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I " them;. busi- ~;~~ ::~~~-~~~-y~~.~,~ ~JL~,~.jl.~~.,:;':~~': than most people expect, and it :

i nesses don't mvest, is going to entail far more pain :
: they don't spend on re- By MICHAEL J. MANDEL for workers. :Under mounting :
: search and develop- pressure from mvestors and cor- :
: ment, and they don't : porate boards to get their earn- :
: put money into new products. VITithout profits, there's no in- : ings up-without accounting tricks-executives are going to I
: centive for innovation or for the creation of new companies. : have to make deep cuts in payrolls and productive capacity. :
: 'Ib a large extent, it was the incredlole boom in profits dur- : Part of the problem is that most companies are shooting :
: ing the 1990s that made that decade feel so vibrant. Re- : for a return to the high profit levels of the late 1990s, which :
: ported earnings per share, adjusted for inflation, more than : were never completely real in the first place. Back then, :
: doubled between 1993 and 2000. Federal Reserve Chairman : many companies were finagling their numbers to make the re- :
: Alan Greenspan repeatedly pointed to higher profits as evi- : suIts seem better. What's more, a staggeringly large pool of :
: dence that productivity growth : profits was actually flowing out the door in the form of stock :
: had accelerated and that the: options, which were not figured into company earnings. B~- :
: U.S. economy had been trans- : nessWeek calculates that managers and workers at nonfinan- :
: formed. Corporate executives: cial S&P 500 businesses took home more than $100 billion in :
: used good earnings to justify : net proceeds from exercising stock options in 2000--enough to :
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: their big investments in technology, while investors saw high: wipe out most of the increase in operating earnings from 1997 :

: profits as a sign to jump into the market. And it was the: to 2000 (table, page 112). :

: sharp decline in profits in 2001 and the first half of 2002 : And while corporate productivity gains have turned out to :
: that made the economy feel so depressed, despite growth in : be real, higher productivity by itself does not guarantee high- :
: gross domestic product this year. : er profits in a competitive economy, U.S. corporations are :
: Now, corporate earnings seem to be coming back, com- : 25% more productive than they were in 1992. But by the gov- :
: pared with the very wealc third quarter of 2001, and Wall : ernment's figures, the aftertax profit rate on corporate invest., :
: Street strategists are predicting that the earnings rebound will : ment peaked in 1997. It likely stands at only 5.2% today, no :
I t. .t t I ..I
I con Inue In o nex year. ~ ! ~ higher than It was a I
: Goldman, Sachs & Co. es- : I decade ago and well be- :

: tirn~tes that co:porate op- : THE PROFIT BOOM OF THE 199O5- : low the long-term histori- :
I erating profits m 2003 will : -: cal average (chart), True, I
: increase by 12% to 14% : HARD TO REPEAT? : there are social gains from :
: over their 2002 levels. : 8 : higher productivity-in :
: "We're. n~t in a disas~er : AFTERTAX PROFIT RATE: the Jorm of higher real :
I scenario, says TobIas I ON INVESTMENT* : wages and greater con- ,
: Levkovich, equity strate- : 7 00.. , : sumer spending power- :
: gist at Salomon Smith: .: but corporations get very :
: Barney, who is forecast., : : little of it, according to :
: ing a 7.7% rise in operat., : 6 : WIlliam D, Nordhaus, an :
: ing profits in 2003 for: : economist at Yale Univer- :

~ : companies in the Standard : 5 0000 : sity who is examining the :
~ : & Poor's 500-stoclc index. : : link between

p roductivity:

0(, I

of I But let's be blunt: Prof- I: and profits. Instead, "you I

~ : its ma y very well rise I 0 ~- .~- .~-~- ' , , , , , , , , " I

J'ust find prices fallin g :u I , , : '88 '89 '90 '91 '92 '93 '94 '95 '96 '97 '98 '99 '00 '01 '02 : ." I
ffi : n,ext year-but It won,t : l.. PERCENT EST. I more rap~dly, he says, , :
~ I slmply be a normal bUSI- I *RATIO OF AFTERTAX CORPORATE PRoms TO CORPORATE STOCK OF PLANT AND EQUIPMENT: That IS further evl- I

