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Inflation – Why Technology Companies Should Care 
The inflation rate in the United States has swung from less than 1% during the peak of the Pandemic to 8.5% currently, 
the highest since 1981.  

As a consumer, you have felt the bite of inflation while filling your car with gas unless you drive a Tesla!  Inflation has 
also taken a bite out of technology stocks. 

It is not a coincidence that technology stocks have taken a severe fall during the recent rapid rise of inflation.  There are 
very specific reasons why technology stocks decline during high inflationary periods. 

 

How Does Inflation Erode a Technology Company’s Value? 
At a more fundamental level, inflation is a silent drain on a company’s performance.  Rising prices impact technology 
companies in the following ways: 

• Increase in labor costs: inflation causes companies to increase employee wages to retain talent, especially in hotly 
contested areas like R&D, sales and engineering, resulting in an increase in cost of sales (resulting in lower gross 
margins) and operating expenses (resulting in lower operating profits).  Wage inflation creates headwinds to high 
growth technology companies that rely on not just retaining but also growing headcount in critical areas to drive 
revenue acceleration.  Businesses that employ workers in the Gig Economy like Amazon (-31%)1, Lyft (-56%)1 and 
Uber (-38%)1 have seen high inflation pressure wages on drivers and warehouse workers   

• Increase in supply chain costs: the rising prices of components and logistics have a deleterious impact on 
production economics at technology companies.  For example, semiconductor chip shortages and resulting price 
escalations have substantially increased cost of goods for companies like Apple (-11%)1, Microsoft (-18%)1 and 
Roku (-58%)1 

• Increase in G&A costs: “keep the lights on” expenses like rent (though hybrid work due to COVID has helped 
reduce rent), utilities and insurance escalate in an inflationary environment, chipping away at cash and profitability 

• Increase in borrowing costs: variable rate debt on company books becomes more expensive as interest rates rise 
with inflation, reducing net income.  However, debt could still be a cheaper financing option compared to equity as 
we discuss below 

Within the technology sector, software companies generally have the highest growth rates and derive a greater portion 
of their value from earnings in the future.  As inflation causes nominal interest rates to rise with monetary tightening, 
the present value of those future cash flows decreases since the discount rate (or the cost of capital) has increased.  The 
markets are always forward looking, so software companies that derived most of their value from future growth have 
suffered the greatest declines in market price.  Examples include: Shopify (-72%)1, Netflix (-70%)1, Twilio (-59%)1 and 
PayPal (-57%)1. 

As demonstrated in the chart below, technology stocks (represented here by the NASDAQ Composite Index) have 
performed well during periods of declining or stable interest rates (the opposite effects from inflation), and have 
declined when rates have increased as in the last few months.  The impact is more sharply felt by high growth stocks as 
outlined above.  The exception was in early 2020 when the COVID Pandemic erupted, leading to sharp declines in both 
stocks and interest rates stemming from an economic shock. 

 
1 Stock performance 2022 YTD as of May 9, 2022 
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* Market/financial data as of May 9th, 2022 

How Technology Companies Can Ameliorate Impacts of High Inflation 
Despite the tougher environment for high growth companies in an inflationary cycle, technology businesses have a 
silver bullet – pricing power.   This is the ability of software companies to increase unit prices faster than costs without 
adversely impacting demand, in other words, low price elasticity of demand for their products.  Companies with leading 
market positions relative to competitors, strong brand and high switching costs for their products typically have pricing 
power.  Examples are Amazon, Apple, Google, Microsoft and Salesforce.  Apple recently increased prices on several 
iPhone models, Netflix raised subscriber prices, Amazon increased the fee for Prime and Dropbox hiked its paid tier 
price.  The pricing power of these market leaders will be truly tested as inflation softens consumer spending power. 

Pricing power also helps to maintain gross margins going into the headwinds of cost inflation.  Software companies, 
especially SaaS businesses, have the natural advantages of high gross margins, largely fixed costs and strong scale 
economies (refer to Allied Advisers article Revenue Models and its Implications on Future Financing or Exits).  SaaS 
companies are hence better equipped to sustain growth and earnings in the face of inflation.   

Another approach to sustain growth and profitability during inflationary cycles is by managing hiring and retention 
prudently; consider outsourcing R&D/engineering (refer to Allied Advisers article Outsourcing-your-software-
development) or hiring mid-level professionals who are eager to take on challenging roles at the next level.  Supply 
chain costs could potentially be controlled by building flexibility into sourcing and supply chain, and working with best-
priced vendors globally. 

Additionally, private company valuations have also compressed during the public market meltdown, which makes 
raising equity capital more dilutive as a founder.  Debt can be an attractive option for companies who can support 
leverage for the reason that during periods of inflation, the cost of equity increases relative to debt due to higher equity 
risk premiums.  Consider locking in debt capital at lower rates now before rates go up further with additional Fed 
tightening (refer to Allied Advisers article The Growing Use of Debt in Technology Companies). 

 

Allied Advisers: Investment Banking for Technology Companies and Investors 
Ravi Bhagavan is Managing Director at Allied Advisers, a global technology-focused boutique advisory firm focused on 
investment banking for entrepreneurs and investors. The Silicon Valley-based firm, with a presence in Los Angeles, 
Israel and India, serves entrepreneurs and investors of technology growth companies globally on strategic advisory 
including M&A and capital raises. Allied Advisers bankers have completed technology transactions globally for clients 
with Fortune 50 buyers and top tier Private Equity firms.  Contact: info@alliedadvisers.com 
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