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Corporate Profits: A Problem in 2019?
Executive Summary
Corporate profits surged in 2018 thanks to faster growth in real GDP and a reduction in the
corporate tax rate. Profit growth is unlikely to be as strong in 2019, however. Slower GDP growth
and higher costs as the labor market tightens further and interest costs rise suggest profit growth
is likely to have already peaked. Stronger productivity growth should mitigate some of these latecycle strains on profits, as businesses get more out of their existing workforce. Nevertheless, we
forecast that before-tax corporate profits for the broad economy will increase only 5% in 2019 after
increasing nearly 8% this year. While there are technical differences with our economy-wide
measure and more market-oriented measures of profits, the slowdown could be troubling to
investors as well as a headwind to new investment and hiring in the year ahead.

Has Profit Growth Peaked?

In our recently released 2019 Annual Economic Outlook, we forecast that growth in before-tax
profits will downshift from nearly 8% in 2018 to about 5% in 2019 before flattening out in 2020
(Figure 1). We look for growth in after-tax profits, which we project jumped 16% in 2018 because
of the corporate tax cuts earlier this year, will decelerate meaningfully as well. A natural concern
for many investors would be the potential implications of slower profit growth for the stock market.
Figure 1
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We are not stock market strategists, so we will not opine on valuations and the direction of the stock
market. Moreover, there are some technical differences between our measure of profits, which
come from the quarterly National Income and Product Accounts (NIPA, commonly referred to as
the GDP accounts), and measures of profits that readily spring to the mind of most investors, such
as the profits of the S&P 500 companies. For starters, the NIPA measure includes profits from
current production only. S&P profits include changes in asset valuations such as pension plans. The
NIPA measures include profits for all of the corporations in the U.S. economy, while the

This report is available on wellsfargo.com/economics and on Bloomberg WFRE.
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S&P 500 measure is limited to publically traded corporations. In short, NIPA and S&P 500 profit
measures differ in both coverage and accounting methodologies.1
That said, the year-over-year growth rate in NIPA profits has a fair degree of correlation with
growth in S&P profits (Figure 2). So slower growth in the former in coming quarters implies that
growth in the latter probably will downshift as well. In addition to troubling investors, slower profit
growth points to more difficulty for firms to finance new investment or hire workers.

Look Out Below?
We see a number of factors weighing on profit growth in the coming year. First, slower GDP growth
in the upcoming year points to a more moderate pace of revenue growth. While after-tax profits
received a significant boost in 2018 from the reduction in corporate tax rates, before-tax profit
growth also looks to have had the best year since 2012 as sales accelerated alongside GDP. As overall
GDP growth reverts back to its trend, the weaker sales environment should weigh on revenue
growth.
At the same time that sales growth is slowing, costs at corporations are rising. First, as interest rates
head higher, the cost of servicing the record amount of corporate debt is expected to climb. Input
costs are also increasing amid strained resource availability. Higher material costs are unlikely to
dent the economy’s aggregate profit picture, because one company’s costs are, in many cases,
another company’s revenue, but labor availability is another story. In that regard, compensation
costs are rising now that there is little, if any, slack in the labor market. We forecast that the
Employment Cost index will rise more than 3% in 2019, which would be the fastest pace in 12 years.
Although we
look for a
moderation in
profit growth,
we do not
anticipate an
acute squeeze
on profits.

Although we look for a moderation in profit growth, we do not anticipate an acute squeeze on
profits. For one, more companies report raising prices than at any point in the current expansion,
although that may only be a temporary salve, as presumably workers would begin to push for even
higher wages if inflation picked up broadly (Figure 3). Second, and more favorable for the mediumterm profit picture, is a pickup in productivity growth. Up to this point in the cycle, muted wage
gains have kept a rein on unit labor costs. More recently, however, a rebound in productivity growth
has kept unit labor costs in check even as compensation costs have grown (Figure 4). We expect to
see some further improvement in productivity growth in the year ahead as the tight state of the
labor market encourages companies to invest more in labor-saving technology.
Figure 3