S: ness recovery. The: Oata.BureauofEconomicAnalysis,BusinessWeBk : dence the road to higher :
:1:' I I I
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: profim will be a painful one. 'Ib meet their profit targem, c6m- : tough spot? The majn cause is a profound misunderstanding :

: panies will cut costs agajn and agajn, shuttering factories: of the relationship between productivity and profim. Everyone t

: and offices and shedding unprofitable lines of business. The re- :. from Alan Greenspan and Wall Street economists to corporate :

: cent spate of layoff announcements from companies such as : chieftains and financial journalists made the assumption that :

: mM, United Airlines\ Schlumberger, and Sun Microsystems, as : higher productivity and new technology would inevitably:

: large as they are, is just the start. Business Week estimates: translate into higher profits. :

I that in order to boost: It's true that for any single company, higher productivity- :

operating profits by: that is, output per worker-will increase the profits, at least :

12% during the next I for a while. That's how innovative companies prosper. But nei- :

i year, companies in the: ther theory nor history suggests that such gains should be :

: S&P 500 may have to cut some 900,000 jobs, or 4% of their : sustainable over the long or even the medium tenn. Econo- :

: workforce. That assumes revenues keep growing at the same I mism have long theorized that excess profim in a competitive :

: .sluggish 2% pace. Such a move would be the economic equiv- : market would be quickly eroded. For example, the economics :

: alent of an animal gnawing off its foot to get out of a trap. : textbook written by Robert H. Frank and Ben S. Bernanke, :

: "There will be a price to pay for the earnings improvement," : recently appointed a member of the Federal Reserve Board :

: says George Magnus, chief economist for UBs Warburg. : of Governors, says that markets in which businesses earn :

: The risk is that these massive layoffs could trigger a sort of: more than a "normal" profit will attract new entranm, driving :

: growth recession in the U. S., the mirror image of the economy: down prices until those excess profits disappear. "When peo- :

: during the past couple of years. Rather than buoyant con- : pie confront an opportunity for gain," write Frimk and :

: sumers and depressed executives, the environment is likely to : Bernanke, "they are almost always quick to exploit it." :

: sour for households even as busi- , : , Sure, there were some periods :

: ness investment strengthens. A : : when profim stayed strong. Back in :

: higher unemployment rate-per- : 'TH

E D RAG ON PROFITS : the 1960s, productivity growth was :

: haps topping 60/0--would badly: : high, and so were profit margins, :

: damage the housing and automo- : The same forces that held dow" U.S. : as U.S. companies took advantage :

: tive markets, both of which depend: corporate earnings in the second half: of the lack of real global competi- :

: on consumer willingness to borro-w: of the 1990s are stil!active today: tion to boost their earnings. But :

: and spend. And the banks that lent: : in the 1920s--the decade that most :

: heavily to consumers will see their : ,. RISING PAY FOR WORKERS: resembles the 1990s in im invest- :

: default rates skyrocket. "We're go- : 2.5 : ment boom and exuberant stock :

: !ng to be going through a tidal : 2 0 : market-the rapid growth of pro- :

: wave here," says Dean Baker, co-di- : .: ductivity did not lead to big in- :

: rector of the Center for Economic: 1.5 : creases in profitability. The share :

: & Poli~ Research in Washingto~ :. 1.0 : of national income going to profits :

I What s worse, compared WIth : : actually fell, from 9.7% in the 1910s :

: the recovery of the early 1990s, : 0.5 : to 8.2% in the 1920s. By contrast, :

: companies today are facing much: 0 : the share of national income going :

: weaker global demand, greater: : to labor soared as compensation :

