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Over extended periods of time, the stock market re-

flects the underlying growth of the world economies 

through the earnings growth of the companies operat-

ing in those economies. This month, we want to re-

mind investors of the power that long-term earnings 

growth has on returns. 

 

We acknowledge that total return has three components: 

earnings growth, dividend yield, and change in valua-

tion levels (P/E ratio). This month, though, we want to 

focus only on the first component–earnings growth–

using three examples to highlight our point. 

 

Remember, for every example, the U.S. economy expe-

rienced good times and bad times; plus, since 1970, the 

S&P 500 has declined by at least 50% on three occa-

sions (1973-74, 2000-02, and 2007-08). 

 

1970 through 2014 

The graph below shows earnings growth for the S&P 

500 from 1970 through 2014. During this period, earn-

ings were up 20-fold from just under $6 per share to just 

under $115 per share. This equates to an average annual 

growth rate of nearly 7%. 

During the same period, the price of the S&P 500 went 

up 22-fold. This price increase is greater than the earn-

ings growth, which means that the P/E ratio did in-

crease. However, the point we want to make is that 90% 

of the price appreciation was tied to the earnings growth 

engine. 

 

1997 through2014 

In December, 1996, Alan Greenspan, then the head of 

the Federal Reserve, posed his famous question of how 

could we determine if irrational exuberance existed in 

the markets and, thus, had unduly escalated asset values. 

Some investors took this to mean that he thought mar-

kets were overvalued. That is not what he said, but mar-

kets did sell off for several weeks after his talk. 

 

For those that didn’t sell, the earnings engine delivered. 

Over the next 18 years, earnings for the S&P 500 nearly 

tripled, meaning they grew at an average annual rate of 

6%. The price of the S&P 500 nearly tripled over the 

same time frame. Again, the earnings engine, and not 

changing P/E’s, fueled returns. 

 

We believe it is important to note that two of the three 

50% market declines occurred during this period and 

the S&P 500 still gained 6% per year before dividends. 

 

2015 through 2045 

For multiple reasons, we believe past growth will ex-

ceed future growth. In our first two examples, the 

growth rate of earnings declined from nearly 7% per 

year to 6% per year. 

 

Looking forward, we believe 5% per year earnings 

growth is a good starting point. This implies that over 

the next 30 years, earnings would rise over fourfold. A 

marginal shrinkage of the P/E ratio over such an extend-

ed period of time will reduce the price increase, but a 

nearly fourfold increase in the S&P 500 could occur 

over the next 30 years. 

 

We wanted to highlight the logic behind long-term 

price appreciation and the power that long-term earn-

ings growth has on investment returns. This earnings 

engine isn’t as powerful as it once was, but it should 

continue to serve long-term investors well. 

The information above is compiled from various news and research sources, The above information is from sources believed to be reliable, but accuracy is not guaranteed. 
The above is not investment advice and should not be acted upon without first consulting your Investment Advisor, and/or CPA and/or Attorney to determine the specific 
impact to your situation. 


