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Assessing weaker NIPA profits 
In late July, the Bureau of Economic Analysis (BEA) delivered its annual revisions to the National Income 
and Product Accounts (NIPAs), and with it a significant downward revision to corporate profits through Q1 
2019. The main culprit was a significant rise in the share of corporate value added taken by labor 
compensation.  For example, in the “core” nonfinancial domestic corporate sector the labor share now 
looks 2 ¼ percentage points higher than before.  

On one popular measure, after-tax profits appear now to have made no progress since 2014, even in 
nominal terms.  And what previously seemed a flattening trend in margins, consistent with an economy in 
mid-cycle, now looks like a trend to margin compression. 

As is typical, the revision to the NIPA profits data did not have a major impact on markets or even market 
commentary back in July.   But with the passage of time and release of another quarter of data, for Q2, 
analysts have gradually confronted the weaker profit trajectory and begun to consider its implications.   

The new profits pattern is meant to be unnerving in one — or both — of two ways. First, weaker NIPA 
profits presumably imply that index-level operating earnings are overstated. Second, the trend to 
narrower margins suggests, on some interpretations, that the economic expansion itself might be in its 
late stages.  

In an earlier report, published in September, I took a look at the first claim and found it overstated. NIPA 
profits have begun to lag somewhat behind the index-level data, which suggests that the latter may be 
getting slightly inflated as the lengthening bull market encourages suspension of disbelief.  However, the 
gap is not dramatic and does little to challenge the measure of underlying earnings in my valuation work. 

A view of the downward revision in the sector for which NIPA profits are best measured 
 

Source: BEA GDP releases on June 27 and August 27, FH calculationsI focus on the domestic operations of non-financial corporations because the 
data are most comprehensive and readily available form this “core” component of the corporate sector data. 
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In this report, I update that first bit of analysis and extend it to cover also the trend in margins. There is no 
denying that we are long past the cyclical sweet spot for profits and that it would be very difficult to 
achieve a strong profit upswing from here, particularly outside energy.   

I have been over that in earlier work and it remains an important background consideration, in my view.  
The main takeaway in this report, however, is that is that the strong-form bearish take, mentioned above, 
is probably overstated for four reasons: 

• The popular definition of NIPA profits is systematically flawed in the current environment.  On a more 
realistic definition, NIPA profits do not look particularly weak, outright or relative to index-level EPS. 

• Related, NIPA profit margins remain quite high, again when correctly defined for our purposes here.  

• It is not obvious that a transfer of national income from corporations to households would be 
contractionary in the current environment anyway. The idea that profits or margins lead may be an 
artifact of traditional cyclical dynamics that do not apply very forcefully in the current environment. 

• Definitional and conceptual issues aside, there are measurement issues apparent in both the index-
level and NIPA profits data.  It would be simplistic to claim that one measure is correct and the other 
false.    

I do not have a decisive bit of evidence or argument to establish beyond doubt any of the four points 
mentioned above.  On the fourth point, in particular, I offer up more a puzzle and solid conclusion.  
However, the net effect is — I hope — to undermine the idea that there is a major story in the recently 
weaker profit trajectory.  Another way to put that same point is that some of the bears are overstating what 
they actually know — and may have fallen for the unknown unknown. This is something I expect to 
research further and to follow up on in later notes and formal reports. 

Index-level earnings running above NIPA-implied but not dramatically  

Source: S&P Dow Jones Indices, BEA, FH calculations 
Index level data are actual to Q2 and bottom-up consensus for Q3 and Q4.  BEA data run to Q2.  

NIPA vs index operating earnings 

The chart immediately above may be familiar to you, as it is simply an updated version of a picture in my 
report back in September.   Its main message is that operating EPS in the S&P500 have begun to run 
meaningfully ahead of what is roughly implied by the NIPA measure of global profits (for all sectors), when 
the latter is normalized by the same “divisor” used in the index data. 
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A concession to the bearish case is that the estimate for 2019Q4 index level earnings has been falling 
steeply in recent weeks, as if there might be a pull to the par of NIPA earnings. But that aside, the gap 
between index and roughly NIPA-implied was not particularly inflated during the second quarter, at least 
relative to the history here.   And it does not seriously challenge my own valuation work, which assumes 
that underlying  earnings (not shown)  are now running at about $130 / share.   

