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“The only function of economic
forecasting is to make astrology
look respectable.”
John Kenneth Galbraith

As 2008 draws to a close, minds
inevitably turn to the year ahead.
Investors, reeling from the turmoil
of an unforgettable twelve months,
will hope for better times. Can
2009 deliver?
Recent stock market behaviour has
been astonishing – the Toronto
Stock Exchange was down 17% in
the month of October alone and is
down 40% from its June highs.
Global stock markets have shrunk
by roughly half.
Nor has the bad news been confined to stock markets. The value
of investments ranging from corporate bonds and commodities to
housing have all been clobbered.
This year pension funds are ravaged, hedged funds are battered,
and private equity is suffering.
In normal times individual stocks
are affected by momentum, which
is the tendency for popular stocks
to keep rising and for unpopular
ones to keep falling. These are not
normal times. Those investors that
piled into the market in 19992000, at the peak, are piling out it
now. They should have, of course,

got out in 2000, when the global
price-earnings ratio was 35;
shares look much more attractively priced now with the current
global price-earnings ratio at 10.
Much of the drop has been
blamed on the current financial
crisis, but there are deeper – and
yet simpler – economic forces at
work. According to a paper by
Brad Cornell and Rob Arnott,
three truisms are too easily overlooked.1
The first truism is that over the
long-run, real (i.e. over and above
the rate of inflation) per capita
economic growth in America has
been remarkably steady at 1% to
2% on average. Growth over the
past 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 little. Share prices and pershare earnings for the broad market exhibit much the same
growth, albeit with much more
volatility.
The second truism is that if the
aggregate real per capita growth
rate in the economy is a bit under
2%, the corporate sector has to
deliver about the same per capita
growth in the long run. If its
growth rate were greater, that sec-
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tor would eventually become larger
than the entire economy, an outcome that is constrained by both
economic and political forces.
Over the past couple of decades,
people have behaved as if these first
two truisms were no longer relevant. Investment decisions were
based on the assumption of greater
growth, whether in technology
stocks, in hedge funds or in house
prices.
The third truism is that valuation of
long lived assets, such as common
stocks, are sensitive to the assumed
rate of growth. The higher the
growth rate, the higher the stock
price.
Applying these three facts to the
market as a whole leads to several
conclusions. First, as with any
broad sector of the economy, corporate earnings are constrained by the
same long-run 2% growth limit.
This means unless price-earnings
multiples change, stock prices will
also grow, on average, at no more
than 2% in real terms for the longterm investor.
History supports this view: in the
past 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
5.1%, 2.7% and 1.9% respectively
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in excess of the inflation rate.
Corporate earnings have grown
faster than per capita GDP growth
in recent years because of (illusory)
recent earnings. Meanwhile, share
prices have grown faster still,
largely on the back of rising valuation multiples – which we dare not
rely on in the future.
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 economy. That hubris was
reinforced by a system that allowed
those in positions of authority and
influence to take home enormous
paycheques as long as the euphoria
continued and as long as investors
were willing to believe in a promised utopia.
The ultimate return of stock prices

to levels more consistent with eco- Risky assets look more attractively
nomic growth is another example of priced now than they have in ages.
Corporate bond spreads are suffimean reversion at work.
cient to compensate for the kinds
On the one hand, high past returns
of default levels last seen in the
are an indicator of low future returns: that has certainly proved true Depression. Stock markets in
North America and in Europe now
for those who bought technology
offer a dividend yield that is higher
stocks at the turn of the decade or
for those who bought houses in re- than the yield on government
bonds, something that has hapcent years. On the other hand, the
pened only rarely in the last fifty
converse is also true: low past re3
turns and low past valuations create years.
opportunities for long-term investors.
According to research by James
Montier, a strategist at the French
bank Societe Generale, when
American shares have traded on a
low cyclically adjusted priceearnings ratio (a measure that
smoothes profits over a rolling ten
year period), returns over the following decade have averaged 8%
per year in real terms. When the
initial valuation was high, the subsequent average was just 3%.2

Here’s a 1979 quote from Warren
Buffet, “There may well be some
period in the near future when financial markets are demoralised
and much better buys are available
in equities; that possibility exists at
all times. But you can be sure that
at such time the future will seem
neither predictable nor pleasant.
Those now awaiting a ‘better time’
for equity investing are highly
likely to maintain that posture well
into the next bull market.”4
The good news is that, from current levels, mean reversion need
not exact as severe a toll as it has
imposed in the past twelve months.
The time for investors to take financial risks is when risky assets
offer sizeable long-term returns.
That time is now.
The year 2009 could deliver yet.
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