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Equity investors are right to be focused on corporate earnings, given that a lackluster recovery and 

slowing global growth may weigh on sales. However, profit margins may be of lesser concern, due to 
index mechanics and the limited correlation between margins and returns. 

 
S&P 500 companies have enjoyed a stunning 
rebound in profits since the depths of the credit 
crisis, with operating earnings more than doubling 
between first quarter 2009 and first quarter 2011. 
This recovery in earnings has been accompanied 
by a return to near-peak margins, triggering 
concerns over their sustainability and the outlook 
for equity returns. Possible headwinds to margins 
are seemingly numerous, including slowing top-
line growth due to an economic slowdown and 
cost pressures from higher commodity prices. 
While more difficult to quantify, macro risks such 
as sovereign debt issues and resulting austerity 
measures also contribute to investor concerns.  
 
This comment discusses recent trends in margins 
and their outlook. Despite today’s lofty level,  
the outlook for index margins may be more 
constructive than is commonly thought. This is 
not to suggest that companies will become more 
profitable; rather, increases in aggregate index 
margin could simply reflect faster sales growth at 
higher margin companies. Given this, and the low 
correlation between margins and subsequent 
equity returns, some of the current nervousness 
over margins may be misplaced. However, an 
understanding of what drives margins and what 
they signal about the economic outlook is useful 
in making sense of earnings prospects. 
 
 

Measuring Margins 

One of the dynamics that muddies the discussion 
is the numerous ways of measuring profit margins. 
The most common is the Bureau of Economic 

Analysis’ measure of aggregate corporate profits 
earned as a percentage of U.S. GDP, also referred 
to as the NIPA (National Income and Product 
Accounts) measure. Data for this series are avail-
able going back to 1950, which makes it useful in 
assessing long-term trends in corporate profitability. 
Alternatively, some analysts prefer to focus on 
the net margin for the S&P 500 or other equity 
indices, which reflects profits after all expenses 
have been deducted, as this serves as a direct proxy 
for the profitability of companies in their portfolios. 
 
Exhibit 1 compares how these two measures have 
fluctuated over the years. Despite differences in 
how they measure profits, they appear to follow 
similar trends. Both series of data suggest that 
margins mean revert over time and that margins 
currently are well above historical averages. The 
current NIPA margin is 12.6%, nearly 2 standard 
deviations above its long-term average of 9.4%, 
while S&P 500 firms earned a net margin of 8.3% 
for the trailing 12 months ended March 31, around 
1.3 standard deviations above their long-term 
average of 6.0%.  
 
Looking at the long-term NIPA data for which we 
have more history, margins can remain above or 
below long-term averages for extended periods. 
For example, margins languished below their long-
term average for most of the 25 years from 1969 
to 1994 before entering another cyclical upswing, 
only to decline and then bottom during the tech 
crash of 2000–01. One explanation for the upturn 
in recent years (which is matched by trends in S&P 
500 margins) is that U.S. companies have become 
more reliant on foreign revenue, which typically 
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enjoys higher margins. The share of NIPA profits 
earned overseas nearly doubled between 1998 and 
2010. The increase in foreign profits for the S&P 
500 has been similarly dramatic, with non-financials 
that record more than 25% of their sales abroad 
enjoying a net margin (10.4%) that was more than 
50% greater than that of companies that sell less 
than 25% abroad (Exhibits 2 and 3). 
 
 

What History Tells Us 

Historical data on S&P 500 margins reflect the 
cyclicality of corporate profitability and are useful 
for performing sensitivity analysis with respect to 
what drives margins. However, several pitfalls 
should be avoided when attempting to extrapolate 
future profitability based on historical results. One 
is that the composition of the index changes over 
time as sectors’ economic importance changes and 
constituents are added and removed, which means 
that the earnings power and cost sensitivities of 
its firms change. Another is that the sensitivity of 
margins to trends in costs may shift along with 
trends in what is sold and where. For example, as 
companies in the index switch to service-based 
models and move more operations abroad, margins 
become less sensitive to changes to domestic inputs 
such as labor costs, tax rates, and U.S. economic 
growth. Finally, cause and effect relationships are 
important—at times, higher input costs may be a 
result of, or allowed by, high margins rather than 
something that is impeding their rise. For example, 
high labor costs can be the result of companies 
earning high profits and thus employing more 
workers, rather than vice versa. 
 