This would be particularly the case if we were to factor in a rising trend in the ratio of index-level to NIPA 
earnings to reflect the tendency of non-public companies (captured in the NIPA data) to lag behind S&P 
constituents. 

In my first look at this issue, I insisted that it is unfair to compare index-level EPS with pre-tax NIPA 
profits.   I had assumed that the bears were using pre-tax profits because the charts I had seen were 
ambiguously labelled and because eyeballing the data suggested to me that the data must have been 
pre-tax.  But that was a mistake on my behalf.  

In fact, the bearish takes were using an odd measure of after-tax profits that would not have occurred to 
me.  It is the one that BEA says most closely links with reported earnings at the index level and allows no 
adjustment for distortions in reported inventory valuation and capital consumption. That figure has indeed 
made no progress since 2014 and maps to a fairly steep compression of even after-tax earnings.   

Note: in  chart below, the NIPA figures are reported raw, taking no account of the denominator in the S&P 
index, because I want to highlight the comparison across various NIPA profit concepts and allow you to 
see the figures in absolute terms. 

Profits without IVA and CCAd have same shape as pre-tax 

Source: BEA 
Data are actual Q2. Thin blue line presumably correlates mostly concept with concept of reported earnings.  

The issue here is that the over-reporting (from an economic perspective) of capital consumption in 
particular has fallen steeply in recent quarters, possibly in response to the provisions the Trump corporate 
tax cut, although I have not investigated that.  This means that the raw data are now closer to the 
underlying economic reality, at least as BEA sees it. In fairness, this might imply that the index level 
earnings are even more inflated, on the grounds that they have risen despite this.  But from the 
perspective of measuring the change in profits, which has so unnerved macro types, failing to account for 
this big swing in the CCA creates a false impression. 
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Measuring and interpreting margins 

In the charts shown on page 2 and 3, and in the discussion around them, I have focused on the NIPA 
measure of global profits, the sum of earnings on domestic and foreign operations.  The reason is that I 
have been interested in the comparison with index level earnings and in the simple question of whether 
earnings have been rising or falling in absolute terms.  As you can see, on my preferred NIPA measure, 
they have been rising, although quite slowly.  

But now I want to switch gears to assess margins and their influence on the business cycle.  This requires 
that I shift the focus here from global profits to (estimated) domestic profits — for two reasons.  First, the 
BEA has no measure of overseas net value added to provide an appropriate denominator for global 
profits.  Second, and conveniently, we probably don’t really care about margins on overseas operations 
that much, at least when thinking about the business cycle here in the US.  In principle at least, US 
corporations might slow activity here if the profitability of activity here were to decline.  

Two NIPA measures of after-tax domestic margins — and a hint at why we might favor the higher 

Source: BEA, NBER, Guvenen, Mataloni, Rassier and Ruhl (GMRR) 2018, and FH interpolation and extrapolation of GMRR 2018 
Data are to Q2. 

In macro, the most conventional NIPA measure of profit margins is simply the ratio of after-tax profits (with 
IVA and CCA) relative to the domestic value added of the overall corporate sector.  I prefer net value 
added to gross value added in the denominator there, because nobody gets an income from depreciation 
charges. as I will get to later in this report. But it is not a major distinction for the present purpose.  

With that minor technical issue in mind, the roughly conventional measure of domestic margins is shown 
as the black line in the left panel of the chart above.  As you can see, this measure of margins has come 
down meaningfully from its record high during the past years, although margins remain high by longer 
historical standards. 

One issue that distorts the measure of domestic margins, though, is transfer pricing.  This has no 
systematic effect on either the NIPA or index-level measures of global earnings, but tax-driven transfer 
pricing strategies can affect the distribution of earnings between domestic and foreign. 

