

	
	

	









	




	







	









		

		
		

	
	




	
	


	
	



	
	


	
	
	
	
	
	
		
			
			
		

		
		
	

	

	



	
	
	
	

	







	















	Skip to main content












	

	

	
	

	

	
	












			

			





			






	




	


	
	





	








	

	
	
		
		
		
		
		
		
		
		
		
		
		
		
		
	

	
	
		
		
		
	


















	
		
	

	

	
		
	

	







	
		
		
		

		
		
		
		
			
				
				









	
	    












    
    






    
    







    




    






    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    






    
        
    


    
            
            
                
            
            
                
        Add Paper to My Library
        
        

    















	














	
	    







 



	




	







	




































    



			

			
				
				
				
				
				
						
				
				
				
					
						Share:
							
	
	
	


					

					
				
				
				




				
				

    
        
        
        
            

		
		
		

		
            

		
		
		
			
		

		
            

            
        

        
    

    


    




				
				
					

					
					Permalink

						Using these links will ensure access to this page indefinitely

						
							
							Copy URL
						

						
							
								
								Copy DOI
								

							

						
				

				
			

		


		
			
				
				




	
	
		
	

	
	
		
		
	

	
	

	
	
	
	The Time-Varying Equity Premium and Secular Bull and Bear Markets of the Twentieth Century

	
    
        
            
            







    
    










    
    
    
    











			
        

    
	

	
	
		
		
			54 Pages
		
		

		Posted: 18 Mar 2008
		
		
		
	

	
		
			
			




	See all articles by Mark C. FreemanMark C. Freeman
University of Bradford - School of Management


		

	
	
	
	
	



	
	
	
	
		
		
	
	
		
			Date Written: March 2008

		
	

	
	
		
		
	

	
	
		
	
	
		Abstract

		Low frequency S&P 500 index returns over the twentieth century are explained using an asset pricing model in which a time-varying equity premium is driven by regime changes in aggregate consumption volatility.    

By allowing the equity premium to vary between 3.5% and 8%, depending on perceived consumption risk at the time, the asset pricing model in this paper is better able to match the magnitude of all seven secular bull and bear markets of the last century than a fixed equity premium model. The paper also rejects the notion of significant excess volatility in market returns at annual frequency.    

The model is especially successful for the period from 1897-1965. There is particularly clear evidence that perceived consumption risk fell dramatically in the 1920s, rose during the Great Depression and fell again following World War II. Both the direction and scale of the secular bull and bear markets that occurred at these times are consistent with the model in this paper.    

Because of the difficulty of accurately measuring aggregate consumption data in the early twentieth century, there is a possibility that estimated changes in consumption volatility during the 1897-1965 period do not reflect real shifts in macroeconomic risk. To address this concern, the main calibrations in this paper are based on average household income data for the highest income families; a series that is consistently estimated throughout the period. This also allows for the observation that stockholders have historically been those with greatest wealth and income. The results of the paper are broadly consistent whether income or consumption data is used.    

The main remaining anomaly is the secular bear market of 1966-1981, which is not related to any obviously observed increase in aggregate risk. The end of century bull market appears to represent a return to more natural market levels. This conclusion is strengthened if the well-documented decline in macroeconomic risk in the 1990s is associated with a further fall in the equity premium to 2.5%.    

The main implication of this paper is that, at the end of the twentieth century, the equity premium lay at very low levels compared to its historic average; most probably in the range 2.5% - 3.5%. The main decline in this variable occurred in the period following World War II, with a further fall in the 1990s being of secondary importance. 
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