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One of the relationships in finance that catches investors by surprise is the lack of correlation between what is

happening in the economy and the performance of the stock market. The last few weeks have produced many
examples of a stark contrast between stock market and economic indicators. For example, there were several days
in May in which the economic news was terrible—such as reports of the worst unemployment rates since the Great
Depression—and yet the stock market rallied. Why the apparent disconnect?
In Buckingham’s recent video interview with Apollo Lupescu, he addressed this question. In short, economic events are
happening now, in real-time, and economic statistics, although they are reporting data as it is released, reflect statistics
from the previous week, month or quarter.
In contrast, the stock market attempts to place a value on a company whose revenues and earnings are not just
happening today but also stretch far out into the future. Today’s stockholders will get the returns on the activities
of companies for years and decades down the line. Therefore, stock prices today are forward-looking and reflect
market participants’ aggregate expectations of the future. Those expectations include whatever future economic
developments are anticipated and their potential impact on cash flows and dividends, which are the keys to a stock’s value.
For example, if the market expects the economic environment to weaken company cash flows, the stock market may
react well in advance of when we observe the impact on cash flows, as expectations are embedded in prices. And the
eventual direction of the market will depend on how the economic outcome compares to expectations. If things aren’t
as bad as expected, poor economic news can be greeted positively by markets.
We can see this anticipatory nature of markets in action
by looking at the relationship between U.S. gross domestic
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product (GDP) growth and equity premiums (the stock market’s return in excess of risk-free, one-month
U.S.
Treasury
bills). When annual U.S. equity premiums are plotted against GDP growth for the same year (top panel of Exhibit 1),
there is no clear correlation between the two. Changes in GDP were not strongly related to concurrent stock market returns.
It is important to note that this result does not
imply financial markets ignore macroeconomic
data. We can see a relationship between economic
growth and stock prices if we plot GDP growth
against the previous year’s equity premium
(bottom panel of Exhibit 1 on the next page).
The positive trend in the data suggests market
prices have in fact reacted to changes in GDP,
but have done so in advance of these economic
developments coming to fruition. This result is
consistent with markets pricing in their expectation
of future economic growth.
Of course, markets do not always get it right, but
we believe they are the best assessment of fair
value as prices implicitly reflect the aggregate

Exhibit 1
Plot Development
US equity premium vs.
GDP growth, 1930—
2019
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knowledge of millions of informed participants, all of whom
have real money on the line. Accordingly, investors would be
wise to accept these prices as fair without second-guessing or
trying to outsmart the market.
That brings us to the latest news headline worrying
some investors: the potential for an eventual fallout from
increasingly large government expenditures to ease the
economic burden of the COVID-19 pandemic. Will these
efforts ultimately create a financial burden for the U.S.
economy that will lower future stock returns?
Historical data suggest that we should not be worried about
this. In Exhibit 2, we sort countries each year based
on their
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debt-to-GDP for the prior year (top panel). We can see that
average annual equity premiums have been slightly higher for
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high-debt countries than for low-debt countries, however, the return differences have small t-statistics suggesting that
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these averages are not statistically significant.
Annual GDP growth rates obtained from the US Bureau of Economic Analysis. GDP growth numbers are adjusted to 2012
The top panel uses prior year debt-to-GDP data to sort countries into the high/low

USD terms to remove the effects of inflation. Annual US equity premium is return difference between the Fama/French
Total US Market Research Index and One-Month US Treasury Bill. Equity premium data provided by Ken French,
available at mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html. Eugene Fama and Ken French

groups. But investors may be more focused on where they expect the debt to end up,
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In summary, we should feel
confident that markets are adept
at aggregating and processing vast
sets of macroeconomic indicators
and expectations for the future. By
incorporating this information into
market prices, we believe capital
markets effectively become the best
available—although not perfect—
leading macroeconomic indicator.
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However, the return differences’ small t-statistics—a measure of the precision of a value’s
estimate – suggest these averages are not reliably different from one another.1

Past performance is not a guarantee of future results.

We hope that you and your family are
healthy and staying safe. As always,
thank you for you continued trust and
confidence.

Past performance is not a guarantee of future results.
All returns in USD. Countries are sorted at the beginning of each year. High-Debt and Low-Debt refer to countries above
and below the median debt, respectively. Debt is general government debt and central government debt. Source: The
International Monetary Fund. Equity market returns represented by MSCI country indices. Dimensional calculations
from Bloomberg and MSCI data. Indices are not available for direct investment; therefore, their performance does not
reflect the expenses associated with the management of an actual portfolio.

Warm regards,
MARKETS AT WORK

Daniel C. Goldie		

Dirk G. Gilliard

1.

Macroeconomic variables and investment decisions are like frozen turkeys and deep
fryers—caution should be exercised when combining the two. The results presented here
are consistent with markets aggregating and processing vast sets of macroeconomic
indicators and expectations for those indicators. By incorporating this information into
market prices, we believe public capital markets effectively become the best available
leading macroeconomic indicator.

Researchers often cite a t-statistic value of 2.0 as the threshold for statistical reliability.
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IMPORTANT NOTES
This material is presented solely for informational and educational purposes and does not constitute investment,
legal, or tax advice, or a recommendation or solicitation to buy or sell a security. Information from sources deemed
reliable, but its accuracy cannot be guaranteed. Performance is historical and does not guarantee future results.
The investments and strategies discussed in this letter may not be suitable for all investors. An investor’s portfolio
should be based upon the specific investor’s circumstances and goals. Information contained in this letter does not
serve as the receipt of, or a substitute for, personalized investment advice from Buckingham Asset Management,
LLC d/b/a Buckingham Strategic Wealth.
Historical performance results for investment indices and asset classes are provided for general comparison and
educational purposes only and does not represent our performance or the fees and expenses associated with
managing a portfolio. Individuals cannot invest directly in any index. All information contained herein is current as
of the date of this letter and is subject to change without notice.
A bond’s value may fluctuate based on interest rates, market conditions, credit quality and other factors. You may
have a gain or a loss if you sell your bonds prior to maturity. Of course, bonds are subject to the credit risk of the
issuer. Small-cap and value stocks are typically more vulnerable to financial and market risks and uncertainties than
large-cap stocks and the market as a whole. Small-cap stocks may trade less frequently and in lower volume than
large-cap stocks and may be more volatile and less liquid. Value stocks may have greater financial risk and leverage
than other securities and are often distressed for one or more reasons. Investing in foreign securities involves
greater risks than investing in U.S. securities. These additional risks may include currency fluctuations, potential
political instability, tax and other restrictions on foreign investors, less regulation, and less liquidity. Diversification
does not guarantee a profit or protect against loss.
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