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“Illusion is the first of all pleasures.” 
— Voltaire

Autumn can be a volatile time for financial markets, but 
this bull market appears fearless. What has driven the 
S&P 500 Index to steadily climb about 20 percent since 
the US presidential election last November? The rally has 
been supported by four pillars. First, global economic 
growth prospects continue to improve, reinforcing the 
so-called synchronized global growth narrative. In fact, 
the International Monetary Fund just upwardly revised its 
biannual forecasts, noting the economy is enjoying its most 
widespread and fastest growth spurt since the temporary 
rebound from the global recession in 2010.1

Second, still incredibly accommodative global monetary 
policy has resulted in the tranquility that permits financial 
assets to soar. Third, investors’ unwavering optimism for 
the Republican fiscal policy agenda that has bolstered asset 
prices received a much needed boost at the end of September 
when the Trump administration released an ambitious 
proposal to slash individual and corporate taxes. If passed, 
the most sweeping changes to the federal tax code in decades 
would likely further fuel the bull market. And, last but not 
least, earnings have steadily improved since suffering a 
recession through the third quarter of last year. According to 
FactSet, S&P 500 companies increased earnings by 10-plus 
percent in the first two quarters of 2017, marking the best 
profit gains in six years.2

So, let the good times roll, right? Well, let’s first consider 
what would happen if cracks were to appear in any of the 
four pillars supporting the rally’s foundation. Here’s my 
Uncommon Sense take: While three of the pillars are 
nice-to-haves, earnings growth is a must-have for the bull 
market to reach its ninth year. Without earnings growth as 
a support beam, the bull market could collapse like a house 
of cards.

Earnings: The Market’s Load-Bearing Wall
While the relationship between stock market performance 
and both economic growth and fiscal policy has always been 
ambiguous, the positive relationship between stock market 
performance and earnings is solid. Earnings growth is 
essential to the structural integrity of the bull market. 
And, with the third quarter earnings season in full gear, 
professional investors have great expectations. They argue 
that despite the market trading near all-time highs and 
stretched valuations, individual investors haven’t priced 
in how good earnings could be relative to current forecasts. 
And, with such a low bar to beat — just 2.8 percent for the 
S&P 5003 — they may be right.

Figure 1: S&P 500 Q3 Earnings Growth Varies Widely by 
Sector and is Largely Driven by Energy
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Of course, investors’ “Show me the money!” attitude will be 
tempered by the fact that although 7 of 11 economic sectors 
are expected to deliver earnings growth in the third quarter, 
only one sector, energy, is expected to deliver growth north 
of 10 percent.4 And unfortunately, hurricanes and other 
natural disasters have been bashing crucially important 
third quarter earnings expectations. The financial sector is 
expected to report a 7.8 percent decline in earnings, dragged 
down by property and casualty insurance companies. It’s 
estimated that Hurricanes Harvey, Irma and Maria and two 
earthquakes that devastated parts of Mexico could cost the 
insurance industry $100 billion.5

Still, according to FactSet, based on the average change 
in earnings growth due to companies reporting actual 
earnings above estimates, it is likely that the S&P 500 Index 
will report earnings growth of about six percent for the 
third quarter. Positive, yes, but a dramatic slowdown 
compared to the breakneck pace set in the first half of the 
year — 13.9 percent in the first quarter and 10.3 percent in 
the second quarter.

Twists and Turns in the Fun House
With the single most important pillar of the stock market — 
the support beam — starting to show some cracks, investors 
should keep a close watch on three potential headwinds that 
could distort or derail future earnings.

1. Earnings Reductions and Tougher Comparisons
The typical pattern for earnings season is for analysts to 
reduce earnings estimates during the quarter and then for 
about two-thirds of companies to easily beat those lowered 
expectations. This recurring trend is a virtual slam dunk for 
the third quarter, where a number of interesting dynamics 
are at play beneath the surface. Similar to recent quarters, 
most of the earnings growth will be driven by one sector, 
energy, where profits are expected to grow 110 percent fueled 
by a dramatic recovery in the price of oil from early 2016 
lows.6 Importantly, however, results for energy companies 
have been flattered in the first half of 2017 because earnings 
were so awful during the same period a year ago, when oil 
prices fell sharply. 

This year’s third quarter year-over-year comparisons will 
be much tougher for the broader market. Last year’s third 
quarter marked the end of the earnings recession, as it broke 
a string of four straight quarters of negative profit growth. 
As a result, earnings will be that much harder to top during 
this year’s third quarter. And the fourth quarter earnings 
comparables only get tougher.

Although beating lowered quarterly earnings forecasts is 
a foregone conclusion, profit margins are another matter. 
According to JP Morgan, investors should brace themselves 
for a decline in margins of more than half a percentage point 

since the second quarter. Only the energy and technology 
sectors are expected to demonstrate profit margin 
improvement.7 The key to stock prices this quarter might 
not be surpassing lowered earnings expectations, but 
rather what corporate executives have to say about 
their profit margins.

