
Earnings Per Share (EPS) in currently 
front and center in equity price 

analyses. After all, unexpected EPS 
data was responsible for the sharp 
gyrations in the US tech sectors last 
week. FaceBook (FB) lost circa 20% of 
its valuation when the company hinted 
of slowing earnings. The opposite side 
of the coin is the hyperbolic surge in 
the equity price of Apple (AAPL), which 
reported stellar EPS results, pushing 
up the total market valuation of the 
company to the trillion-dollar mark. It is 
so easy to arrive at the conclusion that 
EPS was THE factor that made all these 
things happen. 

But is a focus on EPS as a prime 
move mover of aggregate equity 

returns (indexes) justified? We have 
done a significant amount of work in 
the subject, and our conclusion is a 
flat “NO”. At the risk of being derided 
by EPS stalwarts, we publish this report 
which offers evidence (at least to us) 
why EPS is an indicator which lags 
behind most equity metrics by a virtual 
mile. Ironically, the saga of EPS starts 
with another measure of US corporate 
profits – the NIPA Profits from the BEA.  

What are NIPA profits?

These are corporate profits 
from current production, 

which represent the portion of the 
total income earned from current 
production that is accounted for by 
all U.S. corporations, including those, 
which are not quoted, some of which 
are subsidiaries of foreign companies. 
Profitability provides a summary 
measure of corporate financial health 
and thus serves as an essential indicator 
of economic performance.

NIPA measure of profits is a 
particularly useful analytical 

measure of the health of the corporate 
sector, one which does not show profits 
attributable to capital gains. Moreover, 
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23 / What drive equity total returns? (Hint: Earnings Per Share is not 
one of them; EPS does not even come close) 

the turning points in NIPA Profits 
generally come ahead of the S&P 500 
Index itself, Dividend Yields, the S&P 
500 P/E ratio and Earnings Per Share 
measures – especially the latter (see 
first chart below). It should be the 
starting point of any exhaustive equity 
market analysis.

Here is another view with other 
elements that drive the valuation 

of equities, this time including the US 
Dollar in its inverse. And this time, we 
have the inflection points adjusted and 
synchronized (see 2nd chart below).
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Even allowing for a reporting delay of 
1 quarter, NIPA Profits provide good 

optics as to how the rest of the equity 
market data will evolve in the near future. 
We can see that in a multi-factor regression 
analysis (see first chart on this page).

There are several factors in this regression 
chart that stand out:

1. The equity price and profits are 
distinctly correlated, and the 
relationship is likely concurrent - that 
is a subject discussed in more detail at 
the later part of the article. 

2. The evolution of Earnings Per Share 
(EPS) matches the movements 
of price and NIPA profits to a 
reasonably high degree, but the EPS 
changes severely lag behind changes 
in both price and NIPA profits (by as 
long as 12 to 13 months). That does 
not bestow any predictive value 
on this variable to any degree. It is 
a follower - not a leader. It has the 
same function as the US oil inventory 
data – it impacts market sentiment 
temporarily, but it’s evolution lags so 
far behind the market, it is useless as 
equity price determinant. 

3. EPS will likely rise further over the next 
two months, but it will not impact the 
trajectory of equity prices during that 
period. Rather, a sharp decline in EPS 
after a September peak will greatly 
impact equity prices for the rest of 
the year. It may well define the peak 
of the S&P 500 this year. 

4. The differences in the process of 
determining the individual profits 
of S&P 500 companies and the 
nationwide corporate profits (more 
details below) would probably explain 
some of the variations between the 
S&P 500 EPS and the NIPA Profits.

5. Nonetheless, knowledge of the 
temporal sequence of these 
variables undermines the cult of 
EPS as a predictor of future equity 
prices. It is current equity prices (and 
the concurrent NIPA Profits that 
are implied) which will determine 
subsequent EPS, not the other way 
around.

What are NIPA Profits?

Note that NIPA Profits and the 
profits published by US companies 

(S&P EPS as proxy) are defined in very 
different ways, and in recent years, 
they have increasingly diverged. 
The divergence is due to the much 
greater incentives for management 
to alternately over- and understate 
the "true" profits, and their much 
greater ability to do so. Simply put, 
profits published by companies have 
become even less "honest" than they 
used to be. This makes NIPA data much 
more reliable than those published by 
companies. One reason is that NIPA 
profits are part of the Gross Domestic 
Product when measured in income 
terms; and necessarily this measure 
must equal, subject to small statistical 

discontinuities, to GDP as a measure by 
expenditure. There is no similar check 
on the validity of the profits published 
by companies – despite SEC regulations, 
it is so easy to “cheat” or prevaricate 
profitability data. We will highlight the 
variances of this correlation at the later 
part of the article.

NIPA profits highly correlated with 
Equity Bond/Price Ratio and the 

S&P 500 Index itself

NIPA profits are highly correlated 
with the Equity Bond/Price Ratio 

and intuitively indeed, with the S&P 
500 Index itself. The basic relationship: 
profits drive equity prices. Moreover, 
it can also be shown that NIPA profits, 
in its nominal form, turn 1-2 quarters 
before inflection points in US equity 
markets. (see graph below)



Therefore, if you know what 
state profits are in, that should 

provide indications of where equity 
prices should be going. It is a simple 
relationship - except for the fact that 
NIPA Profits data is reported 1 quarter 
late. 

