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Accounting shenanigans may have picked up slightly 
Index operating earnings have arguably begun to edge slightly ahead of actual earnings during the past 
few quarters.  But the divergence seems to reflect just the typical late-cycle deterioration of quality, and it 
does not present a serious challenge to conventional measures of valuation, including my own. 

There are perhaps two ways to suss out if the operating earnings figures highlighted by Wall Street 
strategists are overstated.   

The first is to do a forensic accounting of all the firms in the index or — more plausibly — a select group 
of firms whose numbers are particularly suspicious. As I recall, there was some decent work done in that 
area ahead of the bear market and accounting scandals of the early 2000s. And if anybody has seen any 
good recent work on that front, then please feel free to forward it along. 

The second approach is simply to cross check the index-level operating earnings figures against 
alternative published measures of aggregate earnings to see if the presumed strength in earnings 
reflects generous use of special items.   

This will not identify fraud per se, but it does relate to earnings quality and has generated signals that 
have correlated with fraud in the past.  It is the approach I take in this brief note, and addresses perhaps 
1/3 to 1/2 the question here. 

   
Dubious, but not especially so 

 
Source: S&P Dow Jones Indices, BEA, FH calculations 

NIPA earnings and divisor are actual to Q2. Index-level operating earnings are actual to Q1 and almost-complete estimates for Q2. 
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I was reminded to update my take on this second approach by some work published at the Wall Street 
Journal’s Daily Shot.  It suggested that index-level operating earnings have begun to run far ahead of 
earnings as reported in the National Income and Product Accounts (NIPAs) — or, more simply, GDP data.   

It is widely recognized and uncontroversial that the GDP measure of corporate profits will not overlay 
precisely with the index, because the NIPA measure picks up the profits of non-listed companies and 
because the S&P itself does not cover the entire listed market.  Separately, both the index and the 
featured measure of NIPA profits pick up overseas earnings, at least by design.  

The issue with the Daily Shot’s comparison, rather, is that the GDP-based profits are measured on a pre-
tax basis and do not control for share count. In the chart below, I correct for that error by measuring NIPA 
profits on an after-tax basis and by normalizing for the reported divisor.   

As you can see, when the comparison is done properly, the “divergence” for the current period is nowhere 
near that seen during the late 1990s.  Obviously, a pre-tax and after-tax measure of profits will diverge in 
the wake of a huge tax cut!  And the incorporation of a (falling) divisor, flattens out the accumulating 
divergence over time. (Daily Shot’s minor scale tweaking is separate. I do not have an opinion beyond 
noting it is there.)  

There is arguably still a trend in the ratio of index operating earnings to NIPA earnings, which may be a 
reflection of the underperformance of unlisted companies in the GDP data that do not appear in the S&P. 
To the extent that is the case, it would strengthen my claim that there is no interesting divergence here.  
But I need not lean on it, because there appears to be little going on here even without controlling for that 
issue. 

The 10% bull bias seems to be holding 
 

Source: Robert Shiller, S&P Dow Jones Indices 
Data are actual to Q1 and estimates for Q2. 
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https://twitter.com/dimartinobooth/status/1173907510291521536


Reported earnings 

Another way to look at this same issue is simply to compare operating earnings in the S&P against 
reported or GAAP earnings at the same index level.  Reported earnings tend to be volatile on a quarter to 
quarter basis, so it is conventional to depict them on a four-quarter trailing basis.  To respect that 
convention, I show in the chart below operating earnings also on a 4-quarter trailing basis.   

I also discount those same earnings by 10% to reflect that there is a bull bias of about 10% in operating 
earnings relative to GAAP earnings through history — outside recessions.  Within my own valuation 
framework, that same discount factor is applied to operating earnings in all periods before smoothing for 
the business cycle and calculating the multiple, earnings yield, etc.  In this way, I control for the chronic 
bull bias in operating earnings, without getting sucked into an overly bearish take in the wake of major 
write-down episodes.  

As you can see in the chart on page 2, there seems to be little going on in the gap between operating and 
reported earnings.  Operating earnings are tracking their typical 10% “premium” to reported earnings, with 
only a very small tendency for the bias to increase in recent quarters. 

Come the next recession, reported earnings will collapse, outright and relative to operating earnings.  
When that happens, my judgment is that investors interested in valuation should probably cue more off 
the reported than operating figures, in order not to be made too bearish by write-offs.  

We can argue that point when we get there, I suppose. But for now, I see little reason to tweak my 
standard valuation framework, which already incorporates that operating earnings have a bull bias of 
about 10%.    1

And closely related, there is no evidence — at least from from these simple comparisons — of a serious 
deterioration of earnings quality, although increasing “generosity” may be slowly creeping in as the 
economic expansion and bull market mature.  
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 The Shiller CAPE uses reported earnings as its primary input and continues to give an (unhelpful) overvaluation signal in equities.  But the use of 1

reported, as opposed to operating, earnings there is definitely not the main issue.  Rather, the issues are that Shiller uses the multiple rather than the 
yield, treats missing earnings data for the most recent period bizarrely (which leads to predictable revisions in the P/E), and is not centered for trend 
real EPS growth.  With these weaknesses, it is not just bad luck that it has shut adherents out of more than a doubling of the real return. 
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