The economist Brad Setser has done quite a bit of work on this issue and has been claiming recently that 
there is little evidence that transfer pricing distortions in the official data have moderated, even in the 
wake of the tax reform.  This is not meant to be a criticism of the tax reform itself.  Rather, it is just a 
comment on the persistence of this issue as a consideration when interpreting the data, on international 
trade and on profits.  
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The best work I have seen trying to document how this issue has evolved over time is this paper by 
Guvenen, Mataloni, Rassier and Ruhl, which I have referenced before.   The purpose of the study is 
actually to determine how the transfer pricing issue affects domestic productivity growth.  Their main 
finding is that productivity growth is understated, particularly during the mid-2000s, when the distortion 
was growing most quickly, but that this issue cannot explain the recent productivity slowdown. 

However, what I bring to the table here is that there is a dollar for dollar mapping from the productivity hit 
to the domestic profit undercount.  And within the context of domestic margins, this issue is actually quite 
meaningful, as a comparison of the black line with the blue line in left panel of chart on page 4 shows.   

Neither I nor (I assume) GMRR would want to have our feet held to the fire over every $ billion or even 
$25 billion of adjustment on a year by year basis here. But the general point that the actual margins on 
the domestic operations of US corporations remain high seems very safe.   1

That qualitative conclusion is robust because the GMRR numbers and my use of them will not be far off 
and because of the consistency check implied by the continued strength of global NIPA earnings even in 
an environment of subpar overseas demand growth.   

So the idea, popular among the bears, that diminishing NIPA margins must mean we are getting late cycle 
can be largely dismissed as a two-part measurement error, involving first a failure to account for the swing 
in the CCA and then, more forgivably, ignoring the thornier issue of the transfer pricing distortion.  

Besides, the economics is debatable  

The trend in profit margins is most obviously important to the equity market because it affects the outlook 
for profits growth.   If we know that margins are going to narrow or widen a lot during the next couple 
years, then the outlook for profits growth is pretty clear and we also have an important edge in how 
equities will perform.   

Considered from this perspective, the outlook for margins is somewhat negative, because margins are 
more likely to narrow (slightly) than widen from here.  The reason is the labor market has tightened, 
opportunities for cyclical productivity surprise are now very limited, and depreciation charges have begun 
to edge higher.  None of this is onerous, but it does suggest that output growth would probably have to 
quicken relative to its recent trend, simply to avoid (modest) margin compression as the base case. 

But that is not really the issue raised by the bears, at least not the one that I am trying to deal with here. 
Their claim is not about the prospect for margins.  Rather, their claim is that margins have already begun 
to narrow dangerously and that this means that we are getting near the business expansion, measured 
not only in terms of the integral of excess growth under the curve (as I would readily concede) but also in 
terms of time. The reason (some of) the bears make this claim can be seen from a quick glance at the 
chart on page 4.  Margin compression had indeed tended reliably to precede recession. 

But I suspect that the trend in profit margins is not likely to be a reliable predictor of recession in the 
current environment, in which the cycle is muted and wild swings of inflation, demand, and business 
sentiment are unlikely causes of imbalance in the real operations of the business sector.  I won’t get into 
that issue in great detail here, because it would take us a bit off topic. But I would just ask you to reflect 
back on conditions in 2007. Does it seem obvious that the main problem there was corporate sector over-
expansion in an environment of booming income growth — fostered by share take — in the household 
sector? As I read that event, the problem was roughly the opposite. And I think that has implications 
looking forward, although I will not get into them here. 

 GMRR 2018 finds that domestic corporate value added growth is understated in the data by 0.09% a year from 1994 — 2004, and 1

by 0.24% a year from 2004-2008.  After 2008, value added is overstated by 0.09% a year.  In the original work by GMRR they 
assumes “after” means through 2012. But in my work, I push that out to 2014, in interest of avoiding overstating my own point.  
Thereafter, I assume, again conservatively, that the effect disappears.  The productivity mismeasure would show up entirely in 
nominal value added with 100% of that being pretax profits. To convert this to after-tax domestic profits, I apply the domestic tax 
rate, again conservatively. 
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Now for a question 

The argument thus far has made no reference to the notion that the NIPA measure of global profits might 
be wrong.  Rather, I have: leaned into what I take to be a poor choice of NIPA profit measure, suggested 
that there is probably a flaw in how global profits are split into domestic and foreign, and argued that the 
interpretation of margins as a driver of the cycle is subject to debate. 

