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Inflation, Markets and Returns

Market Update

Financial market prices continued to rise in the second quarter with equity-market values hitting all-time
highs compared to cyclically adjusted profits. The ACR investment team, while satisfied with our current
holdings, are struggling to find new investments that meet our quality and return requirements. For
more than 21 years we have exercised patience. We are not about to change stripes now.

The value-oriented equity portfolio resurgence during the fourth quarter of 2020 and first quarter of
2021 reversed in the second quarter (updated strategy returns can be found at https://www.acr-
invest.com/strategies/eqr-advised-sma-composite). The tossing about of equity prices by speculators
betting on the twists and turns in the virus, inflation, and interest rates continues. We ignore the noise
of short-term fluctuations that are unlikely to have a meaningful impact on intrinsic value.

The signal is contained in the more essential economic drivers and remains the same: (i) corporate
profits continue to accumulate along their long-term GDP-linked path, (ii) high prices on normalized
profit levels imply lower equity-market returns, (iii) value-oriented portfolios like ours remain highly
depressed in price compared to the overall market, (iv) we therefore remain confident of being able to
deliver satisfactory returns regardless of high equity-market prices.

Quick Take on Inflation

ACR’s stated mission is to protect and maximize our investors’ purchasing power. “Purchasing power”
was explicitly chosen to reference the protection of real value against inflation. Now that inflation has
become the topic du jour among serious economists and pundits alike, it is a good time to summarize
how we endeavor to achieve our inflation-protecting mission.

The short answer comes in two parts—at the company and taxable investor levels. At the company
level, we are confident of being able to protect against inflation in the long run by owning businesses
that can raise their prices with their costs. At the taxable investor level, inflation could cause some
unavoidable after-tax real return erosion in taxable accounts, since returns are not indexed to inflation.
The table of hypothetical returns that follows illustrates this effect:
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Inflation and After-Tax Investor Returns

Real Return 7.0% 7.0% 7.0% 7.0%
Inflation Rate 0.0% 2.0% 4.0% 6.0%
Nominal Return 7.0% 9.0% 11.0% 13.0%
Return lost at 30% tax 2.1% 2.7% 3.3% 3.9%
Real Return 7.0% 7.0% 7.0% 7.0%
Return lost at 30% tax 2.1% 2.7% 3.3% 3.9%
Real Return after tax 4.9% 4.3% 3.7% 3.1%

Source: ACR Alpine Capital Research, illustrative model

Two observations. First, tax mitigation strategies can help. Deferring unrealized capital gains can
materially reduce the annual tax on investment returns. Other more complex tax mitigation strategies,
which are beyond the scope of this commentary, are also possible. Second, we believe it is unlikely that
long-term inflation will permanently impair the taxable investor’s after-tax real return by more than 0.5-
1%. The next section will address some of the complexities relating to inflation and equity returns,
including the rationale for our second observation. Anyone wishing to avoid the deeper dive can skip to
the final section, which contains a brief inflation outlook.

More on Equities and Inflation

In principle, equities are a hedge against inflation. To say that price increases are caused by companies
raising prices is tautological. This is what happens. Yet, as with many issues in economics, the truth is
more complex. We have found there to be a wide divergence of opinion on this topic among both
academics and industry practitioners.

Research on equities and inflation has, in our view, been lost in the woods for decades. An article on the

subject from a reputable financial journal summarizes the general consensus: “An extensive literature
has documented the poor inflation-hedging properties of the overall stock market.”' The same paper
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goes on to describe how some individual equities may provide a hedge against inflation, as other papers
have in more recent years.

Confusion, in our opinion, stems from three sources: (i) the periods studied, (ii) data frequency, (iii), the
distinction between protection at the corporate-earnings and stock-return levels. The periods studied
are generally too short and the frequency of stock return data too high. Recall that inflation protection is
a function of companies raising their prices with costs. Importantly, this occurs at the corporate earnings
level. While corporate earnings and stock returns are directly related, we also know that they have
diverged wildly over the years. Variations in the cyclically adjusted price/earnings (P/E) ratios over the
past 50 years have ranged from 7x to 42x. Additionally, there are many other factors impacting earnings
and prices than just inflation. Therefore, only a study that covers very long periods over which price and
earnings have time to converge would potentially be able to properly capture the relationship between
equities and inflation.

