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IS IT “PUTINFLATION”?

According to the Consumer Price Index (CPI), prices in March were up 8.5% over the year ago period.
Most of us see this every day at the gas pump and the grocery store. While some of the blame can be
placed on Putin and the war in Ukraine, price increases are much more wide-spread and have been build-
ing for some time.

Prior to the war, the 2021 rate of inflation was 7.0%, the highest level seen in over 40 years. This increase
represents a shift from the last 15 years where we averaged less than 2% inflation and only exceeded 3%
once over that period (2007). In addition, inflation in the U.S. is higher than in most of the developed
world. The European rate of inflation last year was 5.0% and in Asia, it was only 2.5%. If food and energy
are global commodities, how could inflation be so much worse in the U.S.?

The problem here seems to be too many dollars chasing too few goods. Just as the lock-down was shuttering most manufacturing plants, many of us
went on-line and started purchasing goods with the money we were saving on travel, dinning out, and entertainment. Fiscal and monetary stimulus
provided an additional $10 trillion infusion into the economy. While those funds kept our economy afloat better than in most countries, it also kept

demand strong enough so that shortages developed, and supply chain issues flared across the economy. Therefore, we have seen huge increases largely
in the prices of the “things” that we purchase.

Not only have there been huge increases in food and energy, but new cars prices were up 12.5% and used cars saw an increase of a staggering 35.3%.
Furniture and major appliances were up 15.8% and 12.4% respectively while trips to the hardware store for tools, lumber, and hardware cost us 10.8%
more. As the manufacturing economy recovers, supply chain issues get resolved, and pent-up demand drops off, it is expected that inflation in these
categories will settle down lowering the overall rate of inflation.

IS INFLATION HERE TO STAY?

While “goods” inflation may subside, we may see a surge in prices in other parts of the economy. As people shift spending from goods to services,
costs of the latter are expected to rise. The price of travel, dining out, or purchasing just about any other service has begun to rapidly climb. When the
pandemic hit, employees fled these industries in large numbers. With demand now surging for these services, companies are having to offer much

higher wages to lure their staff back. Meanwhile, there are shortages developing for airline tickets, hotels, and its getting harder to find a dinner reser-
vation.

Housing costs are expected to drive headline inflation rates up in the future as well. According to the Case/Shiller housing index, prices of homes in-
creased 18.8% last year on top of the 10.4% increase in 2020. Contrast that to the reported 5% housing inflation rate found in the CPI. The reason for
this is complex but is largely rooted in the way CPl measures housing costs. They don’t measure the direct cost of a home, but its rental equivalent
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cost. Therefore, there is typically a delay in higher home prices being reflected in the CPI.

Not only are housing costs going up, but the cost of financing mortgages and other loans are going up. The Federal Reserve is beginning to raise inter-
est rates and is hinting at much higher rates to come. Already 30-year mortgage rates have gone up from 3.25% to about 5.25% significantly raising the
monthly cost of owning a new house.

Finally, we can expect costs to go up in areas where increases have been relatively dormant for some time. For decades, we have heard how college
costs and health care costs, especially prescription drug prices have increased at rates well above the average rate of inflation. However, price increases
in these categories have been relatively tame since the pandemic began. College tuition increased an average of 2.1% over the last 12 months and pre-
scription drug prices are basically flat with 2019 levels. Tuition levels were held in check as enrollments declined and complaints about the quality of on
-line college courses/labs surfaced. Many expect that will end as in-person learning returns to normal. As for health care, there is a labor shortage
across the entire sector which we expect will lead to big wage increases to fill thousands of open positions.

IMPACT FROM THE UKRAINE WAR

The war in Ukraine, if it continues, is bound to make things worse as Russia and Ukraine are major producers of food, energy, and other commodities.
Even prior to the war, food prices were already up 6.4% in 2021, but with 28% of nitrogen and phosphorous fertilizer and 25% of wheat produced in Rus-
sia and Ukraine, food prices look to be heading higher still. On top of that, China’s agricultural minister said the winter wheat crop could be “the worst
in history” coupled with a drought in another key agricultural producer, Brazil, there is a real concern about continued price increases in agricultural
commodities to extend well into this year and potentially beyond.

In addition, Russia is responsible for 11% of the worlds oil production and 18% of total natural gas supplies with much of these two energy commaodities
exported to western Europe. Demand had been increasing world-wide as the world economy recovered and supply had dropped on lower U.S. produc-
tion leading to increased prices prior to the invasion. We all see the increases at the pump, but the potentially larger concern is that natural gas prices
have doubled since the winter, a period of peak usage, and are higher now than at any time since the fracking revolution ramped up over 13 years ago.

The high cost of oil and natural gas has led to a shift back towards the use of more coal. Both the U.S. and Europe were moving away from coal to
more environmentally friendly natural gas, wind, and solar over the last decade. However, natural gas shortages have resulted in a 3% increase in the
share of electricity generated from coal last year in both the U.S. and Western Europe. As natural gas prices surge even higher the use of coal is ex-
pected to increase worldwide even more in 2022. Here too, coal prices, of which Russia is also a large exporter, are increasing as well.

THE GOVERNMENT RESPONSE

The government response to this surge of inflation has been mostly ineffective so far. The most concrete actions taken thus far have been easing supply
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chain issues, looking toward foreign producers of fossil fuels, and promoting alternative fuels.

Keeping ports open 24 hours per day has helped some, but shortages of containers persist, and the truck driver shortage is only expected to get worse.
Cajoling OPEC to produce more oil has largely been ignored as they see the higher prices as an opportunity and are in no hurry to materially increase
production. Energy alternatives face their own set of issues.

The EPA has waived the limits on summer ethanol production. However, burning corn while the price per bushel is surging to record highs will not
help the overall inflation rate. Wind and solar can contribute, but they will take years and even decades to implement and the transition is at risk due
to the sanctions on Russia. Most of the components that make up the green electric revolution (copper, nickel, platinum, cobalt, palladium, etc.) are
largely imported from Russia and prices on those commodities are at record highs. Finally, lithium carbonate, a key ingredient for electric car batteries,
is up a staggering 1600% since the start of last year. So, while alternatives contribute more and more every year, they have been experiencing shortages
and soaring costs as well.

Finally, the blame game and discussions of price controls and windfall taxes are very concerning. Every time price controls has been tried anywhere in
the world it has led to even greater shortages than previously existed. As for the blame game, it always seems to be done out of context. For example,
Tyson Foods was signaled out for the increase in chicken prices. However, Tyson lost money on chicken sales in 2021 as its price increases did not keep
pace with their soaring labor and input costs. The wholesale cost of a chicken is soaring as bird flu is decimating supply. Congress also called out the
energy companies, but their hands have been somewhat tied. There was a lengthy freeze on new drilling permits on federal lands, an increase in drill-
ing regulations, increased oversight on bank lending to drillers hindering new investment, and stalled approvals on most pipelines and LNG plants/

terminals. Domestic iroduction has recentli ione ui some with the recent surge in oil and gas prices, but most exploration firms are being cautious
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