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Key Takeaways

•	 U.S. corporate profit growth is likely to enjoy 

a bounce during the rest of 2017, but a mix of 

cyclical dynamics suggests moderating growth 

over the next 12–18 months.

•	 A tightening labor market and monetary policy 

indicate a solid U.S. expansion, but they also 

constrain the upside for profit growth. 

•	 Renewed cyclical growth overseas—combined 

with the maturing U.S. business cycle back-

drop—suggests the gap in economic perfor-

mance between the U.S. and the rest of the 

world that persisted during the past several 

years has now disappeared.

•	 Improved profit conditions and relatively attrac-

tive valuations have made international equities 

more attractive relative to U.S. stocks.

•	The synchronized global expansion provides 

a solid backdrop for riskier assets, but smaller 

asset allocation tilts are warranted due to the 

more mature phase of the business cycle.

The U.S. business sector remains steady, and profitability 

has recovered from the global-trade-induced earnings 

recession that lasted from mid-2015 through mid-

2016. With fewer headwinds from weak crude oil prices 

and the stronger dollar, corporate earnings grew at a 

positive rate at the end of 2016, a trend that is likely to 

persist throughout the rest of 2017. Moreover, following 

the November election, business sentiment and 

investor optimism surged in anticipation that the new 

administration would target pro-business policies that 

might boost corporate profitability.  

U.S. earnings outlook: Five factors to watch
Once the near-term bounce in earnings subsides, 

however, a mix of cyclical dynamics in the U.S. is likely 

to generate increasing challenges for corporate profit 

growth. One way to illustrate what these challenges look 

like is to use a financial formula for calculating corporate 

profitability for shareholders, known as the DuPont 

analysis for return on equity (ROE).1 DuPont analysis 

breaks down the sources of ROE into five components: 
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EXHIBIT 1: Components of companies’ profitability are not 
moving in lockstep.  

DuPont Formula for Calculating Corporate Profitability

ROE: return on equity. The equation represents an illustrative diagram of the 
DuPont formula: ROE = (earnings before interest and taxes/sales) x (sales/
assets – interest expense/assets) x (assets/equity) x (1- tax rate). Fidelity 
Investments (AART), as of 3/31/17.

Shading represents U.S. economic recession as defined by the National 
Bureau of Economic Research (NBER). Sources: Bureau of Economic Analysis, 
NBER, Haver Analytics, Fidelity Investments (AART), as of 12/31/16. 

EXHIBIT 2: Rising wages will likely put pressure on company 
profitability. 

Employee Compensation and Corporate Profit Margins

profit margins, operating efficiency, interest burden, 

leverage, and tax burden (see Exhibit 1).  

DuPont analysis suggests that companies can raise 

profitability for equity shareholders through various 

combinations of the following five actions: increasing 

profit margins, improving productivity, reducing interest 

costs, increasing debt, and/or reducing taxes paid. 

This update will break down how the business cycle is 

influencing these different components and how they 

collectively point to a more moderate earnings growth 

trend over the next 12–18 months.

1. Rising wages chip away at record profit margins

One way for corporations to boost ROE is through 

higher profit margins—earnings as a share of sales. 

The past several decades of rising globalization have 

provided corporations with access to cheaper sources 

of labor, reducing worker compensation while bringing 

profit margins to record highs. In addition, the extreme 

level of unemployment seen during the last recession 

significantly depressed labor costs, further boosting 

margins during this cycle (see Exhibit 2). Both dynamics 

have pushed profit margins to record-high levels during 

the past several years, but today both dynamics are 

starting to change. Secularly, globalization may be 

peaking (see “Rates and Inflation—A Secular Shift?” 

Fidelity Q1 2017 Quarterly Market Update), and from a 

cyclical perspective, labor markets have now tightened 

to the point that they are beginning to generate more 

meaningful wage pressures for corporations. As a result, 

profit margins have started to come under pressure, and 

companies may have difficulty expanding profit margins 

from such elevated levels. 
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Sources: Congressional Budget Office, Fidelity Investments (AART), as of 
2/28/15. 

Shading represents U.S. economic recession as defined by the National Bureau 
of Economic Research (NBER). The seven-year lead in real intellectual capex 
compares what happened with capital investment (capex) seven years ago to 
what is going on with productivity today, to highlight the importance of capex in 
generating future productivity gains. Sources: NBER, Bureau of Economic 
Analysis, Bureau of Labor Statistics, Haver Analytics, Fidelity Investments (AART), 
as of 12/31/16. 

