
December 2, 2017 

Margin mean reversion is not helpful 

Main Points: 

• This note elaborates on a point made in a recent report on the cyclical outlook for corporate profits.  
While (pre-tax) earnings are likely to rise only slowly from the end of this year through the peak of the 
business cycle, the mediocre prospect has little to do with so-called margin mean reversion.


• The popular idea that margins have tended to mean revert since the end of the Second World War is 
apparently based on the historical behavior of a flawed metric: the ratio of total corporate profits to 
the US GDP.  In this ratio, the denominator is not comparable with the numerator.  It involves an 
apples to oranges comparison.


• The most correct measure of margins available in the macro data compares US corporations’ profits 
on domestic operations with domestic value added for the same group of companies.  


• It is possible to calculate an historical mean for that ratio, as for any time series. But there is little 
evidence that the mean is meaningful or exerts much pull.  A more compelling description of the 
ratio’s history is that it trended lower from the end of the war until the late 1980s and has since been 
trending higher.


• The implication is not that margins are fated to continue widening.  Rather, bringing a strong set of 
priors to the question of the secular outlook for margins is probably not helpful in forecasting. It is 
more practical to watch cyclical influences, which were analyzed in the report mentioned above.


• The theoretical, as opposed to statistical, case for margin mean reversion requires accepting strong 
assumptions about the nature of technology change, the speed of adjustment to global shocks, and 
the state of competitiveness in goods and services markets. 


• While those assumptions are simplifying and seemingly standard is conventional economic analysis, 
there is little reason to believe they are necessarily true.  For example, technology advance exploited 
by firms operating in imperfectly competitive markets may be encouraging a durable widening of 
profit margins. 


• However, that issue is controversial and apparently not near resolution.  So for now, agnosticism over 
the secular trend of profit margins seems the more practical approach. 
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This note follows up on a point made in a recent report on the US profit outlook. The cyclical outlook for 
profits is mediocre, with earnings likely to outpace GDP by a thin margin from the end of this year through 
the peak of the business cycle, whenever that may be.  However, the uninspiring earnings outlook has 
little to do with the idea of profit margin mean reversion, which appears to be a weak force, particularly at 
a horizon relevant to most investors. 

This follow-up is brief, in part because there seems little point in pounding the table on bullish themes 
when the case for equities more broadly is not compelling. At this stage of the cycle and level of 
valuations, one is probably not supposed to be short or even fully out (if risk neutral), but it is perhaps 
best for an analyst to avoid an unduly bullish tone here. 

Moreover, the idea that margins need to mean revert may have kept some stubborn bears out of the 
market — or, perhaps more precisely, allowed them to stay out.  But mean reversion is not a big part of 
the conversation these days.  The narrative has definitely changed, as I am sure you have noticed.  1

So keeping this brief, the picture below is Exhibit A in the mean reverters’ case for a deep compression of 
profits and an associated decline in equity prices.  It shows the ratio of US corporate profits to US GDP, 
both as measured in the National Accounts. 

Source: BEA 

As a skeptical Jesse Livermore of Philosophical Economics has pointed out, the ratio shown in the chart 
“exhibits a visually compelling pattern of mean-reversion,” with the profit margin oscillating “like a sine-
wave around a well-defined average, with well-defined highs and a tightly well-defined low.” 

The oscillation around a mean that appears to have been stable prior to the last two cycles may seem 
convincing. But the problem with the ratio shown above is that it compares apples with oranges. Total 
profits include those earned overseas as well as domestically.  The GDP, in contrast, excludes the value 
added of US corporate operations abroad and includes the value added of foreign companies operating in 
the US as well as that of non-corporate actors, such as small businesses, governments and households.  2

 In his new book on Adaptive Markets, Andrew Lo discusses the importance of narratives in driving investor perceptions.  His ideas 1

will initially sound familiar to anybody with an interest in behavioral finance, but one fun thing about Lo’s approach is that he gets 
into the neuroscience and discusses how fear and complacency are actually processed by different parts of the brain, which 
become dominant in different environments.  I am not qualified to judge if he is right, but it is a good read and seems to shed light on 
how people speak today, in comparison with, say, 2011.  

 We do not instinctively think of the household sector as contributing directly to value added.  Households are thought to provide 2

labor, capital and entrepreneurial services to other sectors which produce output. But within the National Accounts, about 8% of 
GDP is owners’ equivalent rent, which is considered a direct output of the household sector, literally the houses in which its 
members live.  
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The mean reverters may insist the apples/oranges complaint is beside the point and that what matters is 
that the ratio is going to fall.  We know that a decline of profits relative to GDP almost certainly implies an 
outright decline of profits, particularly if achieved quickly.  It does not matter if the GDP is strictly speaking 
the basis of those profits.  So let’s be practical, rather than fussing over definitions. 

