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Do Fundamentals Really
Drive the Stock Market?

In the second half of the 1990s, the S&P 500 Index more than tripled in
value to an all-time high of almost 1,500. Previous unknowns, such as
Amazon and AOL, became stock market superstars, along with a galaxy
of other “New Economy” and dot-com entrants. Then the market crashed,
and many stars flickered out. In the aftermath, people began to question
whether long-held finance theories could really explain such dramatic
swings in share prices. Some would even assert that stock markets lead
lives of their own, detached from the basics of economic growth and busi-
ness profitability. Should we abandon the discounted cash flow (DCF)
valuations described in Chapter 3 and view the stock market as an arena
where emotions rule?

We think not. Although some stocks, in some sectors, can be driven in
the short term by irrational behavior, the stock market as a whole follows
fundamental laws, grounded in economic growth and returns on invest-
ment. In fact, we were surprised at how well this simple, fundamental valu-
ation approach has matched stock market price-to-earnings levels over the
past 40 years.

This chapter presents empirical research that supports our view that re-
turn on capital, growth, and free cash flows drive value in the capital markets:

• Companies with higher returns and higher growth (at returns above
the cost of capital) are valued more highly in the stock market.

• To value stocks, markets primarily focus on the long-term and not
short-term economic fundamentals. Although some managers may
believe that missing short-term earnings per share (EPS) targets al-
ways has devastating share price implications, the evidence shows
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that share price depends on long-term returns, not short-term EPS
performance itself.

• Stock markets are perfectly capable of seeing the economic funda-
mentals behind accounting information. Therefore, managers should
not be overly concerned with the implications of new accounting
rules on options or goodwill.

• Stock market valuations correctly reflect underlying economic fun-
damentals, even when individual investors do not invest on the basis
of the fundamentals. While we agree with proponents of “behavioral
finance” that emotions can run away with parts of the market, such
reactions do not last very long. In fact, we conclude the following for
the U.S. and U.K. stock markets:

—Overall, share price levels have reflected economic fundamentals
quite well over the past four decades. The principles that drove
share prices in the 1960s still remain valid today, despite signifi-
cant economic ups and downs, industrial restructurings, and tech-
nological and other changes.

—Market-wide price deviations from fundamentals can occur, but
they are the exception, not the rule. In the late 1970s, prices were
too low as investors were obsessed with high short-term inflation
rates. In the late 1990s, market prices reached excessive levels that
could not be justified by the underlying economic fundamentals.

• Market-wide price deviations are short-lived: Over the past four
decades, the market corrected itself within a few years to price levels
consistent with economic fundamentals.

Our studies indicate that, in most cases, managers can safely assume
that share prices reflect the markets’ best estimate of intrinsic value. There-
fore, managers should continue to make decisions based on discounted cash
flow and economic profit. Even when the market undergoes a period of irra-
tional behavior, as we explain in this chapter, smart managers can detect
and perhaps exploit these market deviations.

SHAREHOLDER VALUE DRIVEN BY RETURN AND GROWTH

In examining the behavior of the stock market, we first must distinguish be-
tween what drives market valuation levels (such as market-value-to-capital
ratios) and what drives total return to shareholders (TRS). Market valua-
tion levels are determined by the company’s absolute level of long-term per-
formance and growth, that is, expected revenue and earnings growth and
return on invested capital (ROIC). TRS is measured by changes in the mar-
ket valuation of a company over some specific time period and is driven by
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changes in investor expectations for long-term future returns on capital
and growth.

Valuation Levels Driven by Long-Term ROIC and Growth

In Exhibit 4.1, we show that the relative market value of a company, as mea-
sured by the market-value-to-capital ratio, is determined by the company’s
growth and its spread of ROIC over the weighted average cost of capital
(WACC). The vertical axis of this graph demonstrates that higher returns
(for the same level of growth, as measured on the horizontal axis) lead to
higher valuations. Also, when the return on invested capital exceeds the cost
of capital, growth leads to higher value. When ROICs fall below the cost of
capital, however, higher growth leads to lower valuations. These results, in-
troduced in Chapter 3, are based on a two-stage variant of the key value dri-
ver formula (see Chapter 9 for details of the two-stage version underlying
Exhibit 4.1).