: overcapacity in many markets, and: --0.5 : rose by some 40% in the boom of :

: higher labor expenses. Export fig- : ..~~~O~~~UARTER 2002 OVER YEAR EARUER, NONFINANCIAl cORPoRAnoNS : the 1920s, :

I ures are at best fiat, and all of the: : Still, there were plenty of people :

: world's major industrial countries: 2. LACK OF PRICING POWER: who believed that the boom of the :

: except Canada are expected to: 2 5 : 1990s was going to be different, :

: grow more sluggishly than the: .: and they had a plausible argument. :

: U. S. next year. Production capacity: 2.0 : The idea was that the development :

: in manufaeturing, already overbuilt, : 1 5 : of strong brand names, rapid tech- :

: is still increasing, making corpora- : .: nological progress, and the intro- :

: tions' pricing power nonexistent. : 1.0 : duction of new products and serv- :

: Above all, corporate labor cosm : 0.5 : ices would enable companies to :

: are still 30% higher, nearly $1 tril- : : stay ahead of competitors. The ex- :

: lion more, than they were in : : emplar was Intel Corp., which was :

: 1997-despite a recession, slow: --0.5 : able to keep margins up in the ul- :

t growth, and weak profim. Surpris- : .PERCENT *THIRO QUARTER 2002 OVER A YEAR EARUER : tracompetitive chip market by in- :

t . I I b ts tin to .I -ANNUAL RA1! OF CHANGE IN CONSUMER PRICES, OMmlNG SECTORS I t . h vil .
ch d d I I mg y, a or cos con ue nse I THATAREPRlMARILYNONCORPORA1! SUCH AS HOUSING PROFESSIONAL I ves mg ea y m resear an e- I

: much faster than revenues, with : MEDlCAtSERVICES,TUITION.ANOPERsONAlCARESERvicES : velopment and new plants and by:

: real wages and benefits growing: : repeatedly introducing new gener- :

: at a 2% rate during the past year. : 3. WEAK GLOBAL DEMAND: ations of faster, more powerful mi- :

: In addition, the downward pres- : 10 : croprocessors at premium prices. :

: sure on profits is taldng place: : For a few years in the 1990s, :

: around the world. Profit rates in : : Corporate America did indeed :

: Britain, France, and Germany are: : defy the somber predictions of : : far below where they were at the: : economists and dramatically boost- :

: beginning of the 1990s. And while: : ed earnings. Starting around 1993, :

: social-welfare laws malce it harder: : familiar names such as Coca-Cola, : ~

: for European companies to cut: : Procter & Gamble, 3M, General: ~

: worlcers, layoffs are starting to: '93-'97 '97-'01 : Motors, and Mercl{ were reinvigo- : ffi

: come at companies such as Erics- : -iPERCENT 'TIIREEMONTHS ENOINGAUGUST : rated, all enjoying skyrocketing: ;0

: son and -Deutsche BanIc. : 2002. OVER YEAR EMUER ' : profit growth over just a few:

: How did we get stuck in this : o.t.: Bur..u of labor St.lisli,s, BusinessKeek, U.S. Census BurCJIu : short years. In 1997, Gillette Co. :

, I I I

~ ~ ~ ~
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: There was a mood of re- :

: markable confidence among :

: CEOs that the gains would :

: continue. In 1997, Walt Dis- :

: ney Co. announced record :

: earnings of more than $1.9 :

: billion in 1997, four times :

: what it had earned a decade :

: earlier. "Our core Disney :

: business [is] in remarkably:

: healthy condition," wrote :

: CEO Michael D. Eisner in his :

: letter to shareholders in the :

: 1997 annual report. It is "an :

: era of tremendous success." :

: What made this economy- :

: wide profit surge especially:

: sweet was that it reversed :

: 25 years of slow earnings :

: growth and sliding profit :

: margins. Earnings per share :

: for the S&P 500, adjusted for :

