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Last week saw the publication of Q2 US whole economy profits data. They were shockingly 

bad. Core measures of profitability are in free-fall and have now reached a tipping point, 

where corporate activity could easily implode. We have also reached the point where 

companies give up ‘manipulating’ their profits higher and admit they are actually in free-fall. A 

combination of economic and reported profits slumping will catalyse the next equity downleg. 

 We see whole economy profits as a major driver of the economic cycle. Unlike most 

commentators we believe that profits lead, not lag, the economic cycle. They also tend to 

lead stock-market measures of profits (see chart below).  

 US Q2 whole economy profits were shockingly poor. The headline data (post-tax) were 

down 6% yoy - bad but not a disaster. But our preferred measure of underlying profits 

(domestic non-financial economic profits � full explanation later) is down a surprisingly sharp 

17½% yoy. The last 4 quarters� average is down 12% yoy (see chart below). Typically we have 

now reached the point in the cycle where companies reach the end of the road on earnings 

manipulation and have to admit to their shareholders how bad things really are, sending 

reported profits diving. James Montier�s recent piece �Cooking the Books� suggests that 

some companies may indeed be doing what the title implies. But analysts currently see no 

prospect of a non-financial profits slowdown, let alone recession (see table below). Why? 

Because companies have not yet owned up to the mess they are in and told the analysts to 

downgrade their numbers!  

Global Equity consensus profit growth profile  
 

 2007 2008 2009

Global 5.8 5.1 16.8

Global ex Financials 13.2 12.5 13.5

Source: SG Quantitative Research, IBES 

 We are at a very similar point to the end of 2000, just before corporate capitulation sent 

reported profits and the economy diving and the equity market collapsed (see chart below).  

US whole economy non-financial profits leads stock-market measure (4q mav, yoy%)  

Source: Datastream 
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Economists typically model corporate profits as a residual, with it dropping out of their 

economic models as a function of what is happening to the economy overall. We have always 

believed though that corporate profits are a key driver of the economic cycle, rather than just 

the result of it. Historically, recessions are �caused� (in an accounting sense) by the corporate 

sector. As profits decline, after a point companies finally bite the bullet and business 

investment slumps (see chart below). Historically, the evolution of pre-tax domestic non-

financial profits proves to be the best explanation for company�s domestic spending activity.  

The chart below shows that the recent surprising resilience in investment spending, in the face 

of the profits recession, is not untypical at this stage of the cycle. But the moment of truth has 

arrived. With profits slumping, Fed Flow of Funds data shows that corporate investment 

spending now exceeds cashflow by almost the same extreme as it did at the height of the 

2000 bubble! If profits continue to suffer, companies will be forced to slash and burn. 

US business investment lags domestic whole economy profits (both 4 qtr mav) 

Source: Datastream 

The bulls might admit the clear link between domestic profits driving the domestic US 

economy, but point out that a weak dollar has propped up exports and overseas earnings (see 

chart below). This has ameliorated the impact on the overall economy and overall profits. The 

chart shows though that a weak dollar similarly inflated profits in 1999, the subsequent rally 

hurt overseas profits growth and revealed the underlying profits weakness for all to see. 

US company profits from abroad (yoy%) and US dollar trade weighted exchange rate 

Source: Datastream 
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Many commentators are now coming around to our view that the dollar has bottomed out. 

Regular readers will know that we see the key driver for this as the ongoing slump in the US 

trade deficit rather than relative growth disappointments outside of the US. In our world then, 

the dollar carries on rallying even when US growth data disappoints on the downside. Now, 

although many fundamental analysts deride technical analysis, we do not. Hence we note that 

the euro is sitting on a major support level against the dollar around $/�1.44 (also a key 

Fibonacci retracement level, see chart below). Breach this and we head straight to next key 

support levels at 1.38 and 1.33! This will seriously damage S&P reported profits during 2009. 

Daily QEUR= 17/08/05 - 22/10/08 (GMT)
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Source: Reuters 

Now the obvious conclusion for an asset allocator from all of the above is that one should go 

overweight European equities as the dollar rallies, for in the same way that US profits will be 

hurt, European profits will be helped. And with most agreeing (including us) that European 

equity market is cheaper than the US, the draw to overweight European equities is compelling. 

