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June 07, 2022 

Dear Client: 

 

We noted in our April communiqué that Q1 earnings had exposed a clear pattern of inflation that has not only 

impacted consumer profligacy, but measures of corporate profitability too. As earnings season comes to a 

close, things have taken an ominous turn following the release of the large, “big-box” retailers including (but 

certainly not limited to) Walmart, Target, Ross Stores, and Kohl’s. They all missed earnings expectations 

and/or issued significant downgrades to their outlooks. The recurring themes are inflation-driven expenses, and 

a rapid shift in consumer spending triggering a crisis of excess inventory. 

 

We aren’t highlighting flash-in-the-pan pandemic darlings or “meme” stocks, but titanic American consumer 

stalwarts that sell to tens of millions of people. Walmart’s troublesome results were followed by Target, who 

shocked the investment community with results bad enough to send its shares down 25% in a single day (the 

stock has since drifted lower as it cut its profit forecast twice in the ensuing weeks). A common thread among 

the various reports is that firms overstocked their shelves to combat shortages resulting from Covid, Chinese 

lockdowns, the war in Ukraine, and resource nationalism. But the rapid inventory build occurred just as 

consumers shifted their spending patterns from goods back to services. Mobility data from Google shows that 

people are spending the least amount of time at home since the pandemic started and this is reflected in the 

product mix that affected all the retailers: consumers shifted away from products like electronics, furniture, and 

at-home apparel, and into travel (suitcases) and going-out related categories (restaurants, movies). Quite a few 

also mentioned a fact we have previously cited: the inventory build occurred at a time when the federal 

subsidies that put money into consumers’ wallets has run its course, just as food/gas inflation simultaneously 

draw dollars away from discretionary/general merchandise. 

 

Excess inventory means that companies will have to discount to move merchandise, rather than raise prices to 

cover higher input and transport costs. These retailers are thus faced with an inevitable profit hit to clear out 

products that shoppers clearly don’t want. Broad inventory over-hangs at the largest retailers -- Targets is 67% 

higher Y/Y while Walmart’s and others are ~40% higher -- suggests that other smaller retailers could be 

undergoing the same kind of margin reckoning. Investors are increasingly realizing they should expect similar 

pressures to show up at more companies leading to downward earnings revisions. 

 

This expectation is buttressed by data from credit card companies, who note that the past year has seen a shift 

in consumer payment methods -- from 65% cash to 70% credit cards -- a clear sign that the frequently cited 

“excess savings” is either a fallacy, or skewed to the highest income cohorts, which doesn’t capture the bulk of 

consumers. It is reasonable to expect earnings revisions to accelerate to the downside yet, looking at quarterly 

estimates, analysts have only lowered Q2 EPS estimates, while leaving Q3 and Q4 unchanged. We are mindful 

that inflation is prompting consumers to spend more on necessities like food and fuel at the same time that they 

are funneling more of their disposable income to experiences like travel, entertainment and dining out. That 

leaves fewer dollars for discretionary items like apparel and home goods just as the supply chain is loosening 

and merchandise is becoming more plentiful. This will not correct itself for some quarters and, in the 

meantime, the uncertainty and market volatility that have resulted are a good reminder of why we have the 

down-market segment in the portfolio: to reduce valuation volatility when things turn out to be not so different. 

 

Regards, 

 
Adam S. Abelson 

Chief Investment Officer 

U.S. Large Cap Equity Strategy 
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