Although Exhibit 4.1 is a theoretical model, the stock market supports
its conclusions. In fact, the empirical results were similar when we com-
pared the market-value-to-capital ratios of more than 500 of the largest U.S.
listed companies versus their 10-year growth in sales and 10-year average
return on invested capital (ROIC). We grouped the companies by sales

WACC = 8 percent

Exhibit 4.1 Theoretical Relationship between Market Value, 
 ROIC, and Growth

1Assumes a competitive advantage period of 10 years, after which ROIC = WACC is assumed.
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Exhibit 4.2 Empirical Relationship between Market Value, ROIC,
 and Growth 
 Sample of 563 North American companies

1Defined as market value of operations divided by invested capital including goodwill.
2ROIC based on invested capital including goodwill.
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growth and ROIC (e.g., companies with average sales growth between
5 percent and 10 percent and ROICs between 12 percent and 15 percent),
calculating the average market-value-to-capital ratio for each group. Ex-
hibit 4.2 shows the results of this analysis. Although the empirical results
do not fit the theoretical model perfectly, they demonstrate that for any
level of growth, higher returns lead to higher market-value-to-capital ra-
tios. Indeed, the market seems to value companies based on revenue
growth and ROIC.

We also tested these results by regressing the market-value-to-capital
ratios against growth and ROIC. The results, shown in Exhibit 4.3, were
compelling: ROIC and growth account for 46 percent of the variation in
market-value-to-capital ratios. We then divided the full sample into five
subgroups with similar ROICs. Within each subgroup, we regressed the
market-value-to-capital ratios against growth and found, as theory would
predict, that as ROIC increases, growth is increasingly related to value. In-
deed, in the case of the high-ROIC subgroups, the slope of the regression
line is positive and statistically significant. For the low-ROIC subgroups, it
is almost flat or not significant. Thus, the empirical evidence shows that the
stock market does not reward companies that pursue growth without cover-
ing their cost of capital.
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1 Thomson Financial, Institutional Brokers’ Estimate System (IBES).

On an industry level, we see the same pattern. An analysis of 130 Euro-
pean and U.S. publicly traded chemical companies between 1963 and 2001
showed that companies with higher sales growth achieved a higher market
valuation only if they could generate returns above their cost of capital,
which is close to the average ROIC in this industry (see Exhibit 4.4 on p. 74).
The market penalized companies that attempted growth but earned returns
below their cost of capital.

In another test, we applied discounted cash flow to estimate the value of
the five leading companies in each of four industry sectors—pharmaceuti-
cals, electric utilities, consumer goods and oil—that had different growth
and profitability profiles. We developed forecasts based on long-term his-
torical results and projections from the Institutional Brokers’ Estimate Sys-
tem (IBES) analyst consensus estimates.1 We then discounted the cash
flows at the weighted average cost of capital (WACC) for each company.
Based on these forecasts, our estimates corresponded very closely to each
company’s market-value-to-capital ratios for all of the industry sectors, as
shown in Exhibit 4.5 on page 75.

Since expected future growth and returns for companies are not di-
rectly measurable, we cannot assert scientific proof for our claims. But
these tests provide evidence that cash flow, led by the combination of rev-
enue growth and return on capital, drives the value of companies.

Exhibit 4.3 Regressions of Market-Value-to-Capital with ROIC
 and Growth

2P-value represents the probability that the tested relationship does not hold, with a P-value of 5% used as the threshold of
 statistical significance.

1Defined as market value of operations divided by invested capital including goodwill.
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>15% MV/IC1 139  Growth 7.99 3.18 0%

mcki_c04.qxd  5/13/05  10:15 AM  Page 73



74 DO FUNDAMENTALS REALLY DRIVE THE STOCK MARKET?

Changes in Expectations Drive Total Returns to Shareholders

In Chapter 3, we discussed how total returns to shareholders (TRS) are driven
by performance against expectations and not absolute levels of performance.
For example, on July 13, 2004, Intel reported a second-quarter net income of
$1.76 billion, almost double what it had reported for that period a year earlier.
Nevertheless, Intel’s share price declined by 11 percent on the day of the an-
nouncement, because its sales and margins, considered important indicators
for long-term profitability in the sector, were below the market’s expecta-
tions. Over horizons of 15 years and more, of course, TRS will be linked to
earnings, because over the long term, earnings growth will track cash flows.
Over shorter periods, however, performance against expectations should gen-
erally influence TRS more than the level of earnings and growth itself.

