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Profits, inflation, and stock rallies 

(continued on next page)

he bad news first: Unemployment’s rise to almost 10% is a worrisome trend and one
that will have to be reversed before the United States can embark on a full economic

recovery.

The good news next: However, the fact that companies have been able to increase 
productivity and keep labor costs low is leading to the upside second-quarter earnings 
surprise that we have seen over the past couple of weeks. Low labor costs have been a key
element in boosting corporate profits and at the same time have helped tame inflation, even
as the government increases the money supply to help the economy exit recession. Both
strong profits and tame inflation are key components behind the current stock market rally. 

The components of a stock rally

Profits
Let’s look at this phenomenon of low labor costs closely. In the United States, labor and 
benefits make up about 70% of an average company’s costs. So when the crisis began,
American companies very quickly cut jobs, capital expenditures, and costs in general. 
Low-cost competition from China and India gave U.S. companies added incentive to keep
expenses down. 

Now we are starting to see these companies reap the rewards of
their frugality. Their biggest cost element — labor — is not 
growing very fast and in some instances still shrinking. At the
same time, companies are beginning to see some improvement
in their unit growth, a trend which could result in margin 
expansion and better return on equity. So it is thanks to this 
cost cutting that more than 70% of the Standard & Poor’s 500
Stock Index companies that have reported earnings thus far 
have surprised to the upside. In our view, cost containment is 

the main story behind the revitalization of corporate earnings and should enable companies
to report solid corporate profits for a number of quarters ahead. 

Inflation
Now let’s look at low labor costs and their effect on consumer inflation. Labor and wages,
directly and indirectly, make up about 50% of the U.S. consumer price index. Labor costs are
rising slowly because the average worker has become more productive. That means that at
this time inflation is not a big risk. We have been watching the numbers that companies
have reported for aggregate hours worked, and these numbers have not been rising because
productivity has been increasing. Companies are not likely to begin to hire more workers 
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until the man hours they need to meet their production demands begin to rise. The fact that
they have not yet increased payrolls is a positive for the inflation outlook.

Even though the government has been pumping money into the economy, money alone is
not inflationary. Excess money growth PLUS running an economy at full capacity are the
main risks in creating widespread inflation. Currently, excess capacity exists everywhere in
the U.S. economy. Excess factory production and excess workers have become the norm.

In sum, low labor costs are supporting the stock market because earnings are coming in 
better than expected. Lower inflation expectations are also supportive of the stock market
because low inflation has a high long-run correlation with price-to-earnings ratios.

So, what will this current situation mean for some market sectors? 

Stocks: In our view, stock prices should continue to find support from the earnings rebound
and the near-term favorable outlook on inflation. As I have mentioned, both will likely be
sustained by low labor-cost increases.

Bonds: Bond yields are tied to expectations about future inflation. Historically, however, 
it is not just excess money supply that has spurred inflation here or elsewhere in the world.
Rather, it is pressure on resources, such as workers and thus wages, which sparks inflation. 

Currently the U.S. has no pressure on resources and is operating well below its potential. 
We believe that as the U.S. economy continues to grow below trend, excess capacity will 
be slow to be absorbed. Under those circumstances, substantial money supply growth will
not be able to spur inflation. Bond prices and yields therefore will likely stay in a relatively
narrow range. Credit-linked bonds, however, are historically cheap; that value suggests 
possible excess relative return to the Treasury market could continue until conditions 
normalize. 
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