Figure 4
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United States. Bureau of Economic Analysis. "BEA Briefing: Comparing NIPA Profits With S&P 500
Profits," in United States. Bureau of Economic Analysis. "March 2011,"Survey of Current
Business (March 2011): 28-33.
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Should We Worry About Profits in 2019?
Nevertheless, we see the level of corporate profits in this cycle peaking late in 2019, which generates
some valid macroeconomic concerns. As a quick glance at Figure 1 indicates, the year-over-year
rate of profit growth usually turns negative before the economy falls into recession.2 Figure 5, which
shows the average dynamics in NIPA profits over past cycles, reinforces this point. On average over
the past eight cycles, NIPA profits have peaked four quarters before the economy has entered into
a recession. Profits remain more or less flat for the next three quarters before declining one quarter
before the peak in real GDP. Looking at the three most recent cycles, however, profits have peaked
earlier, leading a broad downturn in the economy by seven quarters. Investment spending follows
profits lower, which then weighs on employment as the economy slides into recession.
Figure 6

Figure 5
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The good news is that although we forecast that profit growth will turn modestly negative at the
end of 2020, it will not weaken to the same degree as it has prior to past recessions. The bad news
is that errors are associated with all models, so model-based forecasts of profits are not always
precise. In short, there are some developments that could cause profit growth to turn negative
earlier and more deeply than our forecast.
For example, if growth was to slow faster than we currently expect, profits would deteriorate more
quickly. There are no shortages of risks on the horizon at present. Excessive interest rate hikes by
the FOMC or abrupt tightening in financial conditions more broadly could lead to a sharp slowdown
in real GDP growth. An escalation in trade tensions or other exogenous shocks could also slow GDP
growth more than we expect. In addition to slowing growth, higher tariffs on additional goods are
also likely to weigh on profits since companies may have difficulty passing the entire increase in
input costs onto buyers.

Profit growth
will turn
modestly
negative, but not
weaken to the
same degree as
it has prior to
past recessions.

Furthermore, a pickup in unit labor costs could erode profit margins (Figure 6). With a slew of
measures pointing to the tightest labor market in decades, wage costs could accelerate more
quickly. Unless productivity growth picks up in a commensurate fashion, unit labor costs would
rise and put pressure on profits. We anticipate productivity will advance about 2% this year, close
to its average over the past 20 years, as difficulty finding labor leads firms to lean more on capital.
That pace of productivity growth is a meaningful increase, however, from the 1.1% average of the
current expansion. If productivity continues to grow at a historically slow pace, the tight state of
the labor market could lead to a sharper decline in profits.

Profit growth turned negative in 2015-16 when the collapse in oil prices sharply reduced profits in the
energy sector. The economy did not slip into recession, but the year-over-year rate of real GDP growth
slowed to only 1.3% in Q2-2016.
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The deceleration
in before-tax
profits should be
fairly modest.
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Corporate profit growth is set to slow in 2019, although the deceleration in before-tax profits should
be fairly modest. Slower sales growth and rising costs—particularly for labor—are set to weigh on
profits, but, at 2.7%, GDP growth is anticipated to remain fairly solid, while stronger productivity
growth is keeping a lid on unit labor costs. Should productivity growth and/or GDP growth weaken
materially, however, the slowdown in profit growth would likely be more acute. We see the level of
corporate profits peaking late in 2019 before edging lower in 2020. Given that profits tend to peak
a year or two before a recession, that could be troubling to investors as well as a headwind to
investment and hiring in the year ahead.

Wells Fargo Securities Economics Group
Diane Schumaker-Krieg

Global Head of Research,
Economics & Strategy

(704) 410-1801
(212) 214-5070

diane.schumaker@wellsfargo.com

Jay H. Bryson, Ph.D.

