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EARNINGS GROWTH DRIVES MARKET RETURN IN THE 
LONG RUN, BUT NOT IN THE SHORT RUN 
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President and Chief Investment Officer   

 

The Q1 earning reports have been very strong so far.  With over half the S&P 500 companies 

that have reported, according to FactSet, the blended growth rate for S&P 500 EPS is 22.9%, 

the highest level since Q3 2010 if the number continues to hold up for the quarter.  Roughly 

80% have beaten consensus estimates. However, the market reaction has been muted despite 

the strong earnings growth.  Since April 1, S&P 500 Index rose less than 1%. It will be 

interesting to know how earnings growth affects stock prices.  

In theory, earnings drive market performance. Stock market gains through the expansion of price/earnings multiple 

and/or earnings growth.  The P/E ratio tends to be mean-reverting over the long run, and therefore, earnings growth 

is the main driver on market returns. For example, if you buy SPY at a current P/E of 20 and sell it thirty years later 

at the same P/E, then your return will be the same as earnings growth. Figure 1 shows the relationship between 30-

year average annual return of S&P 500 Index and the average earnings growth rate. There is clear a positive 

correlation between them.  

Figure 1: Thirty-Year Average Annual Earnings Growth vs. Thirty-Year Average Annual Price Return of S&P 

500 Index (1961-2017) 

 

Data Source: New York University 
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However, the drivers for the short-term market returns are much more complicated. Figure 2 shows the relationship 

between annual return of S&P 500 Index and annual earnings growth. The data is very noisy and it seems to show 

no clear correlation between them. Although earnings growth drives the market returns in the long run, the short-

term market gains are more driven by P/E expansion.  

Figure 2: Annual Earnings Growth vs. Annual Price Return of S&P 500 Index (1961-2017) 

 

Data Source: New York University 

 

To summarize, the P/E ratio expansion or contraction depends on many factors such as future earnings expectations, 

economic conditions and investor sentiment.  A strong economy, low interest rates and optimism on future earnings 

normally command a higher P/E ratio and rising stock market. Conversely, a weak economy, rising interest rates 

and low earning expectations will drive the P/E ratio and stock market lower.  

Therefore, shorter-term market performance is more related to P/E influencing factors like earnings expectations, 

economic growth, interest rates and market sentiments.   
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___________________________________________________________________________________________ 

Disclosure: This article is for the purpose of information exchange only. It is not a solicitation or offer to buy or sell 

any security. You must do your own due diligence and consult a professional investment advisor before making any 

investment decisions. All information posted is believed to come from reliable sources. We do not warrant the accuracy 

or completeness of information made available and therefore will not be liable for any losses incurred. 

 

Julex Capital Management is a SEC-registered quantitative investment management firm specializing in tactical and 

factor-based investment strategies. The firm offers a variety of tactical unconstrained investment solutions aiming 

to provide downside risk management while maximizing the upside potentials using its unique Adaptive Investment 

Approach.  
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