Business cycles are important. Revenue growth 
and margin have historically tracked each other 
quite closely (Exhibit 4). In terms of economic 
growth, margins typically peak when domestic 
economic growth is strongest. This relationship 
has broken down in recent months, however, as 
margins are near their historical peak despite 

somewhat lackluster growth and certain elevated 
input costs. Understanding why this has occurred, 
and whether margins are thus at risk, is important 
to understanding the outlook for margins and 
earnings. 
 

Historical Relationship Between 

Margins and Costs 
The largest operating cost for U.S. companies is 
cost of goods sold (COGS) (Exhibit 5). Net 
margins and COGS are inversely related, as a rise in 
margins is typically followed by increases in various 
costs as more competition chases elevated profits. 
This is also illustrated in Exhibit 6, which shows 
that cyclical peaks in margins are followed by 
troughs in unemployment. The inference is that as 
companies reach high levels of profitability, they 
hire additional workers, which could cut profits 
both by lowering efficiency and by increasing the 
cost of labor. Of course, a healthy labor market 
boosts consumption. Drilling further down into 
COGS, labor costs are the largest subcomponent, 
and may be about three times as large as commodity 
costs for S&P 500 firms, according to data from 
BofA Merrill Lynch. 
 
These patterns raise a few questions about the 
outlook for margins—in recent months these 
associations have broken down as margins have 
risen despite limited job growth. One theory is 
that spending and thus margins have been propped 
up by government transfers and decreased savings, 
rather than higher wages, and at some point higher 
unemployment will eat into profitability. Helping 
to offset this would be any improvement in 
unemployment from elevated levels. The wild 
card is that as more S&P 500 profit is generated 
abroad, the health of the U.S. labor market may 
be decreasing in importance for corporate margins. 
 
The recent rise in commodity prices has also led 
to much speculation about the implications for 
margins. Historically, commodity costs and margins 

<!--?@?--!>

2

</!--?@?--!><!--?~?--!>

©2011 Cambridge Associates LLC

</!--?~?--!><!--?~?--!>

U.S. Market Commentary

</!--?~?--!>



generally have been positively correlated. Again, 
while this may seem counterintuitive, it is likely 
that the same forces that push commodity prices 
higher, such as economic growth in emerging 
markets, have also benefitted the S&P 500’s bottom 
line. In any event, the fact that S&P 500 firms both 
produce and consume commodities helps mitigate 
the sensitivity of margins to any fluctuations in 
prices. One way to think about this is by looking 
at the percentage of S&P 500 profits earned by 
different sectors. Commodity-sensitive sectors 
such as consumer staples and discretionary together 
accounted for 21% of index profits in 2010, while 
two sectors positively geared to commodities—
energy and materials—accounted for 16%. 
Industrials (10% of index profits) can also benefit 
from higher commodity prices, as rising energy 
and agricultural prices lead to increased demand 
for engineering firms and machinery. 
 
Capital expenditure (cap ex) levels have also 
come in for investor scrutiny, as capital stock in 
the United States is growing at the slowest pace 
since World War II. However, this has resulted in 
little boost to margins—recent cap ex spending 
by S&P 500 firms has been in line with historical 
averages. This apparent contradiction may be 
reconciled by the fact that much of this cap ex is 
occurring outside the United States. The example 
of the energy industry may be suggestive. According 
to BofA Merrill Lynch, Chevron, ConocoPhillips, 
and Exxon Mobil together are expected to account 
for nearly 14% of all S&P 500 cap ex next year; 
much of this spending is targeted for overseas. To 
the extent that this spending accrues to other S&P 
500 firms in the form of revenues as it has in the 
past, there may be no immediate impact on margins. 
Eventually, however, it may have implications for 
U.S. consumption-related spending if domestic 
employment remains depressed. 
 
A lower net interest expense for S&P 500 
companies boosted net margins in recent years, 
given less debt on corporate balance sheets and 

lower interest rates (Exhibit 7). (Note that we 
have excluded data for the financial sector when 
looking at the data, as interest is also a revenue 
for the sector and thus trends are less meaningful.) 
Looking forward, companies may continue to limit 
leverage, but it indeed seems likely that rates will 
eventually have to rise from historical lows, 
impacting net margins. However, why rates rise is 
important. For example, if interest rates are 
responding to an uptick in economic growth, 
companies may be able to pass on the cost to their 
customers. In contrast, if rates are rising during a 
period of stagflation, the implications would be far 
more negative. 
 
Finally, it is useful to analyze the relationship 
between tax rates and margins, as some believe 
lower corporate tax rates help explain today’s 
elevated margins. The fact that U.S. corporate tax 
rates have changed little over the past 20 years 
seems to undermine the suggestion that lower 
domestic taxes have played a role. The explanation 
may be that as an increasing percentage of profit 
comes from abroad, lower foreign tax brackets are 
what matters. This could explain why tax burdens 
for U.S. companies have been negatively correlated 
to net margin over time (Exhibit 8), and reinforces 
the importance of foreign sales in helping companies 
maintain current margins. 
 