Global Economist

(704) 410-3274

jay.bryson@wellsfargo.com

Mark Vitner

Senior Economist

(704) 410-3277

mark.vitner@wellsfargo.com

Sam Bullard

Senior Economist

(704) 410-3280

sam.bullard@wellsfargo.com

Nick Bennenbroek

Macro Strategist

(212) 214-5636

nicholas.bennenbroek@wellsfargo.com

Azhar Iqbal

Econometrician

(704) 410-3270

azhar.iqbal@wellsfargo.com

Tim Quinlan

Senior Economist

(704) 410-3283

tim.quinlan@wellsfargo.com

Sarah House

Senior Economist

(704) 410-3282

sarah.house@wellsfargo.com

Charlie Dougherty

Economist

(704) 410-6542

charles.dougherty@wellsfargo.com

Erik Nelson

Macro Strategist

(212) 214-5652

erik.f.nelson@wellsfargo.com

Michael Pugliese

Economist

(212) 214-5058

michael.d.pugliese@wellsfargo.com

Brendan McKenna

Macro Strategist

(212) 214-5637

brendan.mckenna@wellsfargo.com

Abigail Kinnaman

Economic Analyst

(704) 410-1570

abigail.kinnaman@wellsfargo.com

Shannon Seery

Economic Analyst

(704) 410-1681

shannon.seery@wellsfargo.com

Matthew Honnold

Economic Analyst

(704) 410-3059

matthew.honnold@wellsfargo.com

Donna LaFleur

Executive Assistant

(704) 410-3279

donna.lafleur@wellsfargo.com

Dawne Howes

Administrative Assistant

(704) 410-3272

dawne.howes@wellsfargo.com

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S. broker-dealer registered with the
U.S. Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the Securities Investor Protection Corp. Wells
Fargo Securities, LLC, distributes these publications directly and through subsidiaries including, but not limited to,
Wells Fargo & Company, Wells Fargo Bank N.A., Wells Fargo Clearing Services, LLC, Wells Fargo Securities International Limited,
Wells Fargo Securities Canada, Ltd., Wells Fargo Securities Asia Limited and Wells Fargo Securities (Japan) Co. Limited.
Wells Fargo Securities, LLC. is registered with the Commodities Futures Trading Commission as a futures commission merchant and is a
member in good standing of the National Futures Association. Wells Fargo Bank, N.A. is registered with the Commodities Futures Trading
Commission as a swap dealer and is a member in good standing of the National Futures Association. Wells Fargo Securities, LLC. and
Wells Fargo Bank, N.A. are generally engaged in the trading of futures and derivative products, any of which may be discussed within this
publication. Wells Fargo Securities, LLC does not compensate its research analysts based on specific investment banking transactions.
Wells Fargo Securities, LLC’s research analysts receive compensation that is based upon and impacted by the overall profitability and
revenue of the firm which includes, but is not limited to investment banking revenue. The information and opinions herein are for general
information use only. Wells Fargo Securities, LLC does not guarantee their accuracy or completeness, nor does Wells Fargo Securities, LLC
assume any liability for any loss that may result from the reliance by any person upon any such information or opinions. Such information
and opinions are subject to change without notice, are for general information only and are not intended as an offer or solicitation with
respect to the purchase or sales of any security or as personalized investment advice. Wells Fargo Securities, LLC is a separate legal entity
and distinct from affiliated banks and is a wholly owned subsidiary of Wells Fargo & Company © 2018 Wells Fargo Securities, LLC.
Important Information for Non-U.S. Recipients
For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K. incorporated
investment firm authorized and regulated by the Financial Conduct Authority. For the purposes of Section 21 of the UK Financial Services
and Markets Act 2000 (“the Act”), the content of this report has been approved by WFSIL, an authorized person under the Act. WFSIL does
not deal with retail clients as defined in the Directive 2014/65/EU (“MiFID2”). The FCA rules made under the Financial Services and
Markets Act 2000 for the protection of retail clients will therefore not apply, nor will the Financial Services Compensation Scheme be
available. This report is not intended for, and should not be relied upon by, retail clients.

SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE

