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“Inflation is taxation without legislation.”
~Milton Friedman, American Economist and Nobel Memorial Prize recipient
“Rising prices allow Uncle Sam to pay off his debts with dollars that have been cheapened by inflation.”
~Benjamin Graham, American Economist known as the “father of value investing”
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•

The Standard & Poor’s 500 index (S&P 500)
generated a total return (price appreciation plus
dividends) of 6.2% in the first quarter. Energy Sector
stocks lapped the field, up 30.9% for the quarter, with
Financials Sector stocks posting the second-highest
return at 16.0%. All eleven sectors finished the quarter
in positive territory. The Consumer Staples and
Technology Sectors were the weakest performers at
1.8% and 2.4% respectively.

•

Breadth remains strong, with more than 80% of stocks
trading at or above their 200-day moving average at
the quarter’s close. Despite broad-based performance,
concentration risk remains elevated, particularly for index-based
passive investors. The largest five S&P 500 companies (Apple,
Microsoft, Amazon, Alphabet, and Facebook) still comprise more
than 20% of the index.

•

International equities underperformed for the quarter relative to
domestic stocks, with the MSCI Europe, Australasia, and Far East
(EAFE) Index returning 3.6% and the MSCI Emerging Markets
Index returning 2.3% when denominated in U.S. dollars. Small cap
stocks, which were particularly impacted by the COVID decline due
to lower business resilience, continued their comeback
outperformance in the first quarter with the Russell 2000 Index up
12.7%.

•

Value stocks have generally underperformed growth stocks for
more than a decade. Despite investors’ predominantly risk-on
appetite, the opposite occurred in the first quarter. The Russell 1000 Value and Growth indices returned
11.3% and 0.9% respectively – value’s widest quarterly outperformance since the first quarter of 2001.
Growth stocks typically reinvest earned capital in revenue growth opportunities within the company rather
than paying them out to shareholders, while value stocks generally distribute more of their earnings to
shareholders in the form of higher dividends. Growth stocks are thus viewed as “longer-duration” assets.
Rising interest rates negatively impact longer duration
assets more than shorter duration assets, which was a
major impetus in the outperformance of value in the first
quarter. Further, many companies considered value stocks,
such as banks, typically benefit from rising interest rates.

•

Earnings growth remains a key topic of focus for equity
investors given the economic decline last year. S&P 500
earnings in 2020 hit their lowest level since 2008 but
began rebounding in the second half of the year.
According to FactSet, analysts expect earnings growth of
23.8% in the first quarter of 2021 and predict double-digit
earnings growth in all four quarters of the year. With the
Biden administration’s proposal for corporate tax
increases, there is concern the tax hikes, if enacted, will weigh heavily on S&P 500 earnings. Some
forecasts project as much as a 9% reduction in earnings for the year.
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•

The S&P 500 closed the quarter at a forward price-to-earnings (P/E) ratio of 21.9x next twelve months
(NTM) earnings, below the two-decade high of roughly 24.0x reached in September. The current level
is still markedly above the 16.0x historical average for this two-decade period. Investors are now
willing to pay more for future earnings than just prior to the pandemic when the peak forward P/E ratio
stood at 19.2x NTM earnings.

•

Special Purpose Acquisition Companies (SPACs) are “blank check” shell companies that initially have
no operations and are created solely to acquire other private companies to eventually take public.
Nearly 300 SPACs raised approximately $95 billion through U.S. initial public offerings (IPOs) in the
first three months of the year to utilize for acquisitions. This surpassed the $83 billion raised by 248
SPACs in all of 2020 and the $14 billion raised by 59 SPACS in 2019. In the traditional IPO market,
102 companies with existing operations totaling over $40 billion went public in the first quarter – the
most in over two decades. Both SPACs and
traditional IPOs underperformed in the first quarter.
With approximately 430 SPACs in the market,
competition for private companies to take public has
made execution difficult. As a result, the average
premium at which SPACs traded relative to their
underlying trust values declined from a peak of
26.9% in mid-March to about 3.5% by the end of the
quarter. Traditional IPOs performed poorly as well,
with the Renaissance IPO Index falling roughly 7%
for the quarter.