In sum, much of the conventional wisdom 
regarding costs and margins may be misguided, 
failing to recognize the symbiotic relationship 
between the two and account for the importance 
of the business cycle. Further, as we continue to 
see a two-speed global economy, foreign activities 
have an ever more meaningful impact on S&P 
500 net margins, and the sensitivity of firms to 
domestic variables may be changing. Historical 
data is useful, but only if accompanied by an 
understanding of the nature of relationships and 
their context, not blind extrapolations.  
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Looking at Margin Mechanics 

In addition to considering the sensitivity of margins 
to cost structures and the business cycle, it is also 
useful to understand how index margins change 
when companies with different levels of profitability 
grow revenue at different rates. It is not necessary 
for individual companies to increase their margins 
for index margins to rise. Rather, index margins 
can rise when higher margin firms grow their sales 
more quickly than less profitable index members. 
For example, consider an index composed of 
two firms, Company A and Company B. Each 
company has $1 in sales but margins are 10% and 
20%, respectively. The index margin would be 
[($1*10%) + ($1*20%)]/$2.0, or 15%. After one 
year if Company B grows sales at 30%, however, 
and Company A has no growth, the index margin 
would rise to [($1*10%) + ($1.3*20%)]/$2.3, or 
16%. Some analysts refer to this dynamic as 
“margin math” or “margin mechanics.”1 This is 
linked to the earlier point that what, where, and 
to whom companies in the index sell evolves  
over time, and is supported by evidence that firms 
expanding into new markets typically experience 
faster rates of sales growth. 
 
Margin mechanics can be illustrated by examining 
trends in revenue across different sectors of the 
S&P 500 over the past two decades. Overall index 
revenue has grown at a compound annual rate of 
5.3%, but some sectors, such as health care and 
information technology, have grown more quickly 
(Exhibit 9), while others, such as materials and 
consumer discretionary, have lagged. As a result, 
the percentage of overall S&P 500 sales attributable 
to each sector has changed significantly. In  
1993, 22% of index sales came from consumer 
discretionary stocks; by 2010, it was just 13%. Over 
the same period, information technology revenue 

                                                   
1 See, for example, Goldman Sachs, “The Great Margin 
Mathematics Debate and 1Q Earnings Season Calendar,” 
April 8, 2011. 

increased from 6% to 10% of the total. During this 
period, diverging trends in margins for these sectors 
impacted the index margin (Exhibit 10). Consumer 
discretionary stocks saw net margins increase from 
3.4% in 1995 to 6.3% in 2010, while information 
technology stocks saw net margins double to 15.7%.  
 
These differences in revenue and earnings growth 
may help explain why net margins for the S&P 500 
are now higher than they have been for most of 
the last 15 years. Exhibit 11 compares what each 
sector in the S&P 500 contributes to overall index 
margin now to what it contributed 15 years ago. 
Four of the ten sectors in the S&P 500 are now 
actually less profitable than they were 15 years ago; 
as a result, their contribution to the overall index 
net margin has dropped, from 43% to 34%. 
Conversely, the contribution of sectors with higher 
net margins to overall index net margin has risen 
from 57% to 66%, even though their share of 
overall sales has actually dipped (from 72% to 65%).  
 
The two sectors that have shown the biggest 
improvement in profits—energy and information 
technology—have doubled their combined 
contribution to overall margin and now generate 
over 32% of overall index net margin. Mechanically, 
although the sales for the more profitable sectors 
in some instances have not grown as fast as those 
in industries where profitability has declined, net 
overall margin has risen due to the improved 
profitability of the more efficient industries.  
 
One thing that stands out in this analysis is  
that many of the sectors that have seen net margins 
(as percentage of sales) drop over the past 15 years 
are domestically focused, such as financials and 
utilities. In contrast, sectors with a high degree  
of international revenue, such as energy and 
information technology, have seen steady increases 
in margins and enjoy margins well above the index 
average. This reinforces the arguments about the 
importance of foreign profits, but also highlights 
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that S&P 500 profits are now vulnerable to 
slowdowns either at home or abroad. 
 
