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Last month in October there were many newspaper articles about the stockmarket crash 
of 20 years ago.  Many wise and clever writers sought to explain this dramatic event 
using knowledge that they had acquired after it occurred.  What I wish to talk about is 
somebody who forecast the 1987 stockmarket crash before it happened.  We can use 
the knowledge with which he predicted this event to tell us what is going to happen in the 
US stockmarket in the near term. 
 
Then 
Back in 1987, I was what Americans call a graduate student.  Australians would say I 
was doing post graduate work.  I subscribed to a couple of different newsletters.  One of 
these was a monthly publication featuring an economist called Roger Brinner.  Roger 
Brinner at that time was the Chief Economist of Data Resources Incorporated.  This was 
an economic consulting firm based in Lexington, Massachusetts.  It was at the time the 
largest consulting organisation in the United States.  Brinner was assisted by Chief 
Financial Economist, David Wyss.  Wyss is today the Chief Economist of Standard & 
Poors.  Brinner is Chief Economist of the Parthenon Group, another firm based in 
Massachusetts. 
 
Amongst many other models, Brinner had a model of the S&P500.  This was based on 
“as announced” earnings and 10-year bond yields.  As opposed to many models of the 
stockmarket published before or since, he did not talk about the earnings yield gap.  He 
simply spoke about the level that the market should be.  In June 1987 and again in July, 
August and September, Brinner warned that the US stockmarket was dramatically 
overvalued.  In October, the stockmarket crashed.  What impressed me at the time was 
that the level that the market crashed to in October 1987 was within 2% of the 
appropriate value that had been nominated beforehand by Brinner.   
 
Needless to say, this impressed me as something to include in my Masters thesis.  I 
constructed a model like Brinner of the S&P500 and also a similar model firstly of the All 
Ordinaries and then of the ASX200.  I use these models to this day.  Back in 1987, 
Brinner was using “as announced” earnings in modelling the S&P500.  Since 1988, S&P 
has been publishing operating earnings.  This makes a better model.   
 
And Now 
We all know about the horrors of Subprime.  We all know that this is causing US 
financial companies to make extraordinary write-offs.  These write-offs are depressing 
“as announced” earnings.  The problem is that operating earnings are also falling.  The 
slowdown in the US economy is real and it is generating a fall in the actual earnings of 
companies even excluding write-offs.  For the year to September 2007, operating 
earnings of US corporations listed in the S&P500 fell by 8.47%.  We think those earnings 
will continue to fall in absolute terms every quarter until the middle of next year.  This 
puts downward pressure on the level of the stockmarket.   
 
We calculate so far that this fall in earnings has reduced the appropriate value of the 
S&P500 by 23 points for the current quarter.  This is equivalent to a decline in the Dow 
Jones of some 200 points.  There is something else happening at the same time.  The 
value of the US stockmarket is determined not just by earnings but also by 10-year bond 
yields.   
 
This year, everything is going right for the bonds.  Our model of US 10-year bonds tells 
us that the bond market is driven by three fundamental influences.  The first is the US 
Budget Deficit, the second is the rate of change of the US core inflation and the third is 
what the Fed does.   
 
This year the US budget deficit came in at 1.2% of GDP.  Even as late as the middle of 
this year, no-one thought the result would be better than 1.7% of GDP.  This 
improvement in the budget balance puts downward pressure on bond yields.  This year 
US core inflation has fallen by around 75 basis points.  This also puts downward 
pressure on bond yields.  Finally, as everyone knows, the Fed has cut the Fed Funds 
rate by 75 basis points.  This also puts downward pressure on bond yields.   
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Taken together, these 3 influences reduce the appropriate bond yields by 100 basis 
points or 1 full percent this year.  This is enough to raise the appropriate value of the 
S&P500 by some 58 points.  This is the equivalent of some 500 Dow Points.  The net 
result is that the dramatic decline in bond yields has lifted the fair value of the US 
equities market to some 1611 points for the S&P500.  This is equivalent to a fair value 
for the Dow of 14,005 points.  Rather incredibly, the fall in long term interest rates is so 
great as to entirely compensate for the decline in earnings and then some.  Currently, 
with the market around 1428 points, the S&P500 is around 11% undervalued.   
 
 
Conclusion 
 
Many people have written in retrospect about why the 1987 stockmarket crash 
happened.  We have examined the work of somebody who predicted that it was going to 
happen beforehand.   
 
Applying those principles to today’s market, we find that the US stockmarket is not in a 
bear market.  It is not about to fall.  What has happened is that 10-year bond yields are 
now so low that they compensate for the fall in US earnings and then some.  The US 
equities market should rally over the period ahead. 
 
 
 
 
 
 
 
 
Footnote: 
 
Roger Brinner is the Chief Economist of The Parthenon Group.  Dr Brinner has been a 
professor at Harvard University and the Massachusetts Institute of Technology, and for 
more than 20 years, led the preeminent economic research group Standard & Poors / 
Data Resources.  Dr Brinner received a B.A. in Economics from Kalamazoo College and 
a Ph.D. in Economics from Harvard University. 
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