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GAAP vs. Non-GAAP EPS and Net Margins: Interpret

carefully

S&P 500 net margin sets new record high in 2018 on the

corporate-tax-rate cut

The S&P 500 non-generally-accepted-accounting-principles (GAAP)
net income margin set a new record high of 12% in 2018, up from
nearly 11% in 2017. The U.S. corporate-tax-rate cut boosted the
S&P 500 net margin by about 125 basis points (bps). The 2018 S&P
500 GAAP net margin also set a record, but 2018 fourth-quarter
GAAP net margin was down year-over-year as GAAP earnings were
68% of non-GAAP vs. 78% in the fourth quarter of 2017. This was
despite many charges were excluded from non-GAAP earnings in
the fourth quarter of 2017 related to new deferred tax liabilities
from the deemed repatriation tax. One time charges are generally
seasonal and cyclical, i.e. higher in fourth quarter vs. other quarters
and high in recessions. But the large GAAP vs. non-GAAP spread in
the fourth quarter of 2018 is from several large idiosyncratic charges
that do not reflect current economic conditions.

The deemed repatriation tax created a new deferred tax liability at
many multinational companies that will be paid down over the next
eight years, interest free, with 8% due in each of the first five years,
15% in year six, 20% in year seven, and 25% in year eight. This will
reduce cash flow from operations versus net income in future years.

Profit margins are cyclical, but not mean reverting nor a leading

indicator

The 5-, 10-, 15- and 20-year average non-GAAP net margins for the
S&P 500 are 10.7%, 9.9%, 9.2% and 8.7%, respectively. History
shows that S&P 500 net margins are not mean reverting1, but
S&P 500 net margins are cyclical. When the next recession comes
S&P 500 margins will contract. Margin compression however is
not a leading economic indicator and when margin contraction
begins it is not destined to continue to the magnitude that occurs
in recessions or cause a recession. This long cycle has already
twice demonstrated, in 2012 and 2016, that quarterly net margins,
especially GAAP net margins, can contract and then rebound to
new highs within a cycle. This also occurred in 1985 and 1998.

Be mindful of the gap between GAAP and non-GAAP EPS and

net margins

GAAP earnings per share (EPS) includes all items but discontinued
operations and the cumulative effect of accounting changes. Non-
GAAP EPS generally excludes asset impairments and usually gains
and losses on asset sales (at non-financials) and often other lumpy
items like large restructuring, tax or litigation charges. We think
true EPS sits in-between GAAP and non-GAAP EPS; and we make

1
Mean reversion is the assumption that a variable's value will tend to move to the average value over time.

David Bianco
Chief Investment Officer &
Strategist, Americas

In a nutshell

• S&P 500 net margin sets
new record high in 2018 on
the corporate-tax-rate cut

• Profit margins are cyclical,
but not mean reverting nor a
leading indicator

• Be mindful of the gap
between GAAP and non-
GAAP EPS and net margins

• GAAP/non-GAAP ratio
lower since 2015, but cycle
average in line with history

• Comparing cash flow to
non-GAAP net income

All opinions and claims are
based upon data on 3/11/19
and may not come to pass.
This information is subject to
change at any time, based
upon economic, market and
other considerations and
should not be construed as
a recommendation. Past
performance is not indicative
of future returns. Forecasts
are not a reliable indicator of
future performance. Forecasts
are based on assumptions,
estimates, opinions and
hypothetical models that may
prove to be incorrect. Source:
DWS Investment Management
Americas Inc.

CRC 065695 (03/2019)

All articles are available on https://go.dws.com/cio-view-articles 1

https://go.dws.com/cio-view-articles


//

adjustments for such in our valuation process. Complexities exist in
assessing fair inclusions or exclusions from non-GAAP earnings and
the economic meaning of the differences. For instance, companies
write down assets when the market value is lower than book value,
but do not write them up if the market value is higher. Restructuring
charges or litigation can be large and distort current period
performance. In our opinion, non-GAAP EPS helps to evaluate
current performance, but over time it overstates true EPS, yet GAAP
understates true EPS.

GAAP/non-GAAP ratio lower since 2015, but cycle average in

line with history

The average GAAP/non-GAAP S&P 500 EPS ratio since 1990 is 80%,
and 86% out of recessions. For this cycle, the average ratio is 90.3%
in the early years 2010 to 2014, but declined to 81.8% during 2015
to 2018, which can be mostly attributed to asset sale losses and
impairments during the 2015 to 2016 oil-price collapse, and some
idiosyncratic goodwill impairments and asset write-downs in the
last couple of years. The Energy sector's GAAP/non-GAAP ratio
plummeted during the oil collapse, Materials and Industrials also
saw their ratios decline. The Health-Care sector also saw its ratio
decline on goodwill impairment and acquisition related expenses.