A 2001 paper by James R. Lothian and Cornelia McCarthy called “Equity Returns and Inflation: The
Puzzlingly Long Lags”" stands the test of time for its analysis of long-term equity values and inflation. |
came upon this paper studying the subject in the early 2000s. Its conclusions are as relevant today as
ever. The paper abstract posits the case well:

This paper examines data for stock prices and price levels of 14 developed countries
during the post-WWII era and compares their behavior in that sample with behavior over
the past two centuries in the UK and the US. Contrary to much of the literature of the past
several decades, we find that nominal equity prices do, in fact, keep pace with
movements in the overall price level. Our results suggest, however, that this is only the
case over long periods. The puzzle therefore is not that equities fail the test as inflation
hedges, as had been quite widely believed, but that they take so long to pass.

Two charts from the Lothian paper illustrate the point:
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U.S. Consumer Prices, Nominal and Real Equity Prices,
1800-2000
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Source: Lothian, James R. and McCarthy, Cornelia, "Equity Returns and Inflation: The Puzzlingly Long Lags" (2001).

The first chart shows a 14-country average of real equity price increases with standard deviation bands
over 50 years. The second chart shows the U.S. consumer price index and nominal and real equity prices
over 200 years. Real equity prices clearly rise in the long run, thus showing that equities provide a hedge
against inflation (the paper provides a great deal more statistical evidence). The result seems
anticlimactic because it is so intuitively expected.

Embedded in the long-run data is a distinct period of declining real U.S. equity prices from the early
1960s to early 1980s. Interestingly, this period coincides with the only significant period of sustained
inflation in the U.S. over the entire data set. The chart below shows this period as measured by the 10-
year average consumer price index. Despite the large amount of high-frequency data employed in much
of the research on equities and inflation, this period represents the one-and-only data point we have for
a sustained higher inflation!
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U.S. Consumer Price Index for All Urban Consumers
10-Year Average
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Source: CPI seasonally adjusted, US Bureau of Labor Statistics, retrieved from FRED, ACR

Many erroneously concluded from this single data point that equities were not a hedge against inflation.
As Lothian observes, equity prices are a hedge against inflation in the long run since there is a period of
much higher real equity price increases that eventually overcome the period of real equity price
declines. But why the long lag? Several explanations come to mind.

The first is the market got it wrong from the mid-70s to early 80s and this was a wonderful time to
invest in equities. Indeed, this is the case in retrospect. At the time, cash was clearly king as short-term
rates climbed to highs in the double-digits. Investors were understandably lured by historically rich “risk-
free” yields without properly appraising the prospects for stocks. This leads us to a second critical
distinction. Company-level earnings kept pace with inflation over this period as theory suggests, while
the declining real price resulted in P/E ratios plummeting into the single digits.
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S&P 500 Earnings per Share
1950-Present Inflation Adjusted
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EPS data as of March 31, 2021. EPS data has been log-transformed.
Source: S&P Dow Jones Indices; Robert Shiller - CAPE Data; BLS- CPI Data; ACR Alpine Capital Research. The gray line represents
an Ordinary Least-Squares Regression (OLS) trendline of S&P 500 Real Earnings Per Share (EPS) from 1950 to 2021.
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Price data as of June 30, 2021. EPS data as of March 31, 2021.

Source: S&P Dow Jones Indices; Robert Shiller - CAPE Data; BLS- CPI Data; ACR Alpine Capital Research.  CAPE based on Real
S&P 500 Price Per Share (PPS) divided by Ordinary Least-Squares Regression (OLS) trendline of S&P 500 Real Earnings Per Share
(EPS) from 1926 to 2021.
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Fundamental value investors who pay attention to earnings rather than stock prices would have been
happily loading up on stocks, and in the subsequent two decades, would have been amply rewarded. It
should also be noted that the erosion of investor after-tax returns in the short term is offset by the
higher real return on equities at single-digit P/Es.