: iniiation, had risen by only:
I 6% between 1968 and 1993, :

: even while the economy dou- :

: bled in size. The aftertax :
I rate of return on corporate :

: investment, using govern- :

: ment figures for profits, had :

: fallen from an average of :

: 7.8% in the 1960s to 7.0% in :

: the 1970s-to only 4.7% in :

: the 1980s. :

: But there was a problem: :

: After 1997, technology irn- :

: provements kept coming and :

: productivity kept rising. :

: Profits, however, did not. To :

: be sure, companies reported :

: that earnings per share for :

: the S&P 500 .jumped 26% :

: from 1997 to 2000, while op- :

: erating earnings rose by:

: some 13%. Nevertheless, :

: when government statisti- :

: cians were at last in a posi- :

: tion to collate the tax-return :

: data for those years, they:

: t'ound that profits for all cor- :

: porations actually fell by 6% :

: from 1997 to 2000, before :

Despite the recession and a year of slow g rowth cor p orate: ?ropping an addit.ionalI0% :
, I ill the 2001 recessIon. I

labor costs are nearl y $1 trillion hi g her now than in 1997 : What happened? It turns :

.lOUt that the marl{et econo- I

Surprisingly, real wages and benefits continue to climb, 1 :Je~~~~~ ~~:~lo~:r~:~ !

growin g at
a 2°/( rate dur,"

ng the pas t yea r: had expected. In.ind!l8tries :
O I from telecommunlcatlons to I

: retailing to consulting, those :
i ; ~ with the promise of good :
: reported net income of $1.4 billion, five times its late 1980s : profits attracted a tremendous wave of new entrants, along :
: level. : with souped-up capital spending by the industry leaders. :
: Earnings per share at S&P 5()Q companies rose from $22 in : The rapid movement of ideas across national boundaries, :
: 199:~ to almost $40 in 1997, an 80% increase. The govern- : aided by the Internet, accelerated the entry of competitors in :
: ment's figures for corporate profits, which are based on tax-re- : Europe t.Uld Asia in industries such as semiconductors and I
: turn data, increased b;V almost as much. Soaring profits: software. :
: seemed to justify the ever-rising stoclc prices and attracted: Compounding the profits problem was a dramatic acceler- :
: higher and higher levels of capital spending. : ation in wages. In tIle fIrst half of the 19908, wage gains re- I
I I I~ ~ J
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I II : economic weakness in Japan :

I: and Germany, made life :
: tough for corporations that :
: relied on sales abroad. Ex- :
: ports had been growing by:

I : 10% annually until 1997, :
: when growth came to a halt. :
: Today, exports are barely:
: higher than they were five :
: years ago. :
: Look no further than the :
: published earnings figures of :
: companies such as Disney, :

I: Gillette, and Coca-Cola to :
I : see the impact: All reported :

: sharply falling net income af- :
: ter 1997. Further, other com- :

.: panies obfuscated their prof- :
I : it decline. WorldCom and :

: Enron engaged in account- :
: ing shenanigans to cover up :
: their acute problems. From :

I: 1997 to 2000, these two com- :
: panies alone nearly quadru- :
: pled their level of reported :
: operating profits, from $1.9 :

I : billion to $7.4 billion-and a :
: considerable chunk of that :
: was probably overstated. In :
: the tech sector, reported :

I : earnings did soar from 1997 :
: to 2000, but misleading ac- :
: counting for stock options :
: concealed a tremendous :

I: transfer of wealth from :
I: shareholders and companies :

: to workers and managers. :
: There are different ways :

I: to measure the cost of stock :
: options, including assigning :

I: a value to options at the :
: time when they are grant- :

i: ed. However, the simplest- :
i i: and the one used by govern- :I I t t t . t ...t I
I --~ -~-- ~~ I men s a IS lclans-ls o .