Exhibit 12 compares the top 20 companies by 
market cap in the S&P 500 at the end of 1995  
and 2010. In 1995, just four of the largest 20 
came from the information technology sector; in 
2010, this number had increased to six, underlining 
how company substitution in the index can 
impact margins. Google and Apple make sizable 
contributions to index margin, yet were not even 
part of the mega caps 15 years ago. It is interesting 
to note that margins for the information technology 
firms that do make an appearance on both lists 
have actually increased over the past 15 years, despite 
the apparent commoditization of products such  
as the personal computer and word processing 
software. This underlines these firms’ historical 
ability to protect margins through innovation and 
expansion into new geographic markets. The flip 
side, of course, is that some of their ventures into 
new product markets have had a negative impact 
on margins of other firms, and may ultimately put 
downward pressure on their own. 
 
 

Cyclical Versus Secular Trends 

While corporate margins ultimately should mean 
revert due to new competition, it is worth asking 
whether structural changes for a given industry 
can impact margins for extended periods. For 
example, some believe U.S. automakers (part of 
the consumer discretionary sector) may enjoy 
higher profits now that bankruptcies of some of 
the main players have allowed them to shed legacy 
costs for retirement and benefits. While there may 
be benefits in the short run, we are dubious of any 
long-term implications for margins. One reason is 
that the auto industry is global, and competition 
from Asian and European firms without such 
concerns is likely to keep a lid on margins. Another 
is that trimming these expenses has entailed 
reducing the purchasing power of at least some 

potential customers, which in turn may limit the 
price the industry is able to charge for its cars. 
  
The energy industry provides another example 
where some believe a secular change in profitability 
is occurring given increased demand from emerging 
markets. The near-term outlook for energy profits 
appears robust. However, we are again reluctant 
to agree that margins several years down the road 
will be higher given potential headwinds facing 
the industry. These include the increasing cost of 
tapping natural resources via techniques such as 
deep-sea drilling, substitutes such as wind and solar 
gaining traction, and the regulatory cloud hanging 
over the industry. 
 
One wild card for margins is the trend for the 
financial sector, which has been under attack 
from a number of directions since the financial 
crisis worsened in 2007. Financials are hugely 
important to the S&P 500, generating over 16% 
of overall margin in US$ terms in 2010 (Exhibit 
11). In 2010, financials earned $118 billion in net 
income, which equated to a net margin of 9.0%. 
While this represented rapid recovery from 
depressed levels of profitability in 2008–09, it was 
still well below the $214 billion of net income, or 
13.6% net margin, they earned at their 2006 peak. 
A number of dynamics will put pressure on 
financial profits in upcoming years, including higher 
funding costs, greater capital requirements, and 
increased regulatory scrutiny. Where the sector’s 
profits normalize will have a significant impact on 
overall index margins.  
 
 

Outlook for Margins 

The outlook for S&P 500 margin hinges on several 
factors, which include economic variables such  
as GDP growth and commodity prices, margin 
mechanics that relate to the composition of the 
index including the contribution to margins from 
foreign sales, and the regulatory environment.  
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Critics of the margin math argument point out 
that these dynamics have always been in place, yet 
index margins have always mean reverted. What 
may be different this time is the impact of foreign 
sales and the related growth of certain sectors, 
which may delay the period over which margins 
would normally compress. However, the headwinds 
to higher profitability should not be underestimated, 
particularly given that margins are at cyclical highs. 
On the domestic front, the state of the employment 
and housing markets is troubling, and government 
transfers will need to be cut back as pressure grows 
to balance the budget. The financial sector seems 
especially vulnerable, given pressure from regulators 
to raise capital and restrict profitable activities such 
as proprietary trading. Serving to offset this would 
be any improvement in the labor market, though 
it is clear that S&P 500 firms themselves may 
become less important here given more foreign 
operations. Meanwhile, the sustainability of high 
margin foreign sales should not be taken for 
granted, given the sovereign debt crisis in key 
trading partner Europe and the risk of a slowdown 
in China. The good news, at least for now, is that 
second quarter earnings thus far have looked 
positive in this regard. Through August 12, 58% 
of companies had beaten earnings estimates, with 
another 24% reporting earnings that were in line 
with expectations. Industries such as information 
technology have cited foreign sales as one driver 
of rebounding profits.  
 
To assess the potential impact on equities if margins 
or earning disappoint, it is worth examining what 
is baked into 2011 forecasts. Current consensus 
operating earnings are $99 for the S&P 500 this 
year, an 18% increase from 2010’s $84. Exhibit 13 
lays out some scenarios under which operating 
earnings could reach this level. Even if margins 
rise by 80 basis points to a new historical peak of 
9.1%, sales would still need to expand by 14% for 
earnings to reach $100. This revenue growth would 
be very unusual on a historical basis and under-
scores one risk to these estimates. Ned Davis 

Research reports year-over-year revenue growth 
has not been above 14% in over a decade, and 
since 1983 it has only been above 14% around 1% 
of the time. 
 
