
 

 

 

 

COMPANIES 05/05/2022 

How much rate hikes can US businesses take, Mr Powell? 

 

Christof Schürmann 

Abstract 

 

The Federal Reserve has entered an interest rate hike cycle. But 

whether it will be able to raise interest rates without a limit is 

questionable. 

 

 

Zusammenfassung 

 

Die Federal Reserve ist in einen Zinserhöhungszyklus einge-

schwenkt. Doch ob sie ohne Limit die Zinsen wird erhöhen kön-

nen, ist fraglich. 
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Anyone who still had doubts about whether the US Federal Reserve (Fed) 

was really serious about tightening monetary policy was proved wrong in 

April. Fed Chairman Jerome Powell recently prepared the stock market for 

the start of noticeable increases in the key interest rate. The reason is the 

(too) high price increases in the USA. In March, consumer prices rose by 8.5 

percent compared to the same month last year.1 The Fed considers inflation 

of a good two percent a desirable target.  

 

Now investors are wondering how aggressive the Fed will be when it comes 

to interest rates. James Bullard, head of the regional central bank in St. 

Louis, advocates a key interest rate of 3.5 percent by the end of the year. 

Currently, this is still in the target range of 0.75 to 1.00 percent. Bullard, 

however, stands alone. The expectations of the twelve members of the Fed 

Open Market Committee (FOMC) are lower. The market, measured by the 

Fed Funds Future, also expects key interest rates not to approach three 

percent this year (chart 1).  

 
Chart 1: Open Market Committee Expectations and Fed Funds Future 

 
Source: Bloomberg, Flossbach von Storch Research Institute, as of 29 April 2022. 

 

On May 4, the Fed raised its key interest rate by 0.5 percentage points. It is 

not only the short-term interest rate level that depends on this. If further 

increases in the key interest rate are expected, this will also have an impact 

on longer-term yields and thus on the refinancing costs of companies.  

 

 

 

 

 
1 https://www.flossbachvonstorch-researchinstitute.com/de/fvs-inflation-tracker/ 
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Interest rates change cash flows and company values 

 

In addition, the valuation of companies changes on the basis of discounted 

future cash inflows. The higher the interest rate in the present, the lower the 

current company value determined on the basis of estimated cash flows. And 

greater uncertainty about future cash inflows should actually also increase 

the risk premiums for determining current, supposedly fair company values. 

For the stock market, the development of interest rates is therefore relevant 

in several respects.  

 

A stable stock market is not an explicit goal of the Federal Reserve. 

Experience shows, however, that the Fed takes Wall Street's interests into 

account when making decisions because it believes that Wall Street and Main 

Street are closely linked. How many interest rate hikes the US economy and 

thus the stock market can tolerate should therefore be an important 

question.  

 

Moderate increase expected 

 

The first thing to note is that the yield on ten-year US Treasuries reflects the 

expectation of moderate further rate hikes (chart 2). 

 
Chart 2: Yield on ten-year US Treasuries 

 
Source: Bloomberg, Flossbach von Storch Research Institute, as of 5 May 2022. Historical 

performance is not an indicator of future performance. 

 

However, since last autumn the spread between the yields of US government 

securities and the yields of US corporate bonds has widened noticeably 

(chart 3). So it seems that the markets expect monetary policy to weaken the 

economy and thus increase credit risk. 
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Chart 3: Spread US corporate bonds with BBB rating to ten-year US Treasuries 

 
Source: Bloomberg, Flossbach von Storch Research Institute, as of 29 April 2022. 

 

Either way, how much interest burden companies can shoulder depends on 

their balance sheet stability, but more importantly on their earnings and cash 

inflows relative to their debt. For example, from 2017 to 2021, annual pre-

tax profits of non-financial US companies averaged $1.4 trillion. The annual 

net cash flow of all US companies averaged just over $2.5 trillion in the five 

years mentioned (chart 4). 

 
Chart 4: Profits and cash flows US companies* 

 
*Pre-tax profits of non-financial corporations (with inventory valuation and capital 

consumption adjustments), cash flows = all corporations (with inventory valuation 

adjustments), Source: Bureau of Economic Analysis, Flossbach von Storch Research Institute, 

as of May 2022. 
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Profits fall  

 

The debt of non-financial corporations most recently amounted to almost 

11.7 trillion dollars (chart 5). A one percentage point increase in coupons 

would therefore reduce average net cash flows by almost 120 billion dollars 

or almost five percent - not taking into account that the cash inflows also 

include cash flows from the financial industry. In fact, higher interest rates 

reduced the cash flows of non-financial companies even more than the five 

percent mentioned. In any case, the pre-tax profits of non-financial 

companies fell by 8.4 percent with refinancing costs that were one 

percentage point higher. If the interest rate level changed upwards by 2.5 

percentage points, then pre-tax profits were reduced by a good fifth, ceteris 

paribus.  

