-term rates have not kept 
up with the rising earnings yield.  This means that 
the difference between the earnings yield and the 10 
year Treasury yield also points to attractive equity 
prices.  In this comparison, the outstanding value of 
equities compared to 10 year bonds becomes clear: 
stocks are priced at about the most attractive level in 
20 years, relative to 10 year Treasury bonds. 

                                                 
 Information in this Commentary has been obtained from sources believed to be reliable, but its accuracy and 
completeness are not guaranteed.  The opinions and projections are judgments of Von Kohorn Research and 
Advisory (“VKRA”) and are subject to change without notice.  This Commentary is for informational purposes 
only and is not an offer or solicitation for any financial product or service or a recommendation or determination 
by VKRA that any investment strategy is suitable for a specific investor.  All investments are subject to risks, 
including possible loss of the principal amount invested.  Some investment products may be available only to 
certain “accredited investors.”  Past performance is no guarantee of future results. 
 
1
 All references to “stock”, “stock market”, “equities”, and all derived values, are based on the S&P 

500 index.  Data provided by Bloomberg L.P. 
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Despite rising 
markets, stocks 
are cheaper today 
than they were a 
year ago. 
 
 
 
 
 
 
 
 
Good news: the 
equity premium is 
back. 
 
 
 
 
 
 
 
 
 
Stocks are priced 
at one of the most 
attractive levels in 
20 years relative 
to short-term 
interest rates and 
10 year Treasury 

bonds. 
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