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Have Lofty US Corporate Profit
Margins Finally Turned a Corner”?

Profit margins are regarded by many as one of the most reliably mean-
reverting time series in finance. In a global economy, high margin businesses
should, in theory, attract competition that will gradually erode the ability

of those companies to sustain significantly higher margins. Following the
global financial crisis, US corporate profit margins expanded to new all-time
highs. However, recent data seem to suggest weakness in this trend. Are

US companies (in aggregate) finally experiencing an overdue contraction in
margins or can profit margins continue to levitate?

This brief looks at how elevated US corporate profit margins are, outlines
the various factors that have contributed to their rise, and evaluates how
sustainable high margins are going forward.

Where Do Profit Margins Stand Today?

The Bureau of Economic Analysis provides an extensive history of economy-
wide US profit margin data dating back to the 1950s. Over the past 60 years,
domestic corporate profit margins' in the United States have averaged just
under 9%. After reaching an all-time high of 13.5% in third quarter 2013,
margins (along with GDP) contracted sharply at the start of 2014, dropping
over 3 ppts. After a slight rebound in the second quarter profit margins stood
at 11.1%, about 23% above the long-term historical average.

Turning to profit margins on an index level, the S&P 500 has enjoyed a steady
and robust rebound in corporate earnings since the depths of the global
financial crisis. From their trough in 2009 through the end of 2013, 12-month

! As measured by profits after tax over the gross value added by corporate businesses.
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US Corporate Profit Margins
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operating earnings per share of the S&P 500 have increased from $39.61 to $107.30 on
the back of rapid profit margin expansion (from 2.2% to 9.6%). Despite a lackluster US
economic recovery, profit margins (defined as net income divided by sales) of S&P 500
companies have hovered above 8% for nearly four years.

Drivers of Margins

Revenue. The increased reliance of US companies on foreign revenue is one explanation
for the high level of corporate profit margins in recent years. Prior to 1999, foreign
revenue as a percentage of total revenue remained below 20% for US-domiciled
companies. This ratio skyrocketed to 45% in 2008 and today, US companies still generate
about one-third of their income overseas. Foreign revenue is typically earned at a higher
margin than domestic revenue for several reasons, the largest of which may be the lower
effective corporate tax rates incurred overseas. The increased reliance of US companies
on foreign revenue is a trend that is likely here to stay.

Labor Costs. Long-term trends in the US labor market and the reduced bargaining
power of employees have resulted in slow wage growth that has contributed substantially
to the rise in US corporate profit margins. This is not a recent phenomenon, as
technological advances have improved productivity and reduced demand for unskilled
labor, while offshoring has also limited opportunities in the manufacturing sector.
However, the financial crisis and the resulting drop in economic activity further
exacerbated these stresses, as over two million jobs were shed in the construction and
manufacturing sectors between 2008 and 2011. Partially as a result, real annual wage
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Profits Earned Abroad as a Percentage of Total Profits for US Companies
1981-2013 « Percent (%)
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growth in the United States has averaged just 1.2% since the global financial crisis, less
than half the historical rate.

Interest Rates. An extended period of low interest rates has also buoyed corporate
profit margins. Historically, most periods of declining interest rates have been associated
with rising profit margins as debt servicing costs for companies are reduced. This has
clearly been the case in recent years, as interest expenses as a percentage of sales have
plummeted to 1.45% for non-financial companies within the S&P 500. Companies have
an even greater incentive to finance operations by issuing debt as interest expenses are
deductible on federal taxes. Looking ahead, the favorable interest rate environment will
not last forever, and the Federal Reserve has signaled its intention to raise short-term
rates as soon as the middle of 2015. However, the impact could be muted in the short
term as many companies have pushed out debt maturities, locking in today’s low rates for
several years to come.