EXHIBIT 3: Fiscal stimulus tends to produce less of a boost 
to growth later on in the economic cycle. 

Impact of $1 Fiscal Stimulus Boost over Next Two Years

EXHIBIT 4: Subdued business investment this cycle does not 
set the stage for strong productivity growth. 

U.S. Corporate Capital Spending and Productivity

2. Cyclical boost to operating efficiency (productivity) 
is harder after underinvestment

Operating efficiency—sales as a proportion of assets—

can be increased by growing top-line sales or improving 

asset productivity. Top-line sales growth has recovered 

along with the stabilizing global economic backdrop, and 

potential fiscal stimulus could further boost U.S. growth 

cyclically (see “What It Would Take for U.S. Economy to 

Grow at 4% Rate,” March 2017 Business Cycle Update). 

However, historically the benefits of such fiscal stimulus 

have been relatively limited when the economy is close 

to full employment and the Fed is tightening monetary 

policy—as is the case in the U.S. today (see Exhibit 3).

Additionally, stronger productivity growth historically has 

tended to follow periods of higher capital expenditures. 

Over the shorter term, corporations can invest toward 

projects that improve productivity, but it can take years 

for many investments to produce benefits (see Exhibit 

4). Therefore, the lack of capital expenditures during 

this business cycle does not set the stage for more 

robust productivity growth. From a secular standpoint, 

productivity growth is further restrained due to the 

fact that the U.S. is a mature economy with aging 

demographics. 

3. Rising rates may raise interest burdens

Interest burden, or interest expense as a share of 

earnings, is a cost to businesses that influences a 

company’s overall profitability. Interest expense has 

been near historical lows for much of this cycle due to 

the low interest rate environment (see Exhibit 5). With 

the Federal Reserve having grown more confident in 

the inflation backdrop and the need for more regular 
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EXHIBIT 5: With the Federal Reserve picking up the pace of monetary tightening, interest expense may begin to rise, and it 
might be difficult for corporations to continue to boost ROE via higher levels of leverage. 

Interest Expense and U.S. Corporate Debt

Corporate Debt Outstanding: Total amount of bonds in the Bloomberg Barclays U.S. Corporate IG and HY Bond Indices. High-yield bonds have ratings of BB or lower 
as determined by Bloomberg Barclays with S&P/Moody’s and Fitch credit ratings. Shading represents U.S. economic recession as defined by the National Bureau of 
Economic Research (NBER). Sources: Bloomberg Barclays, NBER, Bureau of Economic Analysis, Haver Analytics, Fidelity Investments (AART), as of 12/31/16.

rate hikes, debt financing has already become more 

expensive. We expect companies’ interest burdens to 

continue to rise from these low levels, which will hinder 

profitability. 

4. Rising rates may also limit leverage

Companies can also increase profitability by taking on 

more leverage. Since the 2008 recession, corporate 

debt outstanding has surged amid record-low interest 

rates (see Exhibit 5). Companies have used some of 

the proceeds of this debt issuance to buy back shares 

of their own stock—which directly boosts earnings per 

share as it decreases the number of shares outstanding—

and, to a lesser extent, reinvest in their businesses. 

However, with the Fed’s monetary tightening cycle 

under way, credit growth is likely to slow, providing less 

potential for companies to use debt financing to boost 

earnings.

5. Tax burdens are high, but might fall

Taxes can have a meaningful impact on a company’s 

profitability, and they are perhaps the one component 

that has the potential to substantially raise earnings 

growth over the course of the next year. The new 

administration’s stated priority of cutting corporate 

tax rates would be an overt positive for corporate 

profitability by reducing the tax burden. This would 

particularly benefit domestically oriented companies that 

earn most of their profits in the U.S., where corporate tax 

rates are higher than in many foreign countries. 

U.S. earnings summary:

•	 The U.S. is set to experience a 2017 boost in corporate 

profitability due in part to improvement in the energy 

sector and the global economy.
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EXHIBIT 6: The global economy is experiencing a synchronized global acceleration, with many developed economies in mature 
expansion and emerging markets in earlier recovery. 

Business Cycle Framework

Note: The diagram above is a hypothetical illustration of the business cycle. There is not always a chronological, linear progression among the phases of the business 
cycle, and there have been cycles when the economy has skipped a phase or retraced an earlier one. Source: Fidelity Investments (AART), as of 3/31/17.

