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October 27, 2017 
 

US profit boom ended a while ago 
 
Main Points  
 
• Profits are currently in the midst of recovery from a mini slump suffered during 2015.  However, the 

earnings bounce will be difficult to sustain because business cycle dynamics suggest the sweet spot 
for earnings growth is long past. 

 
• A reasonable base case for nominal profits growth during 2018 and 2019 is 4 to 5 percent, just 

slightly above the pace of overall economic growth. 
 
• The boom phase of the US profits cycle occurred during 2009 through 2011, during which the 

corporate sector enjoyed a typical – rather than subpar – recovery of real value added.  The idea that 
the earnings recovery was “just” margin expansion or even financial engineering was largely a myth. 

 
• In the years immediately following the Great Recession, overall GDP growth was held back by 

weakness in the service sector.  However, goods production – in which the corporate sector is 
implicitly overweight – recovered strongly. 

 
• The early-cycle outperformance of goods (and thus profits) was sharply at odds with what was initially 

meant to be a key implication of the “deleveraging” thesis.  Deleveraging occurred, almost inevitably, 
but that imposed little restraint on the initial recovery of credit-financed goods spending. 

 
• The current earnings cycle closely fits the historical pattern of profits strongly outperforming their 

average beta to the cycle during late recession and early recovery.  Presumably, the source of that 
pattern is that cost control is tight and productivity surprise positive during early recovery. 

 
• Operational leverage effects weakened after 2011 and – notwithstanding the current mini cycle – 

seem unlikely to make a forceful return until after the next recession. The main reason is that 
corporate output growth will not accelerate much from its average of the past few years. 

 
• Demand for goods should not outperform overall spending, and a strong acceleration of overall GDP 

growth would be strongly resisted by the Fed, given that the labor market is now apparently near full 
employment.  

 
• Historically, the profit outlook has tended to be quite dark at this stage of the cycle, as measured by 

the state of the labor market.  However, a mitigating factor this time around is that corporations are on 
balance still acting quite cautiously – in their underlying business operations.  

 
• This note does not address profit-margin mean reversion, which has historically been a weak force.  I 

will follow up with a short note on that later, but the reversion hypothesis does not influence the 
forecast presented here. 
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Corporate profitability is currently rebounding from its 2015, mainly in response to energy-sector recovery 
and a recent surge of industrial activity. However, the spurt seems temporary – if unlikely to be reversed 
soon – because replicable business cycle dynamics imply we are long past the sweet spot for earnings 
growth. 
 
Three considerations support this conclusion. First, the potential for (early-cycle) gains in operational 
leverage should have been exploited by now.  Second, the labor market has tightened to the point where 
a sustained acceleration of output growth would be strongly resisted by the Fed.  Finally, and  
perhaps least importantly, relative bargaining power may now be shifting to labor. 
 
Historically, such developments have often marked the peak of an earnings cycle, and not just a transition 
to slower growth.  However, it may not be appropriate to project that pattern into the current environment.  
A dampened business cycle has seemingly delayed the loss of cost control and onset of obsession with 
market share that has often marked the top.  
 
That caveat is admittedly qualitative, and I do not test its empirical relevance in this note.  But it implies 
that the easier conclusion for now is that the big profit gains for this cycle are largely in and that profit 
growth will be weaker going forward.   To become more negative would require evidence that growth is 
about to falter or confirmation that labor costs are clearly accelerating.    
 
A reasonable base case might be that profits will rise just slightly more quickly than overall economic 
activity, perhaps around 4 or 5% nominal during 2018 and 2019.  This base case is net of whatever DC 
comes up with in terms of corporate tax reform, which is an important issue but not one that this note 
addresses.1   
 
From a markets perspective, this profit outlook fits into a theme I have been pushing.  It is probably not 
appropriate to be taking much directional risk in this environment. But it also seems premature to be 
outright bearish, even in the sense of taking market risk all the way to zero.   
 
For corporations, not a weak economy 
 
One aspect of the current business cycle recovery that remains surprisingly poorly understood is that the 
US corporate sector has enjoyed a typical cyclical bounce in output and value added, even though the 
recovery of the overall economy (or GDP) has been the weakest in the modern era.  
 
Indeed, between mid-09 and mid-12, corporate output rose more strongly than during the early stages of 
the prior two recoveries, beginning in 2001 and 1991. Closely related, the old idea that the profit recovery 
was “just” about margin expansion or financial engineering was a bit of a myth.   
  
The source of corporate sector value added outperformance is not hard to identify. The recovery of 
aggregate demand has been held back by weakness in services and intangible abstractions (such as 
owners’ equivalent rent) in which the corporate sector is on balance heavily underweight.  In contrast, 
goods production has until recently been recovering much more quickly than during the 2000s cycle, 
which over by this point, or even the 1990s boom.  
 