Interestingly, we may be at the opposite end of this spectrum today. Inflation and interest rates have
been declining and P/E ratios rising now for more than 40 years. Cash, far from being king, is a four-
letter word. Yet, just as in the early 1980s, investors had it wrong; perhaps history will prove the present
day’s conventional wisdom about cash being trash is also wrong. We are not suggesting a sustained
increase in prices and return to ‘70s and ‘80s style inflation. We do believe it is possible that the most
recent era of negative real rates may not last forever, just as the high inflation and interest rates of the
‘70s and ‘80s eventually passed into the rearview mirror of economic history. A return to average
historical real yields would still be significant for the financial markets.

The last item of importance is the one on which we spend the most time. To be successful at protecting
against inflation, we must still own the “right” equities—those that can raise their prices with their
costs. Not every company we own will be able to do so. Several could fail in this respect (while others
could exceed expectations), which is why we manage diversified portfolios. The dynamic between cost
pressures and product price increases is also likely to be lumpy. Costs may rise quicker for a quarter or
two or even longer before product price increases can be established. The monitoring of company cost
structure and pricing power and the competitive dynamics that drive margins are central to our analysis.
The weak link in the supply chain is most likely to feel the most pressure. We tend to avoid such
companies due to our insistence on quality. Investing in companies with sound competitive positions is a
key element for investment success, as well as for warding off the deleterious effects of inflation.

Inflation Outlook

Investors looking for a specific inflation forecast from the ACR investment team or our macroeconomic
advisor will be disappointed. While we have well-considered views on the subject, inflation, in our
opinion, cannot be reliably forecasted with any degree of precision. Yet we do have a few thoughts
about how we see various potential forward-going inflation-rate scenarios impacting our portfolios and
decision-making.

First, there is a possibility that inflation will surprise to the upside in the short run and the U.S. Federal
Reserve will have to raise rates quicker than expected. Should this occur, there is a good chance our
holdings would temporarily decline in price. However, we do not believe the earning power or intrinsic
value of our companies would be significantly diminished. Temporary higher inflation and rates and a
subsequent recession are hardly worthy of panic, given our positioning. Rather, we would welcome the
opportunity to invest our cash reserves at better prices.
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There is also a strong possibility that the bottlenecks caused by the unusual economic whipsaw from
pandemic recession to stimulus-driven recovery will be resolved in a matter of months, and as the
stimulus fades, both demand and price pressures will recede. A “soft landing” would be neutral for our
portfolios in the sense that market dislocation would be unlikely, and we would have fewer
opportunities, but our current holdings would be positively impacted.

The economy could also get worse. The Delta variant may cause the recovery to falter in the U.S. and
globally, and there is always the chance of a breakthrough variant that is resistant to current vaccines.
Our base case nevertheless remains continued solid recovery. Presently, we do not believe the Delta
variant will cause a serious enough healthcare setback to knock the recovery off track, and we believe
the chance of a vaccine-resistant variant remains relatively low. Most importantly, the quality of our
holdings will always remain a mitigant against more turbulent times.

Lastly, an unexpected bout of longer-lasting inflation could take hold due to the self-fulfilling prophecy
of higher wage and price expectations, or because of other more complex and unpredictable factors,
such as slowing global labor supply from China. The dynamics of global inflation are complex to say the
least. Yet just because such a scenario can be imagined and supported with a plausible rationale does
not mean it is inevitable nor even likely. Investors may wish to purchase protection from such an event.
At ACR, we remain comfortable with the natural long-run inflation protection we enjoy from owning
companies that can raise their prices with costs.