That ceases to be an issue if you 
adjust for the reporting lag (move 

the NIPA data 1 quarter ahead), and 
what you get is the first chart on this 
page.

What is the significance of the 
juxtaposed data?

This simple data tweak means that 
the equity/bond ratio or the S&P 

500 price has become the predictor of 
the NIPA profit itself. How? If profits 
drive equity prices, it is easy to make 
the short leap of faith that equity prices 
have been rising because the NIPA 
profits have been rising as well (and vice 
versa), although we would not know 
that until a full quarter later, when the 
NIPA data is published. 

How can we prove this to be true?

A simple graphical analysis will 
prove or disprove this thesis. If the 

S&P Index price is indeed a real-time 
manifestation of the much-delayed 
NIPA profits, then change rates in the 
real-time S&P should also eventually 
be seen in the changes in rates in the 
much-delayed NIPA profits. And we see 
that to be generally true in the second 
graph on this page:

If NIPA Profits lag behind real-time 
equity data, of what use is it?

NIPA Profits, by construction, lag 
behind real-time equity data and 

the equity/bond ratio, but it is very 
useful in one respect - it leads the 
Fed's Equity Risk Premium (the Fed 
Model) and a like-for-like S&P 500 Risk 
Premium (which compares the risk of 
investing in equities against corporate 
bonds - the real conundrum for most 
investors). Equity Risk Premium (*(ERP) 
properly defined, is the expected return 
on stocks in excess of the risk-free rate. 
The ERP serves as a metric of how 
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desirable it is in buying equities against 
holding bonds. In the Fed model, ERP is 
calculated as the equity earning yield 
less the 10yr Treasury long bond yield. 
In our like-for-like ERP, it is the S&P 500 
earnings yield less the corporate BAA 
bonds. The Fed model is a universal 
metric of the attractiveness of equities 
versus bonds, while our S&P ERP 
limits the comparison to the S&P 500 
universe, between SPX equity prices 
and S&P corporate bonds. 

We can show that changes in 
NIPA Profits provide as long as 

a 7-quarter lead over changes in the 
Fed's ERP model and the S&P ERP. See 
that in the first chart on the next page. 
The immediate implication from this 
study: in the near-term  bonds (govies 

and corporates) may become more 
attractive than equities. 

Finally, where do NIPA profits 
come from?

Put differently, what is the primary 
factor that influences whether 

corporates, nationwide, turn in profits 
or not? As always, it boils down to 
funding - Corporate Net Cash Flow 
leads changes in NIPA Profits by 2 to 3 
quarters.

Net Cash Flow is equal to 
undistributed corporate profits 

with IVA and CCAdj plus consumption 
of corporate fixed capital less capital 
transfers paid (net). It is a profits-related 
measure of internal funds available 
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for investment (BEA definition). IVA is 
inventory valuation adjustment factors, 
and (CCAdj) is the capital consumption 
adjustment.

Net Cash Flow also leads major 
changes in US GDP growth by the 

same period. And this is one of our 
arguments why a focus on NIPA Profits 
as a predictor of subsequent economic 
growth or asset price is important, but 
is not the be-all in a comprehensive 
analysis. We put it this way: Cash Flow 
is the dog, NIPA Profits the spine, and 
equity prices or other micro-economic 
data (like payrolls) the tail of the dog. 
To complete the simile, Cash Flow is 
the dog that moves the spine (NIPA 
Profits) which wags the tail (equity 
prices) (see 2nd chart on this page).

Squaring the circle:

If Corporate Net Cash Flow can provide 
leads as to the future development 

of NIPA Profits several quarters ahead, 
then it follows that Cash Flow should 
provide clues as to the future trajectory 
of the S&P 500 broad market - and it 
does. Cash Flow tells you what to expect 
of the broad market as far as 3 quarters 
ahead. (See 3rd chart on this page)

What the chart above implies is 
that it takes 2 quarters for the 

impact of funding to percolate into 
the business profit dynamics, and the 
profits then work concurrently into the 
equity price evolution. Subsequently, 
all of these come to a head when 
NIPA profits data are released, with a 
1-quarter delay from real-time equity 
prices. Earnings Per Share (EPS) will 
make its impact a full year after changes 
in the Corporate Net Cash Flow has set 
the entire sequence into motion. 

Conclusion:

If we escalate the inquiry 
philosophically, we should also ask: 

where do Corporate Net Cash Flows 
come from? We have been working 
on this issue for some time, and we 
have arrived at some preliminary 
conclusions. Corporate Cash Flow is 
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likely derived from Net Capital Stock 
Net Returns (see chart on this page).

Net capital stock is described by the 
OECD as the sum of the written-

down values of all the fixed assets still 
in use is described as the net capital 
stock; it can also be described as the 
difference between gross capital stock 
and consumption of fixed capital. 
Its impact on economic activity, and 
therefore on equity return measures, is 
pervasive. 

Net Capital Stock Net Returns, for 
us is the real Growth Cycle. We 

have seen enough indications that it is 
the corporate equivalent, and a robust 
rival, of the bond market’s yield curves 
insofar as capability to predict growth 
and asset price trends are concerned. 
We have seen enough evidence that the 
properties which allow corporate cash 
flows and NIPA profits to predict equity 
price trends come from the evolution of 
Net Capital Stock Net Returns. 

The direct links between Net Capital 
Stock Net Returns and equity 

prices is a worthwhile study. But that is 
another article in a subsequent issue of 
the Capital Observer. 
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