We believe this is a Logic Trap. For if the US equity market slumps through next year, the high 

beta markets of Europe will decline even faster, even if their profits outperform the US and 

even if they are cheaper. My Quant colleague Andrew Lapthorne confirms this thesis, pointing 

out in a recent note that when the US ISM is in recession territory it is difficult for Europe to 

outperform (see chart below). This will be the case even when the dollar is rallying. Avoid the 

Logic Trap and do not be tempted to overweight Europe as the dollar rallies. 

Ranked ISM levels and performance of Europe v US (local currency) 
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IMPORTANT DISCLAIMER:  The information herein is not intended to be an offer to buy or sell, or a solicitation of an offer to buy or sell, any 

securities and including any expression of opinion, has been obtained from or is based upon sources believed to be reliable but is not 

guaranteed as to accuracy or completeness although Société Générale (�SG�) believe it to be clear, fair and not misleading.  SG, and their 

affiliated companies in the SG Group, may from time to time deal in, profit from the trading of, hold or act as market-makers or act as advisers, 

brokers or bankers in relation to the securities, or derivatives thereof, of persons, firms or entities mentioned in this document or be 

represented on the board of such persons, firms or entities.  Employees of SG, and their affiliated companies in the SG Group, or individuals 

connected to then, other than the authors of this report, may from time to time have a position in or be holding any of the investments or 

related investments mentioned in this document. Each author of this report is not permitted to trade in or hold any of the investments or 

related investments which are the subject of this document.  SG and their affiliated companies in the SG Group are under no obligation to 

disclose or take account of this document when advising or dealing with or for their customers.  The views of SG reflected in this document 

may change without notice.  To the maximum extent possible at law, SG does not accept any liability whatsoever arising from the use of the 

material or information contained herein.  This research document is not intended for use by or targeted at private customers.  Should a 

private customer obtain a copy of this report they should not base their investment decisions solely on the basis of this document but must 

seek independent financial advice.  

Important notice: The circumstances in which materials provided by SG Fixed & Forex Research, SG Commodity Research, SG Convertible 

Research, SG Technical Research and SG Equity Derivatives Research have been produced are such (for example because of reporting or 

remuneration structures or the physical location of the author of the material) that it is not appropriate to characterise it as independent 

investment research as referred to in European MIF directive and that it should be treated as a marketing material even if it contains a research 

recommendation (« recommandation d�investissement à caractère promotionnel »).  However, it must be made clear that all publications 

issued by SG will be clear, fair, and not misleading. 

Analyst Certification:  Each author of this research report hereby certifies that (i) the views expressed in the research report accurately reflect 

his or her personal views about any and all of the subject securities or issuers and (ii) no part of his or her compensation was, is, or will be 

related, directly or indirectly, to the specific recommendations or views expressed in this report. 

Notice to French Investors:  This publication is issued in France by or through Société Générale ("SG") which is regulated by the AMF 

(Autorité des Marchés Financiers).  

Notice to UK investors:  This publication is issued in the United Kingdom by or through Société Générale ("SG") London Branch  which is 

authorised and regulated by the Financial Services Authority ("FSA") for the conduct of its UK business. 

Notice To US Investors:  This report is intended only for major US institutional investors pursuant to SEC Rule 15a-6.  Any US person wishing 

to discuss this report or effect transactions in any security discussed herein should do so with or through SG Americas Securities, LLC 

(�SGAS�) 1221 Avenue of the Americas, New York, NY 10020.  (212)-278-6000.  THIS RESEARCH REPORT IS PRODUCED BY SOCIETE 

GENERALE AND NOT SGAS. 

Notice to Japanese Investors:  This report is distributed in Japan by Société Générale Securities (North Pacific) Ltd., Tokyo Branch, which is 

regulated by the Financial Services Agency of Japan.  The products mentioned in this report may not be eligible for sale in Japan and they may 

not be suitable for all types of investors. 

Notice to Australian Investors:  Société Générale Australia Branch (ABN 71 092 516 286) (SG) takes responsibility for publishing this 

document.  SG holds an AFSL no. 236651 issued under the Corporations Act 2001 (Cth) ("Act").  The information contained in this newsletter 

is only directed to recipients who are wholesale clients as defined under the Act. 

IMPORTANT DISCLOSURES:  Please refer to our website: http://www.sgresearch.socgen.com 
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