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The Basic Speed Law for  
Capital Markets Returns 
Recent stock market behavior has been astonishing. Down 22% in the first half of October, 

down over 40% in the last twelve months. Much of this drop has been blamed on the current 

financial crisis, but there are deeper “and yet simpler” economic forces at work. Three truisms 

are too easily overlooked.

The first truism is that over the long-run real per capita economic growth in the United States, 

over and above inflation, has been remarkably steady at just under 2%, as the top line in the 

attached figure shows. Growth over the last 25, 50 and 100 years has averaged 1.4%, 1.7% 

and 1.9%, respectively. This real growth rate reflects improving productivity which over periods 

of decades varies very little. Share prices (the middle line) and per-share earnings for the broad 

market (the bottom line) exhibit much the same growth, albeit with much more variability.

One nuance that is often overlooked is, just as the economy is the shared production of  

a growing population, a growing roster of companies drives that economic growth.  

Entrepreneurial capitalism “new enterprise creation” is an important driver of economic  

growth, contributing roughly half of real GDP growth on average over time. The other half of 

overall real GDP growth is contributed by the growth of existing enterprises. This means that 

share prices and per-share earnings for broad indexes like the S&P 500 should match the 

growth of existing enterprises, roughly half of total GDP growth. As it happens, this growth 

closely mirrors per capita GDP growth.

The second truism is that if aggregate real per capita growth rate in the economy is a bit under 

2%, the broadest sectors of the economy, like the corporate sector, have to deliver about the 

same per capita growth rate in the long run. If the growth rate were greater, that sector would 

eventually become larger than the entire economy, an outcome that is constrained by both 

economic and political forces. 

Over the last several decades Americans at all levels in business, government and private life 

have behaved as if these first two truisms were no longer relevant. Implicitly, and in some cases 

explicitly, decisions were made, including investment decisions, that were based on the 

assumption of far greater growth. A common refrain was that even if real per capita growth in 

the aggregate economy is limited to about 2%, the latter number does not apply to us or to our 

investments, whether our domain is housing, technology stocks, hedge fund investments or the 

stock market.

November 13, 2008

In this issue
The housing bubble and the  

overstressed financial system have 

played a role in the current crisis; 

however, it is important to take a 

historical perspective. 

Using the last hundred years as  

a roadmap, this article explores  

the recent outsized growth of our 

economy. Over the last two decades, 

share prices and earnings have grown 

faster than the overall economy, and 

the backlash we’re now experiencing 

may be a result of stock prices 

returning to levels consistent with 

economic growth.

The authors:

Brad Cornell 

Senior Consultant 

+1-626-564-2001 

bcornell@hss.caltech.edu

Rob Arnott 

Chairman, Research Affiliates, LLC 

arnott@rallc.com



The third truism is that valuation of long lived assets, like 

common stocks, are highly sensitive to the assumed rate  

of growth. The experience of Google is an obvious example. 

The stock price has plummeted to $330 from $750 despite 

continued impressive growth in earnings, because the 

earnings growth has not been fast enough to justify an 

initially-lofty multiple. Expectations for future growth have 

been continuously revised downward.

Applying these three facts to the market as a whole leads  

to several stark conclusions. First, as with any broad sector 

of the economy, corporate earnings are constrained by the 

same long run 2% limit. This means that, unless P/E ratios 

change, stock prices will also grow, on average, at no more 

than 2% in real terms for the truly long-term investor.

History supports this view. In the last 25, 50 and 100  

years, real growth in S&P 500 per-share real earnings has 

averaged 3.2%, 2.0% and 1.5%, respectively. Meanwhile, 

the S&P 500 price index has risen by 5.1%, 2.7% and  

1.9%, respectively, over and above inflation. The earnings 

have grown faster than per capita GDP growth in recent 

years, in large measure due to recent earnings that have 

subsequently proven illusory. Meanwhile, share prices have 

grown faster still, largely on the back of rising valuation 

multiples, which we dare not rely on in the future. This recent 

outsized growth in real per-share earnings and share prices, 

over and above the per capita real growth of the economy 

may be helping to foment the populist backlash we’re  

now seeing.

In this historical light, the current crisis is seen as more than 

simply the result of a housing bubble or an overstressed 

financial system. It is based on a widespread hubris that 

somehow the laws of economic growth do not apply, that 

share prices and earnings can grow faster than the overall 

economy. That hubris was reinforced by organizational  

structures that allowed executives, insurers, derivatives 

traders, bankers and many others to take large amounts  

of cash home as long as the euphoria continued, and as 

long as customers were willing to set aside logic in favor of  

a promised nirvana.

The ultimate return of stock prices to levels more consistent 

with economic growth is nothing more than another example 

of mean reversion at work. The good news is that, from 

current levels, mean reversion need not exact as severe a 

future toll as it has imposed on us in the last twelve months. 

This too shall pass.
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Credit Crisis Task Force
The full magnitude and impact of the current economic crisis are not yet 

known. But undoubtedly, the effects on both financial institutions and global 

business will be profound and lasting. To provide insight into the complex 

issues raised by the current crisis, CRA has formed a multi-disciplinary  

Credit Crisis Task Force. We have the expertise to help you both understand 

the issues and advise you on how best to address them.

CRA International
CRA International is a leading global consulting firm that offers economic, 

financial, and business management expertise to major law firms, industries, 

accounting firms, and governments around the world.

With proven skills and exceptional strength in analytics, CRA consultants 

provide astute guidance in complex cases. We have helped clients achieve 

successful outcomes in thousands of engagements involving litigation and 

regulatory support, business strategy and planning, policy analysis, and risk 

management consulting.

Our success stems from the outstanding capabilities of our consultants,  

many of whom are recognized as experts in their respective fields; our close 

relationships with a select group of respected academic and industry experts; 

and our corporate philosophy, which stresses interdisciplinary collaboration 

and responsive service.

CRA’s consultants combine uncommon intellectual acumen with practical 

experience and in-depth understanding of industries and markets. We are 

adept at handling tough assignments with pivotal and high-stakes outcomes. 

Our analytical strength enables us to reach objective, factual conclusions that 

help our clients make important business and policy decisions and resolve 

critical disputes.

Founded in 1965, CRA has headquarters in Boston and 26 offices across 

North America, Europe, Asia Pacific, and the Middle East.

www.crai.com

Contact
For additional information about  

how CRA’s Credit Crisis Task Force  

can help you, please contact:
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provide consulting advice with respect to any specific matter and should not be acted upon without professional 
advice. If you have questions or require further information regarding these or related matters, please contact your 
regular CRA International contact. This material may be considered advertising. 
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