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The recent rally in equity prices has captured con
siderable attention. The Standard and Poor’s (S&P) 
500 index increased more than 14 percent through the 
first ten months of 1996, on top of sizable gains in 
1995. During stock rallies of this magnitude, analysts 
sometimes refer to “equity price inflation.” Is there 
such a thing? Should the Fed be concerned about in
flation risks when the prices of stocks are rising at a 
rapid pace? The short answer is no: The pace of in
crease in stock prices is not itself inflationary, nor are 
stock prices particularly useful in helping to gauge 
inflation trends.

The purchase of stocks is a form of saving, and 
constitutes a decision by households to defer con
sumption today in order to, hopefully, be able to 
consume more in the future than they otherwise could. 
Inflation normally refers to a general rise in the prices 
of goods and services that people con
sume, and is often measured by the rate 
of change in the consumer price index 
(CPI). Since stocks are financial assets, 
not final consumption, the prices of 
stocks are not part of measured inflation.
In particular, most theories would hold 
that the value of the stock market should 
rise over time, on average, even in a zero 
inflation economy

Because investors purchasing stocks 
expect a positive real return, they will 
demand compensation for any loss of 
purchasing power during the time they 
hold a stock. This means that total nomi
nal returns to holding stocks will have an 
expected inflation component as well as 
an expected real component. In this
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sense, stock prices do reflect underlying inflation, and 
a rally in stocks has to be viewed from the perspective 
of how much of the observed return is compensation 
for inflation, and how much is a real return. In prac
tice, however, observed total returns to holding stocks 
are so volatile that they give little indication of under
lying inflation trends.

The chart bears this out. It compares the total 
nominal returns (capital gains plus dividends) from 
investing in the S&P 500 index with consumer price 
inflation. The data are monthly, and rates of change 
are measured from one year earlier. Equity returns 
have been far more volatile than CPI inflation over 
this period. From the chart it is also clear that the 
recent rally in stock prices is not particularly unusual 
when compared to the historical record since 1971.

—James Bullard
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