Put simply, capital has been beating labor ever since the 
financial crisis. As a result, wage inflation has remained 
modest, bolstering profit margins. Now, with the labor 
markets tightening as unemployment has fallen to a 
paltry 4.2 percent, wages are finally experiencing some 
acceleration. This raises doubts about whether profit 
margins can continue to expand. This creates a double 
whammy for investors that could crimp corporate profit 
margins and embolden the Fed to raise rates further, 
jeopardizing future profit growth and multiple expansion. 
In fact, what corporate executives have to say about wage 
pressures may be the most critical information for investors 
this earnings season.

2. The Yawning Gap between GAAP and non-GAAP
The difference between GAAP (generally accepted 
accounting principles) and non-GAAP earnings is 
currently very wide, indicating that earnings probably 
aren’t as strong as corporate executives are suggesting.

Some background: While all publicly-traded US companies 
report earnings-per-share on a GAAP basis, many US 
companies also choose to report earnings-per-share on a 
non-GAAP basis. There are mixed opinions about the use 
of non-GAAP earnings-per-share. Supporters of the practice 
argue that it provides the market with a more accurate 
picture of earnings from the day-to-day operations of 
companies, as items that companies deem to be one-time 
or non-operating in nature are typically excluded from the 

Figure 2: Earnings and Revenue Growth Stronger for 
Companies with More Sales Outside the US
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non-GAAP earnings numbers. Critics argue that there is 
no industry standard definition of non-GAAP earnings-per-
share, and companies often take advantage of the lack of 
standards to exclude items that have a negative impact on 
earnings to boost non-GAAP earnings.

In a 2016 shareholder letter, famed value investor Warren 
Buffett blasted the use of non-GAAP methods to artificially 
boost earnings, writing, “It has become common for 
managers to tell their owners to ignore certain expense items 
that are all too real. Stock-based compensation is the most 
egregious example. The very name says it all: compensation. 
If compensation isn’t an expense, what is it? And, if real and 
recurring expenses don’t belong in the calculation of 
earnings, where in the world do they belong?”

What’s the differential between the approaches? Seventy 
percent of the companies in the Dow Jones Industrial 
Average (DJIA) reported both GAAP earnings-per-share 
and non-GAAP earnings in the second quarter of 2017. 
Eighty percent of the companies reporting non-GAAP 
earnings reported higher earnings-per-share under the 
non-GAAP approach. The average difference for all DJIA 
companies reporting both GAAP and non-GAAP earnings 
was a whopping 20 percent.8

These differences demonstrate Wall Street’s comfort with 
accounting gimmicks that can exaggerate earnings strength.  
But the growing divide between GAAP and non-GAAP 
earnings has its limits. Eventually, when the spread gets 
too wide, earnings and prices are likely to come crashing 
down, resulting in smaller differences between the two 
accounting measures.

3. A Rising US Dollar
The roughly 9 percent decline in the US dollar year-to-
date has been a powerful tailwind for large multinational 
companies that generate a significant portion of their 
revenue from outside the United States. Remember, the 
earnings growth rate for S&P 500 companies is expected 
to be 2.8 percent for the third quarter. Interestingly, for 
companies that generate more than 50 percent of their 
sales inside the US, earnings are expected to decline about 
one-tenth of 1 percent. But for companies that generate less 
than 50 percent of their sales inside the US, earnings are 
expected to increase 7.9 percent.9

This dynamic is not lost on investors who have rewarded 
companies with more global exposure. The average price 
increase for S&P 500 companies that earn more than 
50 percent of their sales in the US is 9.4 percent year-to-date. 
But the average price change for companies that make less 
than 50 percent of their revenues in the US is more than 
double that, 22.3 percent.10 Notably, these are predominantly 
multinational companies in the technology, energy and 
industrial sectors.

However, the US dollar has rebounded in recent weeks as 
expectations have increased for a tax reform package coming 
out of Washington and members of the Fed have reiterated 
their commitment to raising interest rates and curtailing 
their balance sheet. Should the US dollar maintain its 
renewed vigor and continue to strengthen, it may depress 
future earnings results.

Where Do We Go from Here?
Like many investors, I believe that earnings are the most 
important determinant for the future path of stock prices. 
Better earnings certainly have been the major driver of  

Figure 3: S&P 500 Firms Increasingly Using Accounting to 
Boost EPS

0.0

1.2

2009 2010 2011 2012 2013 2014

Average Difference in Non-GAAP and GAAP EPS ($)

0.9

0.6

0.3

2015 2016

Source: FactSet as of 10/11/2017.

Figure 4: Rewards for Earnings Beats in the S&P 500 Have 
Declined This Year
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the post-election rally. Now, however, earnings growth 
is decelerating at a time when valuations are stretched, 
potentially creating a big risk for the market.

If tax reform fails to get off the ground while monetary 
policy conditions tighten and earnings decelerate, it 
could finally spell the end for the long bull market. 
Savita Subramanian of Bank of America says that even 
a solid earnings season may not be enough to move the 
market higher. She points to the fact that such beats have 
already been priced into the markets, and underscores 
that last quarter, for the first time since the peak of the 
technology, media and telecom bubble, earnings beats 
were not rewarded.11 This lack of reaction could signal 
an end to the bull market.

In the New Abnormal playbook, investors must prepare 
to protect portfolios from unexpected and unwelcome 
risks in the market.
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