Unfortunately, that gets us into an issue of methodology, which can be important, as in this case, but also 
usually makes people nod off.  The issue here is data mining.  It is not difficult to find some indicator 
whose historical time series properties alone can justify some extreme bullish or bearish take on things.  
But if there is no reason to believe that the indicator has validity on logical grounds, then the risk of the 
indicator having been cherry picked — and then failing spectacularly in real-time application  — is quite 
high.  Indeed, I suspect that has been the case with Exhibit A over the past decade. 

In fairness, the idea of profit margin mean reversion is an old one, going back at least to Keynes, who 
viewed it as an odd fluke in the aggregate data that did not seem to apply to individual sectors. So the 
idea of mean reversion has probably not been made up by the bears ex post.  But the precise measure of 
the margin can easily be cherry picked — and appears to have been. 

A fairer measure 

One measure of the profit margin that makes much more sense on logical grounds is the ratio of domestic 
profits to domestic value added for the corporations earning those same profits.  (Think of value added as 
analogous to GDP, but corresponding only to the output of corporations.) 

 

Source: BEA 

This ratio excludes the overseas profits of US corporations, foreign corporate operations in the US, and 
all activity by non-corporate actors in the US economy. But it has the key advantage of excluding them 
from both the numerator and denominator, which gets around the apples vs oranges issue.   

An even better measure might include US corporate earnings overseas as well as the value added 
associated with those profits.   But it is not available, at least in the National Accounts. (Company level 
data get at the issue, indirectly and imperfectly, as I will discuss briefly below.)  

The chart above depicts this ratio, but with one minor tweak that requires a quick explanation.  I measure 
domestic corporate value added in both gross (as is conventional) and net terms.   As you can see, the 
distinction between gross and net here is not that important, and certainly has no bearing on the debate I 
am addressing in this note. But I want to focus on the net simply because net value added (i.e. income) 
should be in the denominator for any discussion of factor income shares. It does not happen matter in this 
context, but it matters in the related debate around the “labor share”, which I may address in a future 
note. And I would like to be consistent. 
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As you can see, this measure of the corporate profit share does not appear to have a stable mean.  A 
more sensible description of its history is that it trended downward between the Second World War and 
the late 1980s, and has since then been ratcheting higher.  

Another way to get around the apples to oranges issue in the mean reverters’ measure of “margins” is to 
use company-level data for firms in the S&P500. The conventional measure of the margin within that 
index has after-tax profits in the numerator and revenues in the denominator, with both reflecting global 
activity.  

Analysts at Deutsche Bank have traced the ratio of GAAP earnings to revenues back to the mid-1960s. 
You can see their work by clicking on my reference to Philosophical Economics on the second page of 
this note.  I show a shorter run of the ratio of operating earnings to revenues in the chart below, current to 
the second quarter of 2017 and including the consensus estimate for Q3, as of end November.  

Source: S&P Global Indices 

The index data show the same qualitative pattern as the correct (or least incorrect) National Accounts 
measure.  “Margins” trends downward through the late-1980s and then begins to ratchet higher. For those 
curious about which ratio is best suited to assess the mean-reversion thesis, I do not have a strong view.  
The index data correspond to the actual market, which is obviously a practical advantage.  They are also 
not affected very much by transfer pricing distortions, which may be resulting in a slight understatement of 
the extent to which the preferred National Accounts measure of margins has widened over the past three 
decades. 

On the other hand, there is some inconsistency in the way index earnings have been measured over 
time; data are available there over a shorter run of history; and revenues are not quite the correct concept 
to put in the denominator of a margins calculation.   But whatever your preference, the evidence of 3

historical mean reversion here is weak. 

 If any concept of margin might be expected to mean revert, it would probably have to be the ratio of earnings to value added, 3

ideally net. Revenues come close to value added, but include also compensation for intermediate inputs, which by construction are 
excluded from value added. This may be an issue if the corporate sector is becoming more or less vertically integrated over time. 
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The theory, such as it is  

The idea that margins might be expected to mean revert arises naturally from a standard and highly 
simplified model of income shares that incorporates three strong assumptions: 

• That technology advance is unbiased, raising the marginal product of capital and labor equally. 

• That shocks to factor endowments — such as China’s accession to the global trading system — affect 
profit margins only briefly and are reversed over a horizon short enough for investors to anticipate.  

• That profits are determined in competitive equilibrium and are primarily a reflection of the cost of 
capital, which is determined by impatience and risk aversion. 