•	 The 12-to-18-month outlook is more uncertain, and 

economic growth is likely to be constrained by more 

mature cyclical dynamics. 

•	  Although none of the earnings components are 

flashing near-term red, the majority of them are 

facing increasing cyclical (and, in some cases, secular) 

headwinds.

•	 The most positive earnings story may derive from 

changing tax policy.

International earnings growth: Gap  
with U.S. closes  
The global economy is experiencing a relatively steady, 

synchronized, global expansion, with low odds of 

imminent recession in most major economies (see Exhibit 

6). Broadly speaking, most developed economies are in 

more mature (mid to late) stages of the business cycle. 

Germany, France, and Italy have continued to experience 

improving business and consumer confidence, and 

credit access, despite looming election uncertainty. 

Japan is experiencing a similar improvement in business 

conditions, as global demand for goods has improved. 

The U.K., Canada, and Australia also remain in economic 

expansion, although their housing markets have shown 

recent signs of deterioration.    

At the same time, emerging-market economies have 

been boosted by the improved cyclical trajectory 

of China, which catalyzed the recovery in the global 
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manufacturing, trade, and commodity industries. Broader 

activity in China has continued to stabilize and improve 

on the margins in early 2017, although policymakers’ 

recent pullback of monetary and credit stimulus will 

serve to constrain that country’s cyclical upside going 

forward. This renewed cyclical growth in international 

economies—combined with the maturing U.S. business 

cycle backdrop—suggests the gap in economic 

performance between the U.S. and the rest of the world 

that has persisted during the past several years has now 

disappeared.

Accordingly, the gap in corporate earnings growth 

between the U.S. and the rest of the world has also 

narrowed for the first time in several years (see Exhibit 7). 

During the past 12 months earnings growth in emerging 

markets has actually outpaced earnings growth in the U.S. 

That said, although the growth gap has largely closed, 

the absolute magnitude of that earnings growth remains 

subdued—highlighting the generally mature nature of 

the global business cycle.

International summary: 

•	 International equities have become relatively more 

attractive after several years of underperforming 

U.S. stocks.  

•	 Improved cyclical dynamics have closed the gap 

between international and  U.S. economic and  

profit growth.

•	 Price-to-earnings ratios for both developed and 

emerging-market equities remain attractive relative to 

those in the United States.  

•	 The U.S. dollar remains historically stretched as well, 

with the current valuation of the broad trade-weighted 

dollar residing at roughly the 80th percentile versus its 

history since 2000.2 Any dollar weakening would further 

boost the returns of international equities for U.S.-

based investors. 

Outlook 
The synchronized global expansion has catalyzed a 

recovery in corporate profit growth and provided a solid 

backdrop for riskier assets. The cyclical economic and 

earnings growth differentials are closing between the U.S. 

and the rest of the world. With less good news priced 

into the valuations of non-U.S. equities and currencies, 

the fundamentals for international equities look relatively 

attractive. 

As the U.S. business cycle continues to mature, the 

upside in profit growth is likely to become more 

EXHIBIT 7: International earnings have shown renewed  
cyclical momentum relative to the U.S.

Global Earnings-Per-Share Growth*

* Earnings-per-share (EPS) growth: trailing 12 months. USA: MSCI U.S. Index. 
Developed Markets: MSCI EAFE Index. World Markets ex U.S.: MSCI ACWI ex 
U.S. Index. Emerging Markets: MSCI Emerging Markets Index. Sources: MSCI, 
FactSet, Fidelity Investments (AART), as of 1/31/17. 
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Authorsconstrained. With many asset categories at full 

valuations and political uncertainty around potential 

policy outcomes at elevated levels, market volatility is 

susceptible to moving higher. Additionally, as the U.S. 

proceeds toward the late-cycle phase, exposure to 

inflation-resistant assets may become even more valuable 

to provide portfolio diversification. The combination of 

these factors warrants smaller asset allocation tilts at this 

point in the cycle. 



Endnotes
1 The equation represents an illustrative diagram of the DuPont formula: ROE = (earnings before interest and taxes/sales) x (sales/assets – interest expense/assets) x 
(assets/equity) x (1 - tax rate).
2 Sources: Federal Reserve Board, Haver Analytics, Fidelity Investments (AART), as of 4/21/17.  
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