Weekly Market Flash
A Mixed Take on Sales and Earnings
August 5, 2022
The second quarter earnings season is winding down, with 435 companies on the S&P 500 having
delivered their results as of this morning. If all the moving pieces of corporate financial performance could
be boiled down to one simple phrase describing the market’s reaction it would have to be this: Could have
been worse. With the twin fears of prolonged inflation and economic downturn as a backdrop, investors
and analysts were assuming the worst as company management teams teed up their quarterly earnings
calls to share their views on what the coming months are likely to bring.
Sure enough, the general tenor in many of these calls was more downbeat than in recent prior quarters,
but not dramatically so. The normal way these things go is that analysts have a consensus expectation for
what they think a company’s key numbers will come in at, and companies routinely beat the consensus
(called an “upside surprise” or “earnings beat” in Street-speak). Typically, more than 70 percent of
companies record earnings beats (which lends itself to some cynicism about how the game is played
between companies and the analysts who cover them). This time the beat rate is in about the mid-sixties.
While that is below the norm, it still means that more companies reported higher than expected earnings
versus those who underperformed. Thus the mantra behind the market’s recent upbeat mood: Could
have been worse.
But there is much more to the story than the superficial takeaway headlines that tend to feed into stock
market momentum trends. We have a few observations of our own about the good, the bad and the
questionable as we sift through the Q2 numbers.
The Top Line
Here’s a bit of good news: sales for S&P 500 companies grew by a brisk 13.6 percent from the second
quarter of 2021 to the second quarter of 2022. Double-digit sales growth is generally something investors
like to see – it means that whatever Company XYZ is selling, it sold substantially more this year than last
year. But there is an important qualification to that bit of good news this year: the sales number, which is
normally the top line of a company’s income statement, incorporates inflation.
If Company XYZ makes, say, umbrellas, then its sales consist of the number of umbrellas sold (the volume)
times the price of each umbrella. If it sells exactly the same number of umbrellas this year as it sold last
year, but is able to raise the price of each umbrella by 10 percent, then its sales have grown by 10 percent
in that year. That is exactly what we heard from many management teams on calls this quarter: volumes
were slightly higher, flat or down, but price realizations were much higher as they passed inflationary
costs onto their customers.
The Middle Lines
As you travel down the income statement you come to the various measures of profitability. EBIT –
Earnings Before Interest and Taxes – is a good measure of a company’s operating profitability. This
number was also pretty decent for the second quarter: S&P 500 have companies reported EBIT growth of
13.2 percent thus far. Again – double digit growth is normally something to cheer. But let’s think about
this for a moment. If sales grew by 13.6 percent and operating profits grew by 13.2 percent, then profits
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grew less than sales. Not by much, perhaps, but in the language of financial performance it means that
operating profit margins (i.e. profits divided by sales) fell. That could mean different things to different
companies, but the most likely go-to takeaway is that companies were not able to pass all of their own
cost increases (e.g. raw materials, logistics, labor) onto their customers. This will be an extremely
important trend to continue following in the months ahead leading to the third quarter reporting season.
The Bottom Line
Finally we come to what many like to call simply The Number: net earnings (usually expressed as earnings
per share). Now, as a pure measure of financial performance net earnings is actually a pretty flawed
number. All sorts of things that may have little to do with ongoing operations – one-off restructuring costs,
legal settlements arising from litigation, adjustments reflecting technical accounting changes – these can
all make the “bottom line” look very different from quarter to quarter.
Nevertheless, the buck stops here as they say. For the second quarter, the net earnings growth rate was
6.8 percent for the S&P 500. Again – nothing to sneeze at, but that reflects less than half the growth rate
of top line sales. How much of this is related to some of those non-operating expenses and how much
represents genuine margin deterioration is unclear at the aggregate level, but again is something that will
demand closer attention as the second half of the year proceeds.
The Takeaway: Mixed
What we take away from our observations is that by the standard of corporate financial performance, we
have no reason to believe we are in a recession today or likely to be in one soon (if anything, this view is
reinforced by the jobs numbers which came out this morning, showing the strongest conditions in the
labor market since the months right before the pandemic). Sales are up, companies are making money
and staying ahead of what Wall Street analysts expect them to be earning.
In regard to the early evidence this quarter of profit margin deterioration, we should also remember that
margins in recent quarters have been at historical highs. In an environment of inflation and slowing growth
we shouldn’t be too surprised that they are slipping. As long as the slippage is reasonably contained then
we shouldn’t have too much cause to worry, at least for the moment.
But consumer behavior is changing. Higher food and gas prices are forcing households to curb spending
in other, more discretionary areas. There is clearly a limit as to how much additional capacity companies
have to pass on their own inflationary costs downstream. What that limit is depends on a number of
factors – not least of all, of course, on how much more inflation we have in store and how effective the
Fed proves to be in bringing it down. Some indicators of long-term inflation have come down recently,
notably break-even rates in five and ten year fixed income yields. But the Fed itself has been very clear
this week that it still has a long way to go in getting to where it feels comfortable with inflation. More rate
hikes are in the works. Meanwhile, we will be paying very close attention to those margin trends.
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Group, Inc. and MV Capital Management, Inc. are independently owned and operated.
Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
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product (including the investments and/or investment strategies recommended or undertaken by MV Capital Management, Inc.),
or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.
Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of
current opinions or positions. Moreover, you should not assume that any discussion or information contained in this newsletter
serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management, Inc. To the extent
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation,
he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital Management, Inc. is neither a law
firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting
advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement discussing our advisory services and
fees is available for review upon request.

MVCM 2022 0042
DOFU: August 2022

Page 3 of 3