One problem with the assumptions is that there is little reason to believe they are necessarily true.  
Resolving the implications of their not being true has become a hot topic among academic economists 
recently, which probably reflects in part that margins have widened and stayed wide. I don’t have much to 
add to the discussion among the professors but would like to highlight two aspects of it.  One relates to 
the second assumption listed above, and the the other to the interaction between the state of competition 
and technology advance. 

Regarding the factor endowments story, the standard assumption is that a sudden increase in the 
effective global labor supply, such as was arguably caused by China joining the global trading system, 
should lead to a temporary widening of profit margins, which would be followed by an upward adjustment 
in the size of the capital stock, followed by margins returning to levels that prevailed before the shock.  
That story would support the margin mean reverters, if true.  

The issue, though, is that we don’t really know what is meant by “temporary” in this case.  How do we 
know when the shock itself is even fully in place? And even then, how long does it take for the super-
normal profits to be competed away by the required adjustment in the capital stock?  It does not seem 
prudent to bring to the table strong priors about the answers to  those questions — by assuming that the 
process is quick enough for mean reversion to be a practical guide.   

What we can do is look out the window and judge whether bargaining power is shifting to or from “capital” 
relative to “labor.”   At this point, it does not look as though the US corporate sector is acting as though it 
is in the process of arbitraging away super-normal profits.  Wage growth is still pretty tame and the rate of 
growth of the domestic capital stock is moderate, as shown in the chart below.    4

I argued in my recent report on profits that margin expansion should be very slow from here to the peak of 
the cycle.  And some decline of margins does seem likely in the next recession.  But this is a slow moving 
cyclical story, not really evidence of a structural reversal, which would be very difficult to identify on the 
basis of theory. 

What we can do is look out the window and judge whether bargaining power is shifting to or from “capital” 
relative to “labor.”   At this point, it does not look as though the US corporate sector is acting as though it 
is in the process of arbitraging away super-normal profits.  Wage growth is still pretty tame and the rate of 
growth of the domestic capital stock is moderate.    5

 

 The rate of growth of the structures stock is not only non-elevated, but actually quite depressed.  But the rate of growth of the 4

equipment stock is arguably the more important from a cyclical perspective. While the accumulated stock of structures is larger than 
that of equipment, the flow of equipment capital spending is actually twice that of structures investment. 

 The rate of growth of the structures stock is not only non-elevated, but actually quite depressed.  But the rate of growth of the 5

equipment stock is arguably the more important from a cyclical perspective. While the accumulated stock of structures is larger than 
that of equipment, the flow of equipment capital spending is actually twice that of structures investment. 
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Source: BEA, FH estimates 

A separate issue relates to the role of technology advance.  Within the conventional theory, unbiased 
technology advance would support mean reversion in profit margins, correctly measured.  To some 
extent, though, that argument involves circular reasoning. There is no reason to believe that technology 
advance must be unbiased.  And the main evidence that it has historically been so is mostly the 
presumed mean reversion of margins, which is pretty dubious, as we have seen. 

On the other hand, it is not obvious that the technology wave of the past quarter century has, itself, been 
biased towards capital.  If it had been, we might expect to see higher risk-free real interest rates and a 
quickening of the rate of growth of the capital stock, sustained for as long as underlying tech advance.  
But we do not see those things. 

A much more interesting possibility, though is that technology advance itself has been unbiased (or not 
obviously biased) but has been exploited by companies operating in imperfectly competitive markets, not 
only for technology goods themselves, but also for the goods and services of the firms applying that 
technology. Think Apple and Amazon, just as a couple examples. 

This issue is the source of debate among analysts on Wall Street and in academia.  I am not yet qualified 
to speculate on how it will play out, but for a flavor of some of the issues and characters involved, this 
blog post by Noah Smith provides a nice introduction.   

I was particularly struck by the arguments offered by Eeckhout and De Loecker, because they relate 
technology advance to market power, and then market power to a wide range of macroeconomic trends, 
including higher (excess) profits.   As Noah Smith mentions, their thesis has generated some controversy 
and criticism, and is by no means authoritative. The debate will certainly be worth following going forward.  

At this point, I would venture the following.  Technology advance does not itself have to be “biased” in the 
standard theoretical sense to favor durably-wider profit margins, if it occurs in markets that are not 
perfectly competitive or whose state of competition can itself be affected by tech.   

And that provides yet another reason not to put any weight on the idea that profit margins are fated by 
some immutable law to mean revert.  For now, it probably makes more sense to follow the cyclical 
influences and not to lean on strong priors about where margins “have” to go.  

Gerard MacDonell 
gerard@frontharbor.com 
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The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
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.  
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