Comparing cash flow to non-GAAP net income

In addition to comparing GAAP to non-GAAP earnings, we compare
earnings to adjusted cash flow. One of the adjusted measures we
consider is: (Net Income + D&A) / (CFO-stock-option expense). We
subtract stock option expense from Cash Flow from Operations
(CFO) and add Depreciation and Amortization2 (D&A) to Net
Income. Stock option grants do not reduce aggregate free cash
flow, but do reduce expected future free cash flow per share. We
add D&A to net income, to reverse the provision for maintenance
capital expenditure (capex), to better compare net income to gross
cash flow before investment. Adequacy of capital expenditures for
maintenance and the expected returns on investment capex must
be considered separately. We make this comparison on a multiyear
rolling basis because there are many timing differences between
accounting provisions and cash payments, such as with taxes and
pensions. Over the past few years, (non-GAAP Net Income + D&A)
has been 5 to 15% higher than (CFO-option expense) vs. ~5%
before that. Thus, non-GAAP earnings appear to be overstating cash
generation lately vs. earlier this cycle.

2
Amortization is the practice of spreading an intangible asset's cost over multiple periods.
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Glossary

Basis point

One basis point equals 1/100 of a percentage point.

Book value

Net value of a company's physical and intangible assets

Capital expenditures (capex)

Capital expenditure (Capex) are funds used by a company to
acquire or upgrade physical assets such as property, industrial
buildings or equipment.

Depreciation

In relation to currencies, depreciation refers to a loss of value
against another currency over time.

Earnings per share (EPS)

Earnings per share (EPS) is calculated as a company's net income
minus dividends of preferred stock, all divided by the total number
of shares outstanding.

Generally accepted accounting principles (GAAP)

Generally accepted accounting principles, or GAAP, are a set
of rules that encompass the details, complexities, and legalities of
business and corporate accounting.

Idiosyncratic risk

Idiosyncratic risk is a risk which is related solely to the individual
company and has no correlation with the general market risk.

Margin

Margin describes borrowed money that is used to purchase
securities.

Recession

A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.

S&P 500

The S&P 500 is an index that includes 500 leading U.S. companies
capturing approximately 80% coverage of available U.S. market
capitalization.

Valuation

Valuation attempts to quantify the attractiveness of an asset, for
example through looking at a firm’s stock price in relation to its
earnings.
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Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO”)) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
a “prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA“), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

DWS is the brand name of DWS Group GmbH & Co. KGaA. The
respective legal entities offering products or services under the
DWS brand are specified in the respective contracts, sales materials
and other product information documents. DWS Group GmbH &
Co. KGaA, its affiliated companies and its officers and employees
(collectively “DWS Group”) are communicating this document in
good faith and on the following basis.

This document has been prepared without consideration of the
investment needs, objectives or financial circumstances of any
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investor. Before making an investment decision, investors need to
consider, with or without the assistance of an investment adviser,
whether the investments and strategies described or provided by
DWS Group, are appropriate, in light of their particular investment
needs, objectives and financial circumstances. Furthermore, this
document is for information/discussion purposes only and does not
constitute an offer, recommendation or solicitation to conclude a
transaction and should not be treated as giving investment advice.

DWS Group does not give tax or legal advice. Investors should
seek advice from their own tax experts and lawyers, in considering
investments and strategies suggested by DWS Group. Investments
with DWS Group are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time. Furthermore, substantial fluctuations
of the value of the investment are possible even over short periods
of time. The terms of any investment will be exclusively subject to
the detailed provisions, including risk considerations, contained in
the offering documents. When making an investment decision, you
should rely on the final documentation relating to the transaction
and not the summary contained herein. Past performance is no
guarantee of current or future performance. Nothing contained
herein shall constitute any representation or warranty as to future
performance.

Although the information herein has been obtained from sources
believed to be reliable, DWS Group does not guarantee its accuracy,
completeness or fairness. No liability for any error or omission is
accepted by DWS Group. Opinions and estimates may be changed
without notice and involve a number of assumptions which may
not prove valid. All third party data (such as MSCI, S&P, Dow
Jones, FTSE, Bank of America Merrill Lynch, Factset & Bloomberg)
are copyrighted by and proprietary to the provider. DWS Group or
persons associated with it (“Associated Persons”) may (i) maintain
a long or short position in securities referred to herein, or in related
futures or options, and (ii) purchase or sell, make a market in, or
engage in any other transaction involving such securities, and earn
brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank and is not investment
research. Therefore, laws and regulations relating to investment
research do not apply to it. Any opinions expressed herein
may differ from the opinions expressed by other Deutsche Bank
departments including research departments. This document may
contain forward looking statements. Forward looking statements
include, but are not limited to assumptions, estimates, projections,
opinions, models and hypothetical performance analysis. The
forward looking statements expressed constitute the author’s
judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments
and analyses and changes thereto and/or consideration of different
or additional factors could have a material impact on the results
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indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without
DWS Group’s written authority. The manner of circulation and
distribution of this document may be restricted by law or regulation
in certain countries, including the United States.

This document is not directed to, or intended for distribution to or
use by, any person or entity who is a citizen or resident of or located
in any locality, state, country or other jurisdiction, including the
United States, where such distribution, publication, availability or
use would be contrary to law or regulation or which would subject
DWS Group to any registration or licensing requirement within such
jurisdiction not currently met within such jurisdiction. Persons into
whose possession this document may come are required to inform
themselves of, and to observe, such restrictions.

Unless notified to the contrary in a particular case, investment
instruments are not insured by the Federal Deposit Insurance
Corporation (”FDIC“) or any other governmental entity, and are not
guaranteed by or obligations of DWS Group.

© 2019 Deutsche Asset Management (Asia) Limited

Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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