This highlights an irony that I would like to note briefly before turning to the implication for profits.  Goods 
sector outperformance is starkly at odds with what seemed to be the implications of the “deleveraging” 
thesis, even if redefined as “beautiful” after the fact. 
 
    
 

																																																								
1 There is quite a bit of discussion around how tax reform might improve the supply side of the economy and what demand 
multipliers might arise from it.  However, the immediate supply-side impact seems likely to be low and any strength in the multipliers 
would just imply higher interest rates. The simpler issue is that corporate tax cuts transfer income to the corporate sector. 
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The deleveraging happened, almost inevitably, because by 2009 credit-financed spending was severely 
bombed out relative to its recent past – and thus to the amortization of the debt created by that earlier 
borrowing.  However, the deleveraging advocates missed that from such a position, credit-financed 
spending could enjoy a strong recovery without disrupting a contraction in the stock of outstanding private 
sector debt.  Another way to put this same point is that deleveraging imposed no obvious constraint on 
goods demand.  So deleveraging was a good if easy forecast, but pretty much irrelevant from the 
perspective of understanding the business cycle.   
 
 

 
 

Source: BEA. Gross value added data are current to Q2 and real goods GDP data are current to Q3, based on this morning’s release. 
 
Returning to the profit cycle itself, measuring cyclical gains of corporate earnings as a ratio to the levels at 
cycle lows can be somewhat misleading, because quarterly profit figures are volatile and arbitrary. For 
example, S&P operating earnings were reported as negative during the fourth quarter of 2008.  However, 
it is not hard to see from the chart below that the early-cycle gain in corporate output was reflected in a 
profit boom, whether measured with National Accounts (NIPA) data or more conventionally with S&P500 
operating earnings data.   
 
After PCE inflation, real NIPA profits, including those earned overseas, rose about 60% between 2008 
and 2011 – and have made little net headway since.  Operating earnings data are more volatile and have 
a somewhat suspicious tendency to remain firm later into the cycle. But the pattern in the S&P data is not 
so different from that in the NIPA.  Real EPS in the S&P500 roughly doubled during the first three years of 
the recovery, and has since grown slowly – with the sub-cycles being more prominent than the trend.2 
 

 
 

Source: BEA, NBER 

																																																								
2 The right panel of chart shows operating earnings figures from from Dow Jones through Q2, with no forward estimates.  
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Operational leverage harder to achieve from here 

 
A cursory look at the charts at the bottom of page 3 suggests that the profit boom ended a while ago, 
which is in line with the historical pattern.  In the remainder of this note, I argue that a renewed and 
powerful reacceleration seems unlikely until after the next recession and associated compression of 
margins.   
 
Probably the most important consideration here is a simple point of business cycle dynamics.  Profits 
have a strong tendency to outperform when corporate output growth is accelerating from its cycle lows – 
or even slowing its decent late in recession. Presumably, this reflects that weak demand growth creates 
both a cyclical compression of productivity and a renewed / belated focus on cost containment.  
 
Come the turn of the cycle, the productivity surprises are to the high side and the labor cost surprises are 
correspondingly to the low side, which allows margins to widen rapidly.  This, along with a bit of (physical) 
capital leverage and the early cycle strength in goods demand itself, triggers a profits boom.  
 

 
 

Source: BEA, Dow Jones, Robert Shiller 
 

Consider the right panel in the chart above.3 It shows that the profits cycle is high beta to the output cycle 
and that profits actually lead -- when measured in terms of the second derivative or change of the 
change.  
 
That is, profits outperform their average beta to the output cycle in late recession and early recovery, and 
then underperform that same beta in late cycle.  In order to project a profit boom from here, then, we 
would need to see a powerful acceleration of GDP growth, concentrated in goods production. 
 
But that is unlikely for a couple reasons.  For starters, the “easy” gains in the most cyclical components of 
aggregate demand are already in place, as the ratio of investment spending to overall GDP has 
recovered strongly from its low. This implies that pent-up demand for goods is probably largely 
exhausted.   
 
Importantly, there is little evidence of the late cycle excesses that often herald recession.  Indeed, the 
cyclical share of aggregate demand remains below its full-sample average, although not necessarily far 
below its appropriate level for this low-growth environment.  This fits into the case against an outright top 
in the earnings cycle.  But the odds that the goods side of the economy will continue to outpace the (ex-
financial) services side seem lower than they were earlier in the cycle. 
 
