
 

 

 

 

 

Market Update – October 2017  

"In the short run, the market is a voting machine, but in the long run, it is a weighing machine" 

– Father of value investing, Benjamin Graham  

 

 Stocks continued their ascent in October on the heels of strong economic data, solid 

earnings results, and optimism around potential tax reform. Global equities (as defined 

by the MSCI ACWI Index) ended the month up nearly +2.2%1.    

 US stocks outperformed Developed International peers in October, primarily due to a 

strengthening dollar (most indices and international funds do not hedge currencies, so a 

strengthening dollar is a headwind). Despite the recent bounce, the US Dollar has 

declined relative to most other currencies in 2017, which has boosted returns for 

international stocks. Emerging Markets was again the best-performing asset class, up 

over +3% in October and nearly +33% on the year.   

 From a sector standpoint, Technology continued its melt up, posting impressive +5% gains 

on the month, bringing 2017 returns to nearly +30%. Several Tech giants announced 

earnings at the end of October, and easily surpassed even the most optimistic estimates.  

The market rewarded this performance in a big way. To help put this in perspective, four 

companies (Amazon, Google, Microsoft, and Intel) added nearly $150 billion in market 

capitalization the day following earnings results – this is more than the entire value of IBM! 

Apple seems to be in a league of its own, and its recent results catapulted the value of 

the company to over $900 billion – the first company to ever reach this milestone2.       

 Volatility in equity markets remains remarkably low. The S&P 500 Index has now gone 

nearly 12 months without a -3% correction, surpassing the last record set more than 20 

years ago, according to an analysis by Ryan Detrick, Senior Market Strategist at LPL 

Financial. Don’t run for the hills just yet – Mr. Detrick also found that when the S&P 500 

Index is up 15% or more as of Halloween (as is the case this year), stocks have continued 

to climb into year-end 16 out of 17 times.  Momentum is alive and well…at least for now...   

 Bonds were roughly flat in October, as modestly higher interest rates mostly offset yields 

that remain historically low. The Bloomberg Barclays US Aggregate Index is now up just 

+0.8% over the past twelve months1. As we have been saying for a while, the risk/return 

outlook for traditional fixed income is unattractive, as it only takes a modest increase in 

interest rates to more than offset what the bonds are paying in yield.   

 The Trump Administration very recently appointed Jerome Powell as the next Fed Chair – 

the market generally took this in stride, as he is widely expected to be the most similar in 

policy and philosophy to current Chair Janet Yellen. The Fed again stated its intention to 

raise rates in December and three times next year, depending on economic conditions.  

As noted last month, the Fed officially started the process to shrink its massive balance 

sheet, which will accelerate in the months/quarters ahead.      

                                                 
1 Market and index data throughout the Market Update is sourced from Morningstar 
2 Source: Wall Street Journal 



 

 

Third Quarter Earnings Results, Market Valuations, and Potential Tax Reform 

As Benjamin Graham masterfully explains in the quote above, stocks tend to follow 

fundamentals and earnings over the long-term. This is illustrated by the chart below, which shows 

earnings expectations for the next twelve months (dark blue line; right axis) and the price level of 

the S&P 500 Index (light blue line; left axis). While the “voting machine” and other noise can 

certainly cause fluctuations in the short-term, we believe it’s prudent to keep an eye on 

fundamentals.  

 

As of early November, more than 80% of companies within the S&P 500 Index have reported 

third quarter earnings results. Overall, company-specific results continue to impress. Relative to 

Wall Street expectations, 74% of companies beat earnings estimates, while 66% beat revenue 

estimates. We are cognizant of how the game is typically played – analysts tend to ratchet 

down estimates in the weeks leading up to earnings, which tends to lower the bar – but more 

companies are beating estimates relative to history and we would note that its harder to 

manipulate revenue figures (versus earnings where the accountants can get a little creative to 

find a few more pennies of earnings if needed). Over the past five years, 55% of companies 

have surpassed revenue estimates on average, making the top line beat in Q3 all the more 

notable.  In aggregate, both revenues and earnings grew approximately 6% year-over-year in 

the third quarter. Looking ahead, analysts are projecting earnings growth to climb back to 

double-digits in the next three quarters3.  

