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OBSERVATIONS

e U.S. headline inflation (CPI) hit 8.5% year-over-year (YoY) in March, which was the highest YoY increase since
December-1981. Similarly, core-CPI (excluding energy and food prices) increased to 6.5% YoY—the highest
reading for core-CPI since August-1982."

e Producer prices—prices paid by companies for raw materials and inputs—have also surged to 11.2% YoY—
the highest level in more than a decade.?

e In part due to the eye-popping inflation figures as well as a bevy of Fed speakers last week, the U.S. yield
curve steepened from its flatter profile earlier in the month and the U.S. 10-year breached 2.8% last week.?

e Retail sales, unadjusted for inflation, increased by 6.9% YoY in March largely in line with analysts’
expectations. Retail sales for Q1-2022 were up 11.9% YoY compared to Q1-2021.3

¢ Initial unemployment claims remain muted, with weekly claims coming in at 185,000 and the four-week
average moved up slightly to 172,250 which is near 50-year lows.?

¢ Small business optimism decreased in March to 93.2—the third consecutive month where the index has
been below the 48-year average of 98. Inflation has replaced labor quality as the number one problem, with
31% of business owners saying it is a problem—a record high since early 1981.4

EXPECTATIONS

e The early days of earnings season have largely been characterized by negative developments.
Approximately 2/3 of reporting firms have reported negative impacts of labor costs on earnings, meanwhile
the largest banks have increased provisions for losses due to the fallout from the Russia-Ukraine war as well
as volatile global markets that typically act as a drag on investment banking activities.>

e Russia completed its troop withdrawal from the northern portion of Ukraine and is actively refitting these
troops and moving them to southeastern Ukraine. Analysts widely view these activities as a prelude to a
new offensive in the southeast region to secure additional territorial gains in the Donbas region of the
country as well as area north of the port city Mariupol.®

e Chinais grappling with one its largest COVID outbreaks since the early days of 2020. China has 23 cities—
including Shanghai and Jilin—in either full or partial lockdown effecting over 193 million people and about
22% of the Chinese economy.’

ONE MORE THOUGHTS: Equity Prices Follow Earnings Growth

Theory and practice show that long-run stock market returns reflect the earnings growth of the stock market.
Current stock prices should mostly reflect the collective market's assessment of the future value of all profits (cash
flows and dividends) that are expected to accrue to the shareholders of those firms. However, a third component
of equity returns is the price multiple (or price-to-earnings ratio “P/E"). Typically, the P/E over long periods of time
displays little to no change, yet in the most recent decade has contributed meaningfully to the total returns of the
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S&P 500. The P/E represents how much investors are willing to pay for a dollar of future earnings. The long-run
average of the P/E for the S&P 500 is about 16x the estimate of the following year's expected earnings. Over the
past decade, however, steadily falling interest rates—in part due to quantitative easing efforts—have allowed the
P/E ratio to climb steadily and thus about 1/3 of the past decade’s total return of the S&P 500 has been due to
growth in the P/E—sometimes referred to as multiple expansion. Going forward, particularly as the inflation and
interest rate environment has changed from the pre-Covid era, the likelihood that multiple expansion contributes
positively to long-run S&P 500 returns is low—if anything it is more likely that they act as a drag on returns in the
coming years. Given this, the expectations of future returns to S&P 500 are likely to be driven predominantly by
earnings and dividends, which after all, has been the case for most of the past 100 years of stock returns.

CHART OF THE WEEK
Past Decade of S&P 500 Returns - Driven by Multiple Expansion
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Source: Clearstead, Bloomberg LP, as of 31-March-2022, Weekly data, S&P 500 Total return = (1+ Change Earnings Growth) X (1+Change in Multiple) X
(1+Average Dividend Yield). “Share of Return” defined as percent of total return attributable to earnings growth, P/E multiple expansion, and average
dividend yield. “Expected Share of Return for Next Ten Years” based on a reversion to long run trends. “Multiple Expansion” = change in P/E ratio.
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Information provided in this article is general in nature, is provided for informational purposes only, and should not be construed as investment advice. These materials
do not constitute an offer or recommendation to buy or sell securities. The views expressed by the author are based upon the data available at the time the article was
written. Any such views are subject to change at any time based on market or other conditions. Clearstead disclaims any liability for any direct or incidental loss
incurred by applying any of the information in this article. All investment decisions must be evaluated as to whether it is consistent with your investment objectives,
risk tolerance, and financial situation. You should consult with an investment professional before making any investment decision. Performance data shown represents
past performance. Past performance is not an indicator of future results. Current performance data may be lower or higher than the performance data presented.
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