: : count the net proceeds of ex- :
: SlOW GlOBAl GROWTH: ercised stock opti~ns as a :
I: payment by compames to la- :
: : bor. This method has tile ad- :
: Weak economies overseas have ke p t ex p orts at best flat: vantage. of measuring actual :
, , : cash gomg to workers. For I
I I if ,
I

and most maoor °lndustr Oal c t ° t d t : examp e, a manager exer- I

: J I oun rles are expec e o .cises 100 stock options with :
I I I
I I I th th U S ° th ° : a difference of $50 between I

: qrow more s ow y an e ..In e comlnq year: the marlcet price and the ex- :

~ ~ , ~ ercise price and then sells :
I I the shares, he walks away I
: mained relatively muted, enabling companies to pile up big: with $5,000 in cash. In many cases, the company opts to :
: profits. But after a lag of a couple of years, the labor marlcet : buy back those shares and thereby effectively pays out $5,000 :
: reacted to higher profits and faster growth just as economic: in cash to the employee. :
: theory would have predicted. Starting in 1996, as the unem- : Figured this way, the effective wealth transfer from options :
: ployment rate dropped below 5.5% or so, wage growth began: was huge. Although the numbers for these net proceeds are :
: to speed up. Real hourly wages for production and non- : not reported by most companies, Bu.S"i'ness Weelc was able to :
: supervisory workers, which had been falling since the early: estimate them based on data from annual reports. Look at :
: 1980s, finally began to rise. In this increasingly tight labor: what happened to Cisco Systems Inc. during this period. In :
: marlcet, stock-option issuance surged as part of the compen- : fiscal ye",o1r 1997, operating profits at Cisco, before tax, were :
: sation pacl{age for managers and other sldlled worlcers. : $2.1 billion and net proceeds from exercised stock options :
: Finally, lacklUE.-ter economies overseas worsened the profits : were between $700 million and $1 billion, according to our es- :
: outloolc. The aftermath of the 1997 Asian crisis, combined with : timates. By 2000, the picture had reversed dramatically: Op- :.I .
L ~ ~
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: erating profits had risen to $4.6 billion-but our estimates :
: show that workers and executives got at least $5 billion and: i
: likely as much as $8 billion in proceeds from exercising op- I :

I ,
: tions. The bottom line: Labor took away far more than the: I
: bus~ess.was making. ,. : There's alread

y an excess of U.S. :
: C1SCO IS an extreme case. But because the overall stock: :
: market was so frothy in 2000, there were plenty of other com- : °lndustr OIal capac OIty and more 8

15 on :
: panies where managers and workers took stock-option gains: ' :

: ~ excess of $1 billion. that year. By our c~culations, the list: the wa y-makin g it almost imposs i b le :
: mcludes such blue chips as General Electric, Dell Computer, I :

: Microsoft, Pfizer, and Inte~ not to mention Yahoo! and Lucent : f t o t ° ° :

: Technologies. In 2000, Enron checked in with stock-option lor corpora Ions o raise prices :

: ~ in excess of $1 billion as well. Once these gains are sub- : :
: tracted from profits, as the government does and as compa- : :
: nies do on their tax returns, much of the high reported prof- : Moreover, much of the country is still enjoying unemploy- :
: its melt away. I ment rates well below the 1996 level. Despite the devastation :
: Not all the gains in the late '90s were illusory. In the fi- : in the tech sector, the September unemployment rate in Cal- :
: nancial sector, operating profits are up 24% since 1997. Earn- I ifornia is only 6.3%, below the 7.2% average of 1996. Similarly, :
: ings fell on Wall Street, but commercial banks have had spec- : unemployment rates in New Jersey and New York are lower :
: tacular success. They benefited from a combination of low: than they were in 1996, despite the terrorist attacks and :
: interest rates and the consumer-spending boom, which boosted: the recession-in part because the banking and pharmaceu- :
I d . t d I .
I cre I -car usage 1 , tIcal sectors have :

