
American corporations 
are enjoying a golden age 
of profitability. Intermede 
examines the sources of their 
current relative dominance 
and the potential risks faced 
by some of the technology 
businesses that currently 
sit at the top of the pile.
A MARCH 2016 article in The Economist 
argued that the process through which 
the level of corporate profitability 
typically mean-reverts appeared to be 
broken in the United States.1 

High profits typically attract new 
entrants to a sector, after which 
increased competition dilutes these 
supernormal returns. Discouraged 
investor capital then heads for the 
exits, planting the seed for the cycle to 
begin again. 

An observation from consulting firm 
McKinsey supports the view that US 
firms have bucked this trend in recent 
years: “An American firm that was very 
profitable (one with post tax returns on 
capital of 15-25%) in 2003, stood an 
83% chance of still being very profitable 
in 2013 … In the previous decade, the 
odds were about 50%”.

The proposed causes of this 
sustained corporate dominance 
included increased consolidation (the 
number of listed firms in the US has 
halved in the last 20 years), as well as 
an increased level of concentration 
within industries.

An outcome of the above shifts 
(to which we would add as additional 
causes, the decreased bargaining power 
of labour, and a declining corporate tax 
burden) has been a leap in profitability. 
Cash flow return on investments for US 
companies has gone from an average 
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of approximately 5.5% (1976-1996) to 
closer to 9% (1997-2016).2 

Clearly then, this has been a good 
period for US corporations. At the 
forefront of this trend have been the 
small set of mega cap technology 
businesses (“supercompanies”) that have 
risen to dominance in recent years, as 
reflected in Chart 1.

AS INVESTORS, HOW SHOULD 
WE VIEW THIS TREND?
A period of peak optimism with respect 
to the operating prospects of a business 
can coincide with a heightened level of 
investment risk, if this positive sentiment 
leads the market to place an excessive 
valuation on the future earnings stream 

of the company. It is therefore important 
to seek correctives when times are 
good. One arguably reliable behavioral 
guardrail can be found by reviewing the 
mixed history of technology investing. 

WHY DO THINGS GO WRONG?
In a widely-circulated recent client memo,3 
Oaktree’s Howard Marks listed the risks 
that can deflate techno-optimism: an 
unforeseen change in environment; the 
emergence of a hidden flaw in a young 
business model; excellence in concept 
being undercut by weakening execution; 
or (perhaps most commonly) extreme 
overpricing of decent fundamentals 
subsequently resulting in destruction 
of investor wealth.

Source: ‘The profound implications of five increasingly dominant tech companies’, medium.com, accessed 
26 September 2017.

CHART 1: Supercompany dominance in recent years

Top 5 Market Cap in US$B on 31 March 2017

*Berkshire Hathaway has been excluded from the rankings since it’s mainly a stock portfolio company

Same day, 11 years ago – on 31 March 2006
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Our favourite encapsulation of 
irrational valuation dynamics came 
from Scott McNealy, the ex-Chairman 
of Sun Microsystems, from a 2002 
interview reflecting on the way in which 
the market priced his company at the 
dotcom peak: 

“Two years ago we were selling at 
10 times revenues when we were at 
$64. At 10 times revenues, to give you 
a 10-year payback, I have to pay you 
100% of revenues for 10 straight years 
in dividends. That assumes I can get 
that by my shareholders. That assumes 
I have zero cost of goods sold, which 
is very hard for a computer company. 
That assumes zero expenses, which 
is really hard with 39,000 employees. 
That assumes I pay no taxes, which is 
also very hard. And that assumes you 
pay no taxes on your dividends, which 
is kind of illegal. And that assumes that 
with zero R&D for the next 10 years, 

I can maintain the current revenue run 
rate. Now, having done that, would any 
of you like to buy my stock at $64? 
Do you realise how ridiculous those 
basic assumptions are?”4

Thankfully, valuations for today’s 
tech companies are somewhat more 
reasonable. Chart 2 shows the extent 
to which current technology market 
capitalisation is supported by profits 
this time around:

SO WHERE ARE THE 
DANGERS FOR THIS SET OF 
SUPERCOMPANIES? 
Given the near-duopoly position of 
current portfolio holdings Facebook and 
Google in the online advertising market 
(it was widely reported in May 2017 
that the two companies are currently 
capturing almost 100% of the growth in 
online advertising spend5) one area we 
are carefully considering is the potential 

risk of antitrust action. The recent 
€2.4 billion fine imposed on Google 
by the EU Competition Commission6 
for exploiting its dominance in search 
is a salient reminder of the need for 
vigilance.

But, it is also important we do not 
let our inner pessimist blind us to the 
extraordinary (and still-strengthening) 
competitive positions held by these 
businesses. In October 2012, when 
Facebook hit 1 billion users, 55% 
used the service daily. When Mark 
Zuckerberg announced in June 2017 
that the 2 billion milestone had been 
reached, the fraction of daily users had 
increased, remarkably, to 66%.7 The 
next most popular service on the web, 
YouTube, with 1.5 billion regular users, 
is owned by Google.8 The continued 
strong growth in earnings and cash flows 
being generated by both businesses 
speaks eloquently of their extraordinary 
ability to monetise human attention. 

For now at least, we believe, 
it appears to be the age of the 
supercompanies.   

For more information, visit intermede.co.uk
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CHART 2: Tech renaissance

“An American firm 
that was very 
profitable (one 
with post tax 
returns on capital 
of 15-25%) in 
2003, stood an 
83% chance of 
still being very 
profitable in 
2013 … In the 
previous decade, 
the odds were 
about 50%”. 

World technology stocks price and earnings, 1996–2017

Sources: BlackRock Investment Institute, with data from MSCI and Thomson Reuters, July 2017.
Notes: the price index is based on the MSCI All-Country World Technology Index. Earnings are represented by 
the aggregate 12-month forward earnings estimate. Both series are rebased to 100 at the start of 1996.
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