																																																								
3 The left panel just documents that total NIPA after-tax profits and total operating earnings in the S&P have roughly the same 
cyclical performance, although S&P earnings are more volatile and tend to remain stronger into the late cycle before collapsing 
more steeply during recession. I do not have a strong view on why that is the case, but it may be worth figuring that out in the next 
couple years. 
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Moreover, the economy is now within range of full employment, as confirmed by my simulation of the 
Blanchflower-Levin employment gap measure that I explained briefly in my last report.  The Fed is not yet 
quite outright hawkish in the sense of insisting that aggregate demand growth be confined to trend.  That 
transition will have to await a modest turn higher in the actual inflation data, as I argued a couple weeks 
ago. But a demand boom from here would be strongly resisted by the Fed, unless the supply side of the 
economy were to recover strongly, which seems unlikely, at least over the next few years.4  
 

 
 

Source: BEA, NBER, author’s calculations. Data incorporate GDP figures to Q3, published this morning.  
 
 
Full employment is actually bearish 
 
Meanwhile, the tightening of the labor market implies that the relative bargaining position of what we 
might broadly call ‘labor’ should be improving. I will not bother showing the charts because they look too 
much like spaghetti thrown on the wall, but it is safe to say that the labor share of corporate value added 
does not respond predictably to various measures of labor market tightness.   
 
The only conclusion I would venture here is that margin expansion tends to be difficult to achieve after the 
economy has achieved full employment, as conventionally measured.  This may reflect the relative 
bargaining position of labor, but it may also reflect the simpler point that operational leverage is typically 
much harder to achieve in the late cycle, for the reasons discussed above. 
 
The tables on the following page show how NIPA and S&P profits have performed during the past three 
cycles (of the price stability era) in the run-up to and wake of the achievement of “full employment” as 
conventionally measured.  The historical record there is pretty sobering. NIPA data suggest that the 
achievement of full employment is a death knell for the profit cycle, either because recession follows 
quickly or because margins shift into reverse, as during the 90s boom. 
 
The S&P figures are somewhat less daunting, reflecting the tendency mentioned above for these data to 
remain firmer later into the cycle. But even here, by far the dominant share of the gains is achieved while 
the labor market is moving from a position of heavy unemployment and towards full employment.   
 
To repeat, this pattern in the recent data probably reflects several business cycle influences, and not just 
the relative bargaining position of labor. Indeed, cyclical changes of labor bargaining power may be the 
least powerful force.  But if the pattern holds, the source of it does not necessarily matter much to the 
profits outlook.  

																																																								
4 There is some speculation that a change of Fed leadership could change this and that either Taylor or Warsh might see their way 
clear to supporting the Trump agenda, basically by pretending that a supply-side recovery is coming and assuming that means 
demand can be allowed immediately to run hotter. But that would seem to be an hypothesis that would be relevant only at the very 
margin, if at all.  
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Source: BEA, NBER, Robert Shiller, Dow Jones 
 
 
Corporate sector not overextended 
 
The historical record that I have described qualitatively and partly documented in the table above would 
seem to justify a fairly dark outlook for even the short-term earnings prospect.  However, this is offset by 
the very low economic volatility that has characterized this recovery and expansion, and by what seems 
to be still fairly sober business management in the corporate sector.   
 
The markets may themselves be entering the silly season, and we can argue about the merits of ongoing 
corporate balance sheet re-leveraging, but businesses still seem fairly restrained in terms of cost 
containment and pursuit of market share.   
 
As mentioned above, the share of overall demand taken by all forms of investment spending has come off 
its cyclical low, which played a big role in the early-cycle profit gains. But there is no evidence that the 
overall economy or the corporate sector taken in isolation has become overextended or overly optimistic.   
 
 

 
 

Source: BEA, author’s estimates and calculations 
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Official data from the BEA show that the rates of growth of the accumulated stocks of business structures 
and equipment remained low and moderate respectively through the end of 2016. And my estimates for 
2017 show little change in that pattern, as the thin black lines in the charts on page 6 imply.5   
 
CBO data on the flow of capital services show a similar picture of restraint.  And measured depreciation 
charges in the nonfinancial corporate sector seem to confirm the point, although falling depreciation 
charges are no longer a cause of margin expansion. The same can be said of corporate net interest 
charges, which are no long falling, although the trend in that cost component is determined by financial 
engineering and real activity.   
 
This somewhat unusual restraint would seem to temper the bearishness implied by the historical record 
and suggest that for now the easier conclusion is that the boom phase of the profits recovery and 
expansion ended a while ago.  
 

 
 

Source: BEA, NBER 
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No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
mutual funds, futures contracts, and exchange traded funds, or any similar instruments.                                                      

																																																								
5 We can estimate the capital stocks at year end 2017 by observing gross investment data through Q2, penciling a neutral 3% 
growth through year end, and assuming no change of the depreciation rates relative to last year.  Possible errors in my estimates 
create a minor potential source of error in the end-2017 capital stock projections. But the assumption that net investment determines 
the change of the capital stock is intuitive and confirmed by the tight correlation between the two lines shown in each chart.   


