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Moderating Earnings, Rising Rates, and the 2022 Stock
Market

A glance at the title of this week’s column may
ring some alarm bells. If earnings are expected
to moderate while interest rates (and inflation)
rise, wouldn’t this pose some pretty stiff
headwinds for stocks?

I’ll expand on this question more below, but |
think the short answer is: “yes and no.” Let’s
first take a look at where Q4 2021 earnings
stand as of early February.*

According to researchers at Zacks Investment
Management, the picture emerging from the Q4
earnings season is one of continued strength and
momentum. The proportion of companies
beating consensus revenue estimates is tracking
above what we saw from this group in the
preceding earnings season, with earnings beats
nearly the same.

Through early February, we had Q4 2021 results
from 278 S&P 500 members, and total earnings
were up +30.2% from the same period last year
on +16% higher revenues. 78.4% of the
companies reporting beat earnings-per-share and

revenue estimates, pretty much in-line with
longer-term averages.

Projecting out over the next few weeks, total
S&P 500 earnings for Q4 are expected to be up
+25.6% from the same period last year on
+14.1% higher revenues. These are solid prints,
and are largely better-than-expected given the
well-known headwinds of cost pressures,
logistical bottlenecks, and the labor impact from
the Omicron variant. If anything, the real
struggle companies are facing is being able to
keep up with a historically high-demand
environment.

Of course, these are all backward-looking
figures, and what matters to stock prices in 2022
is where earnings are headed — not where
they’ve been. And it’s plain to see in the chart
below that the pace of earnings growth is set to
decelerate in the coming quarters:
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Quarterly Earnings and Revenue Growth Rate (YoY)

4020 1021 2001 3021 4021 1022 2Q22 30228

Now | can revisit the question of rising interest
rates and moderating earnings, and what it
means for stocks. The basic premise investors
need to understand is this: rising interest rates
make future earnings less valuable. When risk-
free bond yields (which I will refer to as the
discount rate) are close to zero, investors will
pay more for a company with high earnings and
strong projected future earnings, i.e., growth
stocks. This helps explain why many high-
flying tech names trade at such high multiples.

However, when the discount rate starts to rise,
those future earnings are worthless to an
investor. In the past few weeks, bond yields
have risen to their highest level since 2019,
which helps explain the concurrent sharp selloff
in many high valuation stocks, particularly in
the tech sector. If the discount rate is rising, and
an overvalued company even hints at weaker-
than-expected earnings, it probably spells
trouble.

Not all stocks necessarily feel the headwinds of
a rising discount rate, however. Value stocks —
which on a relative basis are cheap based on
measures like book value and price-to-sales
ratios, often look more attractive in a
challenging rate and earnings environment.
After all, we know stocks have historically done
very well early in rising rate environments — it’s
just about knowing where the quality is.

Bottom Line for Investors

We remain positive in our earnings outlook for
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2022, and we see the overall growth picture
steadily improving particularly as labor issues
associated with Omicron start to ease. Looking
ahead, many reporting companies so far have
offered reassuring, if not altogether positive
guidance for the year.

Interest rates are also on the rise, however,
which means the future earnings of high
valuation stocks will be looked at more
critically. This environment could pose
challenges for ‘growthy,” high multiple corners
of the market while making value companies
look more attractive by comparison.
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Important Market News We Think Worth Considering

IN FOCUS THIS WEEK

e U.S. trade deficit’s new
record

Higher inflation

Rising interest rates and its
impact on savers
Stronger job market

U.S. Trade Deficit Soars to Record

The U.S. balance of trade measures how much
the country imports versus how much it exports.
A trade deficit indicates more imports than
exports, and a trade surplus indicates the
opposite. In 2021, the U.S. trade deficit hit a
new all-time high of $859.1 billion, having
increased 27% from last year. Some believe that
trade deficits are negative since the country is
buying far more goods and services than it is
selling. But that is not necessarily the case —
what matters is total trade, which gives the most
accurate indication of whether economic
activity, on the whole is increasing. It is— U.S.
exports also soared last year by 18.5%, reaching
$394.1 billion. As the U.S. economy continues
to rebound from the pandemic and expand
further, total trade is rising — a good sign.
Robust global demand for goods like computers,
furniture, apparel, energy, and food are driving
trade activity higher.!