It’s always interesting to look at how stocks behave following what appear to be strong results, 

to get a sense for what is “priced in” in the near-term.  Considering the market’s relentless climb 

into record territory, it seems to us that investors are more bullish and thus more demanding from 

                                                 
3
 All earnings data was sourced from Factset Research Systems Inc. 



 

 

companies. As was the case last quarter, gains have been modest for companies that beat 

estimates, but the market has punished companies that didn’t deliver. In looking at the stock 

price movement two days prior to earnings through the two days after earnings, companies that 

beat expectations gained just +0.3% on average, while companies that missed estimates 

received a shellacking, falling more than -3.5%3.   

That leads us to valuation – a topic that comes up often these days, for good reason!  As is 

evident in the chart below, the S&P 500 Index is now trading at 18.0x forward earnings, which is 

notably higher than the five-year average of 15.7x and the ten-year average of 14.1x4.  As we 

have been saying for a while, stocks are certainly not cheap. What’s interesting, though, if we 

translate current bond valuations into something resembling a price-to-earnings ratio, it shows 

that bonds are significantly more expensive relative to stocks. As noted by Bill Nygren, Portfolio 

Manager at Oakmark Funds, in his recent quarterly commentary, “if we think of a long U.S. 

Treasury bond—say, 30 years—in P/E terms, the current yield of 2.9% results in a P/E of 34 times. 

The average yield on long Treasuries over the past 30 years has been 5.5%, which translates to a 

P/E of 18 times. Relative to the past 30 years, the long bond P/E is now 90% higher than average. 

We don’t think the bond market at current yields is any less risky than equities.” 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

To appease those in the bearish camp, if earnings hold in line with estimates over the next year, 

and we simply revert back to multiples in line with historical averages, simple math tells us that 

the market could fall by -10 to -20%. While we would not be surprised by increased market 

volatility, we think it’s logical that the market should trade at a higher multiple in today’s 

environment relative to historical averages – namely due to historically low interest rates and the 

recent acceleration in global economic activity. That said, the prospective risk/reward is less 

compelling at these levels, which has led us to position portfolios slightly more defensive in the 

past few months, as we have written about in prior market updates.          

                                                 
4
 Source: Factset Research Systems Inc. 



 

 

What if we get tax reform, though?  Fair question, as pro-growth policies and/or tax reform could 

accelerate growth and lead to further upside in stocks. While we don’t think getting tax reform 

done by year-end (especially in the initial version) is a slam dunk, there is some probability it 

could happen. The more optimistic Wall Street analysts have calculated that tax reform (if the 

corporate tax rate gets cut from 35% to 20-25%) could add $5-15 in S&P 500 earnings5.  Let’s take 

the most bullish scenario – if we add $15 of earnings to next year’s estimates of ~$145, S&P 500 

earnings could come in at $160. If we multiple the current forward PE multiple (18x) to that figure, 

that would equate to a price of ~$2,880, implying more than 10% upside from current levels. This 

also assumes that there is nothing baked into current prices in terms of expectations relating to 

tax reform – it’s our view that the market has started to discount at least some probability of tax 

reform, which has led to higher prices in recent weeks. At this stage, it’s too early to discuss 

potential ramifications of tax reform, along with likely winners and losers, but have no fear – once 

we get more specifics, we will certainly excite clients with a detailed analysis and our views.   

 
As always, please don’t hesitate to shoot us an email or give us a call if you have any questions 

or comments.   

Sincerely, 

 

 

Ryan Financial Group 

 

 

 

 

 

 

 

It is not possible to invest directly in any index. The performance of an unmanaged index is not indicative of 

the performance of any particular investment. The performance of an index assumes no transaction costs, 

taxes, management fees, or other expenses. Past performance does not guarantee future results.  

This information is an assessment of the market environment at a particular point in time and is not intended 

to be a forecast of future events or a guarantee of future results. This information should not be construed 

as research or investment advice or as a solicitation to buy or sell any securities. Statements regarding 

future prospects may not be realized and may differ materially from actual events or results. Past 

performance does not guarantee future results.  

Lincoln Financial Advisors Corp. and its representatives do not provide legal or tax advice. You may want 

to consult a legal or tax advisor regarding any legal or tax information as it relates to your personal 

circumstances.   

Registered associates of Ryan Financial Group are registered representatives of Lincoln Financial Advisors 

Corp. Securities and investment advisory services offered through Lincoln Financial Advisors Corp., a 

broker/dealer (member SIPC) and registered investment advisor. Insurance offered through Lincoln 

affiliates and other fine companies. Ryan Financial Group is not an affiliate of Lincoln Financial Advisors 

Corp. CRN-1947037-111017 
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 Source: Yahoo Finance and Wall Street Journal 
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