! ::. r~rt~~i:.an~ 1 1 re~~;~ :stro~~~es !
: nancial-serVIces out- : : keep nsmg, compa- :

I threats to profitabil- I '.'\t'c;'~"'~".tii~~"'""Y'.'r,'"1"'1.;,~",,;!,\" c"'19971BIL)'" , """2000 IBIL:rc"". ,,\; CIIANGI' ,i~X; I estImates the prIC- .,

! ~~~~~S~ II ~~~IE !
: that the ?anking : PROFIT ADJUSTED FOR OPTIONS*** 458 9 8 : professional servic- :
: profits durmg the : : : es, and education :
: pagt few years were: PROFIT ADJUSTED FOR OPTIONS: tuition. If you ex- :
: buil~ on aggressive: AND INFLATION {2002 DOllARS) 503 527 4.8 : clude them, Busi- :
: len~g. That could I ,":\;:;",.:c,:"c :"'i)";:"',c'\c.c;""c'o : nessWeek calculates ,
I easily lead to more: ~ After,depieciatiol),butbefliretaxes,forS&P500nDi1finantialtDrporations:", c ' ;:;,ciC"\ I that the "corporate I,I '0 c c c c " : " , , .c " " ";. ." , I
I defaults if house- : 6,Base~ Dn\4o\argeoption.;usinrcorpDratiDns;plus as;ampleDftheJemainin~S&P,500!1Dnfinancialcilliipan)~::c:.c : consumer price in- :
: holds find them- : : dex" rose by only:
I selves stret h d to I c,the.s~koverJhefiscatJear.~lnusthe:av~rageexerc!sepn~a~JepDttetlby.thecompany,multlpll~tI!IY;h~:,; I 020/( .th I
: thi "Hi C e o : ;'numb~~ofexerclsedD~tiol)S.:";:i;"" ::'c, : .~ m e year :
I n. gher levels I :~*tRepDttetl operatingincDmeminuinet,stiltkoptiDnproceetls;~cc ", ',\';\,;!:;,;'".'";':c,.,,;,:'c,c;c'; I endmg September. I

! ~~i~ b:l~:~~ 1 ! :~t:r~~~~nough to i

: 2003," cautions Mi- And there's no :
: chael Mayo, a banlcing analyst at Prudential Securities. : relief for profits coming from overseas demand. Japan, the :
: Perhaps most disturbing, labor costs at commercial banl{S I second-largest economy in the world, is still mired in its :
: are still rising at a rapid rate. These banl{S have actually: long slump. Economic forecasters in Germany, the third- :
: added jobs over the course of the past year, and data from the: largest economy, have recently lowered their forecasts for eco- :
: Feder,j} Deposit Insurance Corp. show salaryand benefit pay- : nomic growth next year, from 2.4% to 1.4%. And while U.S. :
: ments rising at a 7% rate. As a result, as their earnings start : exports to China, one of the remaining bastions of global :
: to fall off, even banl{S : economic strength, have been rising, imports are growing :

will need to malce : even faster. As a result, the tr:lde deficit with China is up :
sharp worlcforce cuts. : 20~) during the past year. :

.The same is true for: The next couple years could be the the ultimate test of the :
: the entire economy. While the unemployment rate has risen: flexibility of the U. S. economy. Businesses will need to re- :
: from a low of 3.9% in 2lJOO to the latest figure of 5.60/() in : make themselves for a world where profits are much harder :
: September, it still hasn't been high enough to push down : to come by. Consumers will need to adjust to an economy:
: wages in most industries. rrhe lJ:ISt time the unemployment rate : where jobs are much more vulnerable and incomes less as- :
: was at this level for a sustained period was the first half of: sured. Such is the hard truth about profits. :
: 19tJ6-and tl1at's when wage g'.1ins aetuaUy began to accelerate. : With Marga.ret Popp er in Neu} Yor/c :
I I .I
~ ~ J
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