Taxes. A lower ¢ffective corporate tax rate has exerted a favorable influence on profit
margins in recent years. While the statutory corporate income tax rate in the United States
has been 39% since the early 1990s, Goldman Sachs estimates that over the past ten

years fewer than 10% of S&P 500 firms have paid the statutory rate or higher and that
the median effective rate is nearly 10 ppts lower. The Government Accountability Office
arrived at an even lower figure, estimating that US companies with over $10 million

in assets paid US federal income taxes amounting to just 12.6% of worldwide income
(16.9% when factoring in total foreign, state, and local corporate income taxes). Much

of the discrepancy between the statutory income tax rate and the effective rate can be
directly attributed to the accumulation of untaxed offshore international profits, which
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S&P 500 ex Financials Net Interest Expense as a Percentage of Sales
1993-2013 « Percent (%)
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are associated with high margins thanks to lower offshore tax liabilities.” President Obama
has made it clear that reform measures are on his agenda but in the interim, the low
effective rate continues to help support elevated profit margins.

Revert to the Mean? Which Mean Do You Mean?

While profit margins recently contracted at the economy-wide level, S&P 500 margins
remain within a fraction of their all-time high. This is because the changing composition
of an index like the S&P 500 can have a profound impact on index-wide margins,
making comparisons to the past less meaningful. As we have previously written, “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.”” Consider the two sectors with the highest
profit margins: financials and information technology. Since 1990, the trailing 12-month
operating margins of these sectors have grown at a compound annual rate of 4.8%

and 2.6%, respectively, compared to the index average compound annual rate of 1.5%.
Over this same time period these two sectors also expanded their market capitalization
weightings from 8.2% and 6.6% to 16.1% and 18.8%, respectively, and they now
represent the two most heavily weighted sectors within the S&P 500. It should, perhaps,
come as no surprise that the profit margins of these two sectors are significantly higher
than that of the overall index.

* See Alex Jones et al., “Combing Through the Cash Pile,” Cambridge Associates Research Brief, July 24, 2014.
? See Wade O’Brien et al., “Can US Profit Margins Continue to Defy Gravity?,” Cambridge Associates US Market
Commentary, August 2011.
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S&P 500 Profit Margins by Sector
January 31, 1990 — September 30, 2014 « Percent (%)
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According to Goldman Sachs, the IT sector has had such a significant impact on index
margins that excluding these companies from the index puts the peak in S&P 500 margins
at 7.9% in third quarter 2011. I'T margins have outpaced the broader index since eatly
2004 for many reasons including the lower fixed cost structures of tech companies, the
relatively lower amounts of leverage than that employed in other sectors, and the fact
that, generally speaking, companies within the tech sector have become quite adept

at acquiring other companies that might become competitors. As recent months have
shown, however, the technology sector is highly cyclical, so it would be shortsighted to
expect elevated margins to persist indefinitely.

Considerations Going Forward

As noted earlier, some recent indications suggest that the sustained trend in profit
margin growth could be slowing or perhaps even reversing course. Slack in the economy
is diminishing and the gap between the number of unemployed and number of job
openings is narrowing, which should eventually put upward pressures on wages.
Corporate capital allocation in recent years will also likely impact the future course of
profit margins. Total buybacks and dividends as a percentage of sales have increased since
the early 1990s, but capital expenditure (excluding resource companies) has decreased.
Capex tends to boost profit margins because it is usually geared toward higher margin
products, and investing in assets such as property, plant, and equipment can enhance

the future productivity of a company. The notable lack of capex during this cycle could
impair the ability of companies to maintain their current level of profitability.

The Fed has dramatically scaled back its quantitative easing efforts and is expected to
embark on a series of rate hikes as early as next summer. Partially as a result, the US
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Dividends, Buybacks, and Capital Expenditure of S&P 500 Companies
1993-2013 * Percent (%)
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dollar has risen (in some cases dramatically) against most developed and emerging
markets peers. If the dollar’s strength persists given the ultra-loose monetary policies of
other central banks around the globe, this could pressure margins by making US exports
less competitive with those of countries whose currencies have seen relative depreciation.
US$ strength also reduces the value of sales abroad when translated back into US dollars.