To test what drives TRS, we conducted a statistical analysis, correlating
TRS with such traditional performance measures as cash flow and eco-
nomic profit. We also correlated TRS with changes in cash flow expecta-
tions, using consensus earnings forecasts from IBES. As theory would
suggest, there is a strong relationship between TRS and changes in perfor-
mance expectations. However, there is almost no relationship between TRS
and the various absolute cash flow or economic profit measures. Exhibit 4.6
on page 76 summarizes the results for the S&P 500 companies over the past
10 years. When we exclude the market bubble years of 1999 to 2001, the
analysis shows that 18 percent of the TRS variation across the sample can be
explained by the changes in investor expectations (as measured by the R2 of

Market value/Capital ratio, 20021

Exhibit 4.4 Value of Commodity Chemical Companies
 Driven by ROIC and Growth

1June 2002 (based on Invested Capital 2001).
 Source: T. Augat, E. Bartels, and F. Budde, “Multiple Choice for the Chemicals Industry,” McKinsey on Finance,
 Number 8 (Summer 2003), pp. 1–7.
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Exhibit 4.5 DCF Valuation Close to Actual Market Value
 DCF results relative to market value of equity, index

Source: Annual reports, IBES, Bloomberg, McKinsey analysis.
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the regression), far greater than for absolute measures of cash flow and eco-
nomic profit.

MARKET FOCUSES ON LONG TERM RATHER THAN SHORT TERM

Many managers believe that the stock market focuses too narrowly on near-
term earnings, giving companies too little credit for long-term investments.
But we disagree: A quick look at the high values for companies without any
near-term earnings (such as in biotech or high-tech) indicates that the mar-
ket indeed takes a long-term view. In September 2004, the stock market cap-
italization of Sirius Satellite Radio was $4 billion. Yet as of that date, Sirius
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Exhibit 4.6 Change in Expectations Is Key Driver of Total
 Return to Shareholders
 S&P 500 companies, 1993–2003

1Expectations measure is based on change in analyst consensus EPS forecast for running fiscal year (FY0), the following fiscal year (FY1) and
 change in analyst consensus 5-year growth expectation (LTG).
2Scaled based on actual revenues.
3P-value represents the probability that the tested relationship does not hold, with p-value of 5% used as the threshold
 of statistical significance.
 Source: Datastream, Compustat, IBES, Bloomberg, McKinsey analysis.
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had reported sales of only $30 million and was still generating accounting
losses. Why the large valuation? Investors believed Sirius would generate
significant cash flows at some point in the future. More dramatically, in the
late 1990s, the stock market’s long-term view was certainly demonstrated in
the ascent of Internet stocks, based on companies without concrete prod-
ucts, let alone profits. That time, the market was wrong; long-term earnings
never materialized for many of these companies. Nonetheless, the market
did not narrowly focus on near-term earnings when valuing these com-
panies. (Chapter 23 describes the valuation of very high growth companies.)

Many managers complain, however, that the markets are increasingly
sensitive to short-term earnings surprises. As a result, what some call the
“EPS game” has emerged, in which corporations try to meet short-term
EPS targets at almost any cost, for fear of missing analysts’ expectations.
Underscoring this, more than three-quarters of the financial executives in
a recent survey said they would forgo economic value creation to avoid
missing earnings targets and suffering the associated market reactions.2

Missing short-term EPS targets by itself does not lead to lower share
prices. In many cases, however, investors have only short-term results by
which to gauge long-term corporate performance. In these cases, they inter-
pret the most recent EPS performance as an omen of long-term performance
declines and/or loss of management credibility, so the missed target will
lower a company’s share prices. But if management can convince the market

mcki_c04.qxd  5/13/05  10:15 AM  Page 76



MARKET FOCUSES ON LONG TERM RATHER THAN SHORT TERM 77

Abnormal return on 137 announcements of fiscal
year earnings for 2002 by US companies,
percent

Exhibit 4.7 Long-Term Performance Expectations Drive Share Price

Source: Datastream, IBES, McKinsey analysis.
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Stock Returns,” Journal of Accounting Research, 40(5) (December 2002): 1297–1329.

that poor short-term earnings will not affect long-term profitability or
growth, then the share prices need not fall. Exhibit 4.7 shows the share price
reaction to the profit announcements of 137 U.S. companies in 2002.3 There
was no negative share price impact when undershooting earnings did not
affect the outlook for longer-term business profitability. But when there
was a clear indication of effect on long-term profit expectations, the share
price had a strong negative reaction. Reactions had nothing to do with short-
termism but involved real changes in long-term prospects.

In the pharmaceutical industry, announcements relating to products
under development can affect share prices far more than quarterly earnings
announcements. This makes sense: Product and pipeline development is a
much better indicator of the long-term growth and profitability of pharma-
ceutical companies than short-term earnings. Markets understand this
well, and as Exhibit 4.8 shows on page 78, prices react strongly to pipeline
announcements, even when there is no impact on current earnings.

When a high-profile company misses an earnings target, it makes head-
lines, but the impact of short-term earnings on share prices should not be
overstated. In an examination of a large sample of quarterly earnings an-
nouncements by U.S. companies between 1992 and 1997, earnings surprises
explained less than 2 percent of share price volatility in the four weeks sur-
rounding announcements.4 In fact, more than 40 percent of companies with
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