Inflation Pushes Even Higher, to a 40-
Year High

Inflation keeps going up. In January, the
consumer price index (CPI) jumped at a 7.5%
annual rate, which placed it at a 40-year high.
For the last five months, inflation has been
running at a 5% annual rate or higher, as

continued strong demand bumps up against
supply constraints and labor shortages. Every
month, the CPI rose 0.6% from December to
January, consistent with the monthly increase
from November to December. Breaking down
the inflation figures, it was the usual suspects
driving prices higher. Used-car prices soared
40.5% in January from a year ago, and energy
prices also continue to chart higher with a barrel
of crude oil topping $90 a barrel. Food prices
also increased 7% year-over-year in January, the
largest increase since 1981. Inflationary
pressures are expected to wane as supply
constraints ease and as consumers shift spending
to services from goods, but it may be a few
months still before inflation rates come down.?

Are Rising Interest Rates Good News for
Savers?

Not necessarily. The Federal Reserve has
telegraphed their plans to increase the fed funds
rates likely a few times in 2022, and many
savers were hoping that would also mean
earning higher deposit rates at banks. But that
may not be the case. Generally speaking, banks
will raise the interest they pay on deposits when
they are trying to build up cash reserves, which
they can in turn use to finance loan activity. But
in the current environment, banks are not
strapped for cash — at all. Because of bank
reserve requirements in the aftermath of the
2008 Financial Crisis, combined with
Americans’ boosting savings in the pandemic
due to stimulus checks, banks are flush with
cash. Total deposits at U.S. commercial banks
stand at $18.1 trillion, which is substantially
higher than the $13.3 trillion they had on hand
before the pandemic in early 2020. As it were,
banks have little incentive to raise the interest
rates they pay on deposits, at least for now.?
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The Jobs Market is Even Stronger Than
Many Thought

As has often been the case in the last few
months, the U.S. jobs numbers as originally
reported were way off. The Bureau of Labor
Statistics changed its estimate for how to
account for seasonal patterns as part of monthly
employment, given the effects of the pandemic.
The result has been a substantial underreporting
of job growth in the U.S. economy.
Employment in January grew 467,000 from
December, which was three times Wall Street’s
official consensus. But the big revision came
from the November and December 2021 figures.
December job growth was revised from 199,000
to 510,000, while November was changed from
249,000 to 647,000. The Omicron variant
certainly led to snags in the labor market with
people out sick in January, but the job growth
over the previous few months has been
staggering and adds to an overall strong 2021.
The labor force expanded by 1.2 million in
December, and labor force participation ticked
up to 62.2%, the highest rate since early 2020.*

Zacks Investment Management



Mitch on the Markets — Weekly Client Commentary February 14, 2022

ZACKS INVESTMENT MANAGEMENT, INC.

LWall Street Journal. February 8, 2022. https://www.wsj.com/articles/economic-recovery-pushes-2021-
u-s-trade-deficit-to-record-level-11644328979?mod=djemRTE_h

2 Wall Street Journal. February 10, 2022. https://www.wsj.com/articles/us-inflation-consumer-price-
index-january-2022-11644452274?mod=hp lead posl&mod=hp lead posl&mod=hp lead posl

3 Wall Street Journal. February 9, 2022. https://www.wsj.com/articles/dont-expect-rising-interest-rates-
to-boost-your-savings-account-11644402600?mod=djemRTE h

4 Wall Street Journal. February 4, 2022. https://www.wsj.com/articles/an-american-labor-market-
mystery-11643976005?mod=djemRTE h

DISCLOSURE

Past performance is no guarantee of future results. Inherent in any investment is the
potential for loss.

