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Inflation: Back to Basics
When asked if inflation swindles equity investors, Warren Buffett responded, “Inflation swindles the bond investor, too. It
swindles the person who keeps their cash under their mattress. It swindles almost everybody.”
When inflation is low and predictable, people and businesses can better plan for their future. An individual setting an annual
budget or planning for retirement or a business entering long-term supply contracts must deal with uncertainty trying to forecast
future events. Inject into the calculus an unstable currency or price-level, and those forecasts quickly become less tenable and
more uncertain. When economists list the necessary institutional constructs that most likely lead to a robust growing economy,
basics such as 1) the rule of law, 2) property rights, and 3) a stable medium of exchange (currency) are generally listed. For this
reason, the Federal Reserve has long targeted a low, predictable 2% inflation rate to help bolster economic activity and growth.
The 12-month percentage change to core CPI (the Consumer Price Index*, less food and energy), reached 3.0% in April 2021, a
level not seen for nearly 30 years. Since April 2021, the price level has continued to climb, rising steadily from 3.0% in April
2021 to 5.5% in December 2021. In 2022 it reached 6.4% in March before leveling over the summer. As of August, it stood at
6.3%.
The Federal Reserve, the institution tasked with keeping inflation at predictable, low levels, has ample tools to combat inflation.
Actions that would curtail inflation, however, often slow the economy as well. For this reason, the Federal Reserve often
attempts to thread the needle between keeping inflation stable at around 2% and not inhibiting economic growth to the point of
recession. Those who follow the financial press likely remember the inflation debate in the spring and summer of 2021, with
the Federal Reserve infamously stating that inflation appeared to be “transitory”. It wasn’t until November 2021 that Federal
Reserve chair Jerome Powell suggested it was “time to retire the word ‘transitory’”.
Hindsight is 20/20, and as investors, we are focused on the future. For various reasons, the Federal Reserve chose not to begin
raising the federal funds target rate until March 2022, four months after suggesting inflation may be stickier than first thought.
The Fed seemed slow to respond to heightened inflation pressures but since March, has moved swiftly to counter inflation. A
year ago, many in the financial press chastised the Federal Reserve for not tightening financial conditions in the face of rising
inflation risks. Now, many in the press suggest the opposite; that the Fed is tightening too much too fast to rid us of inflation,
putting the economy at risk of a deep recession.
We at Alta can debate whether a 50 or 75 basis point increase in the federal funds rate is appropriate for the current situation.
We may have differing opinions on the Fed’s decision to reduce its balance sheet while simultaneously increasing rates at a
pace not seen for decades. We agree on one point, however. The financial markets are not likely to begin healing until inflation
is back to a 2-3% annual trend. We see myriad risks and opportunities in the global economy today, but emphasis is now
rightly being placed on fixing inflation first. A new trend toward the Fed’s inflation target could come in two months, it could
take six to nine months, but stable, predictable prices will then help unleash innovation and growth into our economy. The
stock market is a discounting mechanism and has historically reacted positively to inflation expectations trending back to target
levels (see market returns for the early ‘80s and early ‘90s).
While constructing investment portfolios, we have purposefully sought companies that sell products or services that are not
overly commoditized. This not only supports profit margins in good times, but, we believe, also in recessionary and
inflationary periods. While inflationary pressures can cause short-term market disruption, we believe profits from these quality
companies can be historically resilient during inflationary times. While equity market returns for 2022 have seen double-digit
decreases, profit expectations for our portfolio companies for 2022 and 2023 are down only mid-single digits since the
beginning of 2022
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The information and statistics contained in this report have been obtained from sources we believe to be reliable but cannot be guaranteed. Any
projections, market outlooks or estimates in this letter are forward-looking statements and are based upon certain assumptions. Other events which
were not taken into account may occur and may significantly affect the returns or performance of these investments. Any projections, outlooks or
assumptions should not be construed to be indicative of the actual events which will occur. These projections, market outlooks or estimates are
subject to change without notice. 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 product
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. All indexes are
unmanaged and you cannot invest directly in an index. Index returns do not include fees or expenses. Actual client portfolio returns may vary due to
the timing of portfolio inception and/or client-imposed restrictions or guidelines. Actual client portfolio returns would be reduced by any applicable
investment advisory fees and other expenses incurred in the management of an advisory account. 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 Alta
Capital Management, LLC. To the extent that a reader has any questions regarding the applicability above to his/her individual situation of any
specific issue discussed, he/she is encouraged to consult with the professional advisor of his/her choosing.

* The Consumer Price Index (CPI) is a measure of the average change over time in the prices paid by urban consumers for a market basket of
consumer goods and services. Indexes are available for the U.S. and various geographic areas.
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