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e the lifeblood
of a  rket economy.
Without - them; busi-

don’t invest,

't spend on re-

and develop-
——-—-, -nd they don’t
put money into new products. Without profits, there’s no in-
centive for innovation or for the creation of new companies.

To a large extent, it was the incredible boom in profits dur-
ing the 1990s that made that decade feel so vibrant. Re-
ported earnings per share, adjusted for inflation, more than
doubled between 1993 and 2000. Federal Reserve Chairman
Alan Greenspan repeatedly pointed to higher profits as evi-

dence that productivity growth

had accelerated and that the
U.S. economy had been trans-
formed. Corporate executives
used good earnings to justify

process of boosting earnings is
going to be far more difficult
than most people expect, and it
is going to entail far more pain
for workers. Under mounting
pressure from investors and cor-
porate boards to get their earn-
ings up—without accounting tricks—executives are going to
have to make deep cuts in payrolls and productive capacity.

Part of the problem is that most companies are shooting
for a return to the high profit levels of the late 1990s, which
were never completely real in the first place. Back then,
many companies were finagling their numbers to make the re-
sults seem better. What’s more, a staggeringly large pool of
profits was actually flowing out the door in the form of stock
options, which were not figured into company earnings. Busi-
nessWeek calculates that managers and workers at nonfinan-
cial s&P 500 businesses took home more than $100 billion in
net proceeds from exercising stock options in 2000—enough to
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their big investments in technology, while investors saw high
profits as a sign to jump into the market. And it was the
sharp decline in profits in 2001 and the first half of 2002
that made the economy feel so depressed, despite growth in
gross domestic product this year.

Now, corporate earnings seem to be coming back, com-
pared with the very weak third quarter of 2001, and Wall
Street strategists are predicting that the earnings rebound will
continue into next year.
Goldman, Sachs & Co. es-
timates that corporate op-
erating profits in 2002 will
increase by 12% to 14%
over their 2002 levels.
“We’re not in a disaster
scenario,” says Tobias
Levkovich, equity strate-
gist at Salomon Smith
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wipe out most of the increase in operating earnings from 1997
to 2000 (table, page 112).

And while corporate productivity gains have turned out to
be real, higher productivity by itself does not guarantee high-
er profits in a competitive economy. U.S. corporations are
25% more productive than they were in 1992, But by the gov-
ernment’s figures, the aftertax profit rate on corporate invest-
ment peaked in 1997. It likely stands at only 5.2% today, no
higher than it was a
decade ago and well be-
low the long-term histori-
cal average (chart). True,
there are social gains from
higher productivity—in
the form of higher real
wages and greater con-
sumer spending power—
but corporations get very

THE PROFIT BOOM OF THE 1990s:
HARD TO RE

Barney, who is forecast-
ing a 7.7% rise in operat-
ing profits in 2003 for
companies in the Standard
& Poor’s 500-stock index.

But let's be blunt: Prof-

little of it, according to
William D. Nordhaus, an
economist at Yale Univer-
gity who is examining the
link between productivity
and profits. Instead, “you

its may very well rise P — Ty S
next year—but it won'’t AagEchgT 9 '91 '®2 '93 ‘g4

simply be a normal busi-
ness recovery. The
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just find prices falling

more rapidly,” he says.
That is further evi-

dence the road to higher
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profits will be a painful one. To meet their profit targets, com-
panies will cut costs again and again, shuttering factories
and offices and shedding unprofitable lines of business. The re-
cent spate of layoff announcements from companies such as
1BM, United Airlines; Schiumberger, and Sun Microsystems, as
large as they are, is just the start. BusinessWeek estimates
that in order to boost
operating profits by
12% during the next
year, companies in the
8&P 500 may have to cut some 900,000 jobs, or 4% of their
workforce. That assumes revenues keep growing at the same

- sluggish 2% pace. Such a move would be the economic equiv-

alent of an animal gnawing off its foot to get out of a trap.
“There will be a price to pay for the earnings improvement,”
says George Magnus, chief economist for UBs Warburg.

The risk is that these massive layoffs could trigger a sort of
growth recession in the U.S,, the mirror image of the economy
during the past couple of years. Rather than buoyant con-
sumers and depressed executives, the environment is likely to

tough spot? The main cause is a profound misunderstanding
of the relationship between productivity and profits. Everyone

- from Alan Greenspan and Wall Street economists to corporate

chieftains and financial journalists made the assumption that
higher productivity and new technology would inevitably
translate into higher profits.

It's true that for any single company, higher productivity—
that is, output per worker—will increase the profits, at least
for a while. That’s how innovative companies prosper. But nei-
ther theory nor history suggests that such gains should be
sustainable over the long or even the medium term. Econo-
mists have long theorized that excess profits in a competitive
market would be quickly eroded. For example, the economics
textbook written by Robert H. Frank and Ben S. Bernanke,
recently appointed a member of the Federal Reserve Board
of Governors, says that markets in which businesses earn
more than a “normal” profit will attract new entrants, driving
down prices until those excess profits disappear. “When peo-
ple confront an opportunity for gain,” write Frank and
Bernanke, “they are almost always quick to exploit it.”

ingly, labor costs continue to rise
much faster than revenues, with
real wages and benefits growing
at a 2% rate during the past year.

In addition, the downward pres-

**ANNUAL RATE OF CHANGE IN CONSLIMER PRICES, OMITTING SECTORS
THAT ARE PRIMARILY NONCORPORATE, SUCH AS HOUSING, PROFESSIONAL
MEDICAL SERVICES, TUITION, AND PERSONAL CARE SERVICES

3. WEAK GLOBAL DEMAND

vesting heavily in research and de-
velopment and new plants and by
repeatedly introducing new gener-
ations of faster, more powerful mi-

sure on profits is taking place

croprocessors at premium prices.

around the world. Profit rates in
Britain, France, and Germany are
far below where they were at the
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For a few years in the 1990s,
Corporate America did indeed
defy the somber predictions of

INCREASE economists and dramatically boost-

beginning of the 1990s. And while
social-welfare laws make it harder

ed earnings. Starting around 1993,

for European companies to cut

-familiar names such as Coca-Cola,
Procter & Gamble, 3M, General

workers, layoffs are starting to

'97-'01

Motors, and Merck were reinvigo-

come at companies such as Erics-
son and-Deutsche Bank.
How did we get stuck in this
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Data: Bureau of $.abor Stafistics, BusinessWeek, U.S. Census Bureau

rated, all enjoying skyrocketing
profit growth over just a few
short years. In 1997, Gillette Co.

*THREE MONTHS ENDING AUGUST,
2002, OVER YEAR EARLIER
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