Zacks Investment Management, Inc. is a wholly-owned subsidiary of Zacks Investment Research. Zacks
Investment Management is an independent Registered Investment Advisory firm and acts as an investment
manager for individuals and institutions. Zacks Investment Research is a provider of earnings data and other
financial data to institutions and to individuals.

This material is being provided for informational purposes only and nothing herein constitutes investment, legal,
accounting or tax advice, or a recommendation to buy, sell or hold a security. Do not act or rely upon the
information and advice given in this publication without seeking the services of competent and professional legal,
tax, or accounting counsel. Publication and distribution of this article is not intended to create, and the information
contained herein does not constitute, an attorney-client relationship. No recommendation or advice is being given
as to whether any investment or strategy is suitable for a particular investor. It should not be assumed that any
investments in securities, companies, sectors or markets identified and described were or will be profitable. All
information is current as of the date of herein and is subject to change without notice. Any views or opinions
expressed may not reflect those of the firm as a whole.

Any projections, targets, or estimates in this report are forward looking statements and are based on the firm’s
research, analysis, and assumptions. Due to rapidly changing market conditions and the complexity of investment
decisions, supplemental information and other sources may be required to make informed investment decisions
based on your individual investment objectives and suitability specifications. All expressions of opinions are
subject to change without notice. Clients should seek financial advice regarding the appropriateness of investing
in any security or investment strategy discussed in this presentation.

Certain economic and market information contained herein has been obtained from published sources prepared
by other parties. Zacks Investment Management does not assume any responsibility for the accuracy or
completeness of such information. Further, no third party has assumed responsibility for independently verifying
the information contained herein and accordingly no such persons make any representations with respect to the
accuracy, completeness or reasonableness of the information provided herein. Unless otherwise indicated,
market analysis and conclusions are based upon opinions or assumptions that Zacks Investment Management
considers to be reasonable. Any investment inherently involves a high degree of risk, beyond any specific risks
discussed herein.

The S&P 500 Index is a well-known, unmanaged index of the prices of 500 large-company common stocks,
mainly blue-chip stocks, selected by Standard & Poor’s. The S&P 500 Index assumes reinvestment of dividends
but does not reflect advisory fees. The volatility of the benchmark may be materially different from the individual
performance obtained by a specific investor. An investor cannot invest directly in an index.
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The MSCI ACWI captures large and mid-cap representation across 23 Developed Markets (DM) and 27 Emerging
Markets (EM) countries. With 2,986 constituents, the index covers approximately 85% of the global investable
equity opportunity set. An investor cannot invest directly in an index. The volatility of the benchmark may be
materially different from the individual performance obtained by a specific investor.

The MSCI UK All Cap Index captures large, mid, small and micro-cap representation of the UK market. With 819
constituents, the index is comprehensive, covering approximately 99% of the UK equity universe. An investor
cannot invest directly in an index. The volatility of the benchmark may be materially different from the individual
performance obtained by a specific investor.

The Russell 1000 Value Index is a well-known, unmanaged index of the prices of 1000 large-company value
common stocks selected by Russell. The Russell 1000 Value Index assumes reinvestment of dividends but does
not reflect advisory fees. An investor cannot directly invest in an index. The volatility of the benchmark may be
materially different from the individual performance obtained by a specific investor.

The Russell 1000 Growth Index is a well-known, unmanaged index of the prices of 1000 large-company growth
common stocks selected by Russell. The Russell 1000 Growth Index assumes reinvestment of dividends but
does not reflect advisory fees. An investor cannot invest directly in an index. The volatility of the benchmark may
be materially different from the individual performance obtained by a specific investor.

The Russell 2000 Index is a well-known, unmanaged index of the prices of 2000 small-cap company common
stocks, selected by Russell. The Russell 2000 Index assumes reinvestment of dividends but does not reflect
advisory fees. An investor cannot invest directly in an index. The volatility of the benchmark may be materially
different from the individual performance obtained by a specific investor.

Raymond James is not affiliated with and does not endorse the opinions or services of Zacks
Investment Management, Inc. or Zacks Investment Research.

Zacks Investment Management