 

Investment Implications 

There are numerous takeaways from this discussion 
of margins. 
 
 Despite the macro environment weighing on 

margins of some individual companies, index 
margins may remain elevated. Eventually, 
margins will mean revert, and this could happen 
quickly, as it did during the 2008 downturn. 
However, assuming the U.S. economy continues 
to grow at even a lackluster pace, this may take 
longer than some suspect. This is especially 
true for offshore markets; Goldman Sachs 
believes that European corporate margins 
have been structurally rising for three decades, 
given shifts toward higher-margin industries 
and more flexible labor contracts.2 
 

 Investors need to consider more than domestic 
U.S. data when thinking about the outlook for 
margins and profits, given that the S&P 500 
generates over 30% of its profits abroad. 
Foreign sales impact margins two ways: they 
have higher margins and they have grown 
more rapidly than domestic equivalents. Of 
course, this opportunity is also a key risk. U.S. 
companies will need to work hard to protect 
their foreign sales. If the dominance of U.S. 
sectors such as technology fades in overseas 
markets, S&P 500 margins may feel a dis-
proportionate impact. Some good news may 
come from a weaker currency (Exhibit 14), as 
historically a weakening of the U.S. dollar  
has been associated with stronger margins. 

                                                   
2 Goldman Sachs, “The Margin Debate: Cyclical Risks 
Versus Structural Gains,” April 18, 2011. 
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However, opinions on the direction of the 
U.S. dollar are very mixed. Some believe that 
the currency may be poised for a rally as 
global risk appetite wanes.  
 

 Looking at the sensitivity of margins to specific 
U.S. statistics such as U.S. labor costs or taxes 
in isolation can be misleading, given foreign 
operations and the importance of business 
cycle. Statistics such as commodity and labor 
costs may also track margins in a way that 
seems counterintuitive for some. The impact 
of cap ex spending may be misunderstood, as 
it could be the case that as more occurs abroad, 
collateral benefits to other S&P 500 companies 
may not be as great as in the past.  
 

 It would not require a broad-based slowdown 
to see index margins suffer, given that a handful 
of firms generate a significant percentage of 
index margin. If even a handful of profitable 
mega caps were to experience disappointing 
sales growth or see margins erode, the impact 
on index margins would be disproportionate.  
 

 Even a positive outlook for index margins 
may mean little for equity investors given that 
there is little correlation between net margins 
and subsequent equity returns (Exhibit 15). 
There are several reasons for this, but chiefly, 
investors are more concerned with absolute 
levels of profits than margins. This may explain 
why there is also little relationship between 
margins and normalized earnings multiples, 
which have a greater predictive power over 
future returns (Exhibit 16). 

 
 

Recent Events 

In recent weeks, market volatility has increased, 
driven by worries over worsening economic data, 
the European sovereign debt crisis, and the U.S. 
debt ceiling debacle/political gridlock. This sell-

off has occurred despite a backdrop of impressive 
earnings for the S&P 500, as investors have 
switched focus to a potential slowdown. We agree 
that the absolute level of earnings is a concern, 
given that revenue estimates appear aggressive. 
However, we are less focused on margins, because 
index-level margins have more to do with the 
changing sources of S&P 500 revenues than they 
do with excessive profitability. This is not to say 
that margins won’t drop for some industries, and a 
few seem obvious candidates. Regulatory reform 
and higher funding costs continue to dampen 
financial profitability, while a sustained drop in 
energy prices may impact energy companies. 
 
Assessing the opportunity created by the recent 
equity sell-off is tricky, particularly given the recent 
choppiness of markets. However, following 
substantial volatility in August that included 
sizeable market declines, the total return of the 
S&P 500 through August 18 was -8.2%, and the 
drop from the April 29 high was 15.8%. This 
(at least for the moment) has improved many of 
the normalized valuation metrics we track for 
U.S. equities and brought some into a range that 
we would call fairly valued. Given this, we have 
suggested that those investors that were underweight 
U.S. equities could judiciously begin to rebalance 
toward targets. However, we would take a gradual 
approach to moving back to policy targets, 
developing a plan to do so on further meaningful 
declines, assuming no significant deterioration in 
long-term fundamentals. This would include looking 
at margins, and the reasons they may have changed. 
A decline in margins due to increased sales for 
less profitable sectors, for example, would be more 
favorable than one driven by disappointing sales at 
mega caps in technology and energy. ■ 
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