Now, I would like to shift gears fairly dramatically and point out that there is something odd in the NIPA 
measure of labor share of corporate value added which suggests that domestic and therefore global 
profits might actually be understated or at least misleading of the underlying trend in the current 
environment.   

My work here is tentative and I suspect that there may be a very simple answer to the question I raise, 
just one that I have not yet become aware of.  If you know and feel like letting me know, then please feel 
free.  In any event, I expect to follow up on this at some point. 

Let’s start with a pet peeve I have long had about how the labor share of private GDP, not just corporate 
value added, is calculated.  What the BLS defines as the “labor share” is shown as the thin black line in 
the left panel of the chart immediately below.  It is simply the ratio of the ULC and output price series from 
the productivity and cost report.  (To see why this will have the same shape as the labor share, just 
multiply the numerator and denominator by real output, and then note that that can cancel out.)  That 
measure of the labor share, which Marxist-type economists love to obsess over, has been falling since 
the mid-1970s, which Thomas Piketty claims (roughly) was the end of the Glorious Thirty (years of 
inclusive growth). 

The labor share of domestic corporate value added sticks out   

Source: BLS, BEA, FH calculations 
NFB data are to Q3.  Corporate sector are to Q2. 

  

Leaving aside that factor shares are a very poor way to think about income inequality (because they are 
unavoidably pre-tax and because a lot of high-end income shows up in the labor share), that metric is 
plainly wrong for placing gross, rather than net, output in the denominator for unit labor costs.  That is 
mistaken because depreciation charges are nobody’s income, which means that a trend to shortening 
capital services lives will create a false impression that the labor share is declining. As time passes and 
the focus on income inequality along with the labor share intensifies, economists are gradually migrating 
over to doing this properly. 
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And that brings us to the blue line in the left panel of the chart on page 6.  When net output is used as the 
denominator for ULCs, we see that there was no trend decline in the labor share of NFB output prior to 
the new millennium.  Indeed, the labor share made a record high during the over-expansion cycle and 
“war for talent” of the late 1990s.   Since then, this (less flawed) measure of the labor share has fallen 
steeply, along with the conventional measure. But it is only in the last two cycles that the measure has 
been below its prior historical range. 

For the purposes of the point I am about to raise, this distinction between share-of-gross and share-of-net 
is not important. But I just figured I would let you know why I want to use share-of-net in all this work on 
margins.  When I compare what is going on in the corporate sector with what is going on in the broader 
non-farm business (NFB) sector, I might as well be working with the relevant concept.  

With that in mind, now take a look at the right panel of the chart on page 6.  Note that labor share in the 
nonfarm business sector has barely scored any recovery in this cycle, which fit roughly fits with what is 
implied by a comparison of underlying real wages with our sense of trend productivity.  However, there is 
a steep rise recently in the labor share of corporate net value added, particularly in the revised data with 
which I am working here. 

I suspect that this might have something to do with variable compensation concentrated in (or perhaps 
even uniquely measured in) the corporate sector.  If that is the case, then one interesting possibility here 
is that the labor share is being inflated by the bull market itself, which would be somewhat misleading as 
well as possibly a source of humor.  If stocks keep ripping higher, then that will be really bearish for stocks 
because it will hit profits! Be doom boom.  There is a timing issue here, but you get my point.  

At this point, I don’t know. And to repeat that may be more a comment on me than some data mystery 
here.  But the confusion adds to my skepticism over the macro significance of the recent NIPA profits 
sluggishness, particularly given that that I have not seen the bears address this point, and given further 
that my first three quibbles do not lean at all on the notion that the NIPA global profits data might be 
somehow off. 

I will have more on this later. 

Gerard MacDonell 
gerard@frontharbor.com 

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 instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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