
This document is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a framework to assist
in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.
 
This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to

Theoretical Foundations II
January 1, 2002


Equities

Historically, high price-to-earnings ratios (P/Es) have led to low returns in the stock market, and low P/Es have led to high returns. So, with
today’s market at historically high P/Es, there is a real need for rescue. This discussion examines three possible ways in which the market
might be saved from decline: high and sustained real earnings growth (which is highly unlikely), low interest rates (which help only in the
short term) and investor acceptance of lower future rates of return.

The last possibility boils down to a choice between low long-term returns forever and very low (crash-type) returns followed by more
historically normal returns. The research presented here found some support for the prescription that investors should accept a 6%–7%
nominal stock return, but evidence indicates that investors do not actually think they face such low returns.

Wall Street’s growth expectations are ridiculously optimistic, but investors seem to still believe them. We examined a strategy based on
these expectations, a portfolio for a 20-year period that was long high-growth stocks and short low-growth stocks. For a long time, the beta
was mildly positive, but for the past few years, it has been massively positive.

The data say that every rally for the past several years has occurred because the high-expected-growth stocks were crushing the low-
expected-growth stocks. And every market sell-off has been a result of the opposite occurring. Does this pattern indicate rational
acceptance of the low equity risk premium or the buying of lottery tickets?
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