 
Chart 5: US corporate debt outstanding 

 
as at year-end, last value as at 31.12.2021, Source: Federal Reserve, Flossbach von Storch 

Research Institute, as of May 2022. 

 

In fact, yields are already heading in this direction. Measured against the 

average yields for US corporate bonds from the investment grade universe, 

the refinancing costs per annum have already doubled from around two 

percent last autumn to a good four percent at present. Companies that now 

want to roll over a billion dollars in debt are therefore paying an average of 

20 million dollars more per year in interest than just a few months ago (chart 

6). 
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Chart 6: S&P U.S. Investment Grade Corporate Bond Index Average Yield 

 
Source: Bloomberg, Flossbach von Storch Research Institute; as of 29 April 2022. Historical 

performance is not an indicator of future performance. 

 

The rise in high-yield bonds is also significant. Since autumn, yields have risen 

by half to an average of 6.7 percent at the end of April (chart 7). 

 
Chart 7: S&P U.S. High Yield Corporate Bond Index Average Yield 

 
Source: Bloomberg, Flossbach von Storch Research Institute, as of 29 April 2022. Historical 

performance is not an indicator of future performance. 

 

Depending on the industry, debt sustainability presents itself differently. 

While the classic basic industry, for example, has good ratios for interest 

coverage and the ratio of debt to operating profits before asset devaluations, 

the capital goods industry (mechanical engineering) or the energy sector 

have recently looked mediocre.  
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On average across all sectors, the debt-to-Ebitda (earnings before interest, 

taxes, depreciation of property, plant and equipment and amortization of 

intangible assets) factor is just under 3.5 and the interest coverage is 6.4 

years (chart 8). This points to decent ratios recently - at least on average. 

 

Chart 8: Debt sustainability of US companies from the lower investment grade (BBB rating) 

 
as of year-end 2021, source: Bloomberg, Flossbach von Storch Research Institute, as of May 

2022. 

 

 

Unsurprisingly, the ratios are weaker for debtors whose rating has junk 

status. On average, however, even high-interest debtors are not 

overburdened, measured in terms of their debt to operating profits before 

asset devaluations. Interest coverage, however, is quite meagre, averaging 

3.5 years (chart 9). 
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Chart 9: Debt sustainability of US high-yield companies 

 
as of year-end 2021, source: Bloomberg, Flossbach von Storch Research Institute, as of May 

2022. 

 

Debt ratio significantly improved 

 

In terms of the total equity market, as measured by the FTSE US Total Market 

Index, which represents over 99 percent of total US market capitalisation, it 

can be seen that listed companies have significantly improved their debt-to-

operating-earnings ratio before asset write-downs in recent years.  

 

Measured in terms of net debt to Ebitda, they are significantly stronger than 

eight years ago: With a factor of just over 1.4, companies are relatively low 

in debt on average (chart 10). 

 

 

 

 

 

 

 

 

 

 

0

1

2

3

4

5

6

7

Fa
ct

o
r

Debt to Ebitda Net debt to Ebitda Interest cover



 
 

 

 9  

Chart 10: Debt to Ebitda FTSE US Total Market 

 
as at year-end, source: Bloomberg, Flossbach von Storch Research Institute, as of May 2022. 

 

In contrast, the ratios of debt to equity and to total assets have remained 

almost constant in recent years. The share of debt in the company value has 

fallen - an expression of the significantly higher share prices (Chart 11). Thus, 

the significantly better profit situation alone suggests that debt is well 

sustainable on average. 

 
Chart 11: Debt situation in the FTSE US Total Market 

 
as of year-end, Source: Bloomberg, Flossbach von Storch Research Institute, as of May 2022. 

 

However, the vulnerability of the stock market to higher interest rates and, 

ceteris paribus, lower corporate profits is also reflected in the current 

valuation. The FTSE US Total Market is currently paid around 24 times current 

annual earnings and almost 22 times earnings before interest and taxes on 

the value of the company. Investors receive a 1.5 percent dividend and pay 

a 250 percent premium on book values (chart 12). 
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Chart 12: FTSE US Total Market current valuation and key figures 

 
Source: Bloomberg, Flossbach von Storch Research Institute, as of 29 April 2022. 