Nick Tompras
July 2021

As of November 4, 2022, we have provided this supplement to accompany the commentary and satisfy changing
regulations: https://acr-invest.com/commentary-supplement/
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IMPORTANT DISCLOSURES

ACR Alpine Capital Research LLC is an SEC registered investment adviser. For more information please refer to Form ADV on file
with the SEC at www.adviserinfo.sec.qov. Registration with the SEC does not imply any particular level of skill or training.

All statistics highlighted in this research note are sourced from ACR’s analysis unless otherwise noted.

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of the
examples discussed. You should consider any strategy’s investment objectives, risks, and charges and expenses carefully before
you invest.

This information should not be used as a general guide to investing or as a source of any specific investment recommendations,
and makes no implied or expressed recommendations concerning the manner in which an account should or would be handled,
as appropriate investment strategies depend upon specific investment guidelines and objectives. This is not an offer to sell or a
solicitation to invest.

This information is intended solely to report on investment strategies implemented by Alpine Capital Research (“ACR”). Opinions
and estimates offered constitute our judgment as of the date set forth above and are subject to change without notice, as are
statements of financial market trends, which are based on current market conditions. There are risks associated with purchasing
and selling securities and options thereon, including the risk that you could lose money. All material presented is compiled from
sources believed to be reliable, but no guarantee is given as to its accuracy.

The investment outlook represents ACR’s views on the economic factors that may affect the international capital markets. There
can be no guarantee that these factors will necessarily occur as ACR anticipates, nor that if they do, they will lead to positive
performance returns. There can be no assurance that any objective will be achieved.

The price-to-earnings (P/E) is the period price divided by earnings per share (EPS). The EQR Cyclically Adjusted P/E is based on
the weighted average market value divided by the weighted average estimated normalized cash earnings for
the investment holdings in ACR’s Equity Quality Return Strategy at quarter end.

The S&P Cyclically Adjusted P/E is based on Real S&P 500 Price Per Share (PPS) as of 6/30/21 divided by Ordinary Least-Squares
Regression (OLS) trendline of S&P 500 Real Earnings Per Share (EPS) from 1926 to Present (3/31/21).

The intrinsic value differential is the difference between EQR’s estimated price/value (P/V) and the S&P 500’s estimated P/V as
of 6/30/21. Intrinsic value is based on multiple business and financial factors and represents the portfolio manager’s subjective
estimate of business value.

EQR Portfolio Actual Gross Return is the EQR Advised/SMA Composite actual pure gross-of-fee total return (including dividends)
annualized, including cash over the 10-year period. Gross of fee returns do not reflect the deduction of management fees. Actual
client returns will be reduced by management fees. Fees are typically deducted quarterly for clients, thus the compounding
effect will be to increase the impact of the fees by an amount directly related to the gross account performance. For example, on
an account with a 1% management fee, if the gross performance is 10% annually, owned for 10 years, the compounding effect
of the management fees will result in a net performance of approximately 8.90% annual return.

The Equity Quality Return (EQR) Advised / SMA Composite consists of equity portfolios managed for non-wrap fee and wrap fee
clients according to the Firm's published investment policy. The composite investment policy includes the objective of providing
satisfactory absolute and relative results in the long run, and to preserve capital from permanent loss during periods of
economic decline. EQR invests only in publicly traded marketable common stocks. Total Return performance includes unrealized
gains, realized gains, dividends, interest, and the re-investment of all income. Pure Gross returns are gross of all fees and do not
reflect the deduction of transaction costs in wrap portfolios. Pure Gross returns are supplemental information. Net of ACR Fee
returns are Pure Gross returns reduced by 1.0% per annum, which is the standard management fee for the Equity Quality Return
strategy. Please refer to our full composite performance presentation with disclosures published under the Strategies section of
our web site at www.acr-invest.com/strategies/eqr-advised-sma-composite.

The S&P 500 TR Index is a broad-based stock index including reinvestment of dividends and has been presented as an indication
of domestic stock market performance. The S&P 500 TR index is unmanaged and cannot be purchased by investors. See EQR’s
full composite presentation at www.acr-invest.com/strategies/eqr-advised-sma-composite.
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