The Bottom Line

A multitude of structural changes have driven US profit margins higher in recent years,
which could impact the mean to which they revert and the time they take to get there.
When the current cycle does turn, margins and profits could fall faster than GDP as mean
reverting series tend to overshoot their averages. A contraction in profit margins would
likely be negative for US equities. If companies react to falling margins by further delaying
necessary hiring and capital expenditure, this could trigger a vicious cycle of slower
economic growth. m




2014 Research Brief | October 13

Contributors

Bob Sincerbeaux, Investment Associate

Exhibit Notes

US Corporate Profit Margins

Sources: Bloomberg L.P., Standard & Poor’s, Thomson Reuters Datastream, and US Bureau of Economic Analysis (NIPA).
Notes: S&P 500 data start first quarter 1990. All data are quarterly. NIPA profit margins are measured by profits after tax over
the gross value added by corporate businesses.

Profits Earned Abroad as a Percentage of Total Profits for US Companies

Sources: Thomson Reuters Datastream and US Bureau of Economic Analysis (NIPA).

Notes: Data are annual and seasonally adjusted. Corporate profit margins include inventory valuation adjustments and capital
consumption adjustments.

S&P 500 ex Financials Net Interest Expense as a Percentage of Sales
Sources: FactSet Research Systems, Standard & Poor’s, and Standard & Poor’s Compustat.
Note: Data are annual.

S&P 500 Profit Margins by Sector
Sources: Bloomberg L.P and Standard & Poor’s.
Note: Data are monthly.

Dividends, Buybacks, and Capital Expenditure of S&P 500 Companies
Sources: FactSet Research Systems and Standard & Poor’s.
Note: Data are annual.

Copyright © 2014 by Cambridge Associates LLC. All rights reserved.

This report may not be displayed, reproduced, distributed, transmitted, or used to create derivative works in any form, in whole or in portion, by
any means, without written permission from Cambridge Associates LLC (“CA”). Copying of this publication is a violation of US and global copyright
laws (e.g., 17 U.S.C. 101 et seq.). Violators of this copyright may be subject to liability for substantial monetary damages. The information and
material published in this report is nontransferable. Therefore, recipients may not disclose any information or material derived from this report to
third parties, or use information or material from this report, without prior written authorization. This report is provided for informational purposes
only. The information presented is not intended to be investment advice. Any references to specific investments are for illustrative purposes only.
The information herein does not constitute a personal recommendation or take into account the particular investment objectives, financial situa-
tions, or needs of individual clients. This research is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction. Some
of the data contained herein or on which the research is based is current public information that CA considers reliable, but CA does not represent
it as accurate or complete, and it should not be relied on as such. Nothing contained in this report should be construed as the provision of tax or
legal advice. Past performance is not indicative of future performance. Any information or opinions provided in this report are as of the date of the
report, and CA is under no obligation to update the information or communicate that any updates have been made. Information contained herein
may have been provided by third parties, including investment firms providing information on returns and assets under management, and may not
have been independently verified.

Cambridge Associates, LLC is a Massachusetts limited liability company with offices in Arlington, VA; Boston, MA; Dallas, TX; and Menlo Park,
CA. Cambridge Associates Fiduciary Trust, LLC is a New Hampshire limited liability company chartered to serve as a non-depository trust compa-
ny, and is a wholly-owned subsidiary of Cambridge Associates, LLC. Cambridge Associates Limited is registered as a limited company in England
and Wales No. 06135829 and is authorized and regulated by the Financial Conduct Authority in the conduct of Investment Business. Cambridge
Associates Limited, LLC is a Massachusetts limited liability company with a branch office in Sydney, Australia (ARBN 109 366 654). Cambridge
Associates Asia Pte Ltd is a Singapore corporation (Registration No. 200101063G). Cambridge Associates Investment Consultancy (Beijing)

Ltd is a wholly owned subsidiary of Cambridge Associates, LLC and is registered with the Beijing Administration for Industry and Commerce
(Registration No. 110000450174972).





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.6
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects true
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<


    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>



    /HUN <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>


    /SKY <>

    /SUO <>
    /SVE <>
    /TUR <>

    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [612.000 792.000]
>> setpagedevice