 

The FTSE US Total Market's current net income yield of a good four percent 

competes with the achievable real yields on the bond market, as does the 

yield from free cash inflows. Here, the yield in 2021 was most recently just 

under 3.2 percent, an eight-year low (chart 13). 

 
Chart 13: FTSE US Total Market Free Cash Flow Yield 

 
Source: Bloomberg, Flossbach von Storch Research Institute, as of 29 April 2022. Historical 

performance is not an indicator of future performance. 

 

Although the debt of US companies has increased six-fold since 1986, it 

cannot be said that the burden is too high on average. Although the higher 

refinancing costs are likely to noticeably worsen key ratios and leverage 

factors, the US corporate sector as a whole should be a long way from a debt 

crisis. 
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Only a combination of a further significant rise in refinancing costs and weak 

cash flow could put many companies and the US corporate bond sector as a 

whole under pressure. Attention should be paid both to individual sectors 

with already below-average ratios and to the high-yield sector as a whole, 

which now plays a significant role. 

 

The stock market should be affected, as it has been recently, by the mixture 

of higher corporate refinancing costs and higher discount factors for 

corporate values. Higher interest rates weaken operating profits and cash 

flows. Corporate values are lower with higher discount rates and higher risk 

premiums. Unless companies are able to generate higher than expected cash 

inflows by widening their margins. In the current global economic 

environment, this is likely to be a rather difficult undertaking on average. 

 

The Federal Reserve certainly has leeway to raise interest rates without 

severely jeopardising the credit ratings of US companies. However, its leeway 

is limited. Key interest rates that are in the range of current inflation are likely 

to increase the financing costs of individual industries and the high-yield 

sector as a whole to such an extent that significant defaults would have to be 

expected - which regularly radiates negatively onto the stock market. 

 

The higher interest rates are already ‘poison’ for the stock market, as can be 

seen from the sometimes extremely low prices of numerous technology 

companies and the collapsed stock market prices of companies with start-up 

character. This is also shown by the sensitive reactions to the partly weaker-

than-expected results of established players from the top ten most heavily 

capitalised companies on the stock market. 

 

The stock market is currently pricing in current expectations regarding the 

Fed funds rate and future long-term interest rate levels. If the upward trend 

is higher than recently expected or secretly hoped for, this is likely to lead to 

further price declines. In addition, interest-bearing securities are becoming 

more attractive in relative terms. 

 

It should also not be forgotten that listed companies themselves are a very 

important demand group for their shares. In 2021, US companies bought 

back their own shares for a record $881.7 billion - partly on credit. These 

records could be a thing of the past if interest rates remain permanently 

higher and dampen demand for shares. 
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Conclusion 

 

If the Fed were to take all these factors into account, as well as the record 

levels of corporate debt in absolute terms, then unlike in the last period of 

high inflation in the 1970s and 1980s, Fed funds above consumer price 

inflation rates would be virtually impossible. 
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LEGAL NOTICE 

 

The information contained and opinions expressed in this document reflect the views of the author at the time of publica-

tion and are subject to change without prior notice. Forward-looking statements reflect the judgement and future expecta-

tions of the author. The opinions and expectations found in this document may differ from estimations found in other docu-

ments of Flossbach von Storch AG. The above information is provided for informational purposes only and without any obli-

gation, whether contractual or otherwise. This document does not constitute an offer to sell, purchase or subscribe to secu-

rities or other assets. The information and estimates contained herein do not constitute investment advice or any other form 

of recommendation. All information has been compiled with care. However, no guarantee is given as to the accuracy and 

completeness of information and no liability is accepted. Past performance is not a reliable indicator of future performance. 

All authorial rights and other rights, titles and claims (including copyrights, brands, patents, intellectual property rights and 

other rights) to, for and from all the information in this publication are subject, without restriction, to the applicable provi-

sions and property rights of the registered owners. You do not acquire any rights to the contents. Copy-right for contents 

created and published by Flossbach von Storch AG remains solely with Flossbach von Storch AG. Such content may not be 

reproduced or used in full or in part without the written approval of Flossbach von Storch AG. 

 

Reprinting or making the content publicly available – in particular by including it in third-party websites – together with 

reproduction on data storage devices of any kind requires the prior written consent of Flossbach von Storch AG. 

 

© 2022 Flossbach von Storch. All rights reserved. 
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