•

SPACs are coming under increasing scrutiny by the
Securities and Exchange Commission (SEC), in part
due to the aggressive forward-looking projections
they often make when going public since they have no operational history. John Coates, Acting
Director, Division of Corporate Finance at the SEC, wrote on April 8, “Concerns include risks from
fees, conflicts, sponsor compensation, celebrity sponsorship, and the potential for retail participation
drawn by baseless hype, and the sheer amount of capital pouring into SPACs.”

•

The first quarter culminated with exorbitant risk in the media crosshairs for the second time in as many
months. First, as reviewed in Wallington’s recent publication, The Madness of Crowds, individual
speculators bet big on “Reddit” stocks such as GameStop and AMC. In the latest case, global
investment banks such as Goldman Sachs, Morgan Stanley, and Credit Suisse all found themselves at
the wrong end of an excessive leverage campaign run by Bill Hwang of Archegos Capital
Management. Hwang used derivative instruments called total return swaps, which allowed him
exposure to both the risk and return of stocks like ViacomCBS without actual ownership of the shares.
With his total exposure unclear to lenders, he was able to undertake significant leverage, sometimes as
much as 9-1, on individual stocks. As Hwang’s positions increased in value, rather than allow his
leverage ratio to organically decline, he continued to increase his leverage. This left little room for
error, which eventually came back to haunt not only Archegos but the institutions Hwang deceived
into financing such excessive leverage. When the stock price of ViacomCBS declined sharply in late
March due to an ill-received share offering, it forced institutions to begin issuing margin calls on the
Archegos portfolio. A forced fire sale ensued and when the dust settled, Credit Suisse was the slowest
to act. Left “holding the bag,” the institution had to charge off roughly $4.7 billion in defaulted margin
loan balances. Investors worried how the ripple effect would work its way through the capital markets,
but the fallout has thus far been contained. Of note, Hwang had once been temporarily banned from
securities trading and client asset management on U.S. and some Asian exchanges for insider trading
via his former hedge fund. Also of note, a recent Bloomberg Business Week edition referred to
Hwang’s missteps with a cover story entitled, How to Lose $20 Billion* in 2 Days (*Give or Take).
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•

Rising interest rates created a headwind for many segments of
the fixed income markets in the first quarter of the year.
During this time, the yield on the 10-year U.S. Treasury
(UST) increased from 0.93% to 1.74%. This was the largest
absolute move in yields for a calendar quarter since the fourth
quarter of 2016, when the 10-year UST yield increased from
1.60% to 2.45%. As a result, USTs in aggregate generated a
return of -4.6% as measured by BofA-ML indices, the worst
quarterly return for USTs since the third quarter of 1980 when
they lost 5.1%. To put this into context, the 10-year UST yield
rose from 10.09% to 11.86% over that 1980 period. Shortterm bonds, with their yields effectively anchored by the
Federal Reserve (Fed), provided shelter as the prices of
corporate and government bonds with one to three years until
maturity were effectively flat for the quarter. Longer-term
bonds with over ten years until maturity bore the brunt of the
losses, providing a -10.8% total return.

•

Investment grade corporate bonds offer investors higher yields than USTs due to a higher level of credit
risk. In the first quarter, they provided little shelter to rising interest rates. They essentially performed in
line with USTs with a -4.5% total return. This was also the lowest return for the corporate segment since
the third quarter of 1980 (-8.7%). Due to the lower rate environment, corporations have been issuing more
longer-term debt than they have historically, which has increased their bonds’ sensitivity to interest rate
movements. This sensitivity is captured by a metric called duration. Duration increases as time to maturity
increases and/or with a lower level of coupon payments. The effective duration for investment grade
corporate bonds in the aggregate increased from 6.9 years at the end of 2018 to 8.5 years at the end of
2020. The effective duration for USTs in the aggregate also increased from 6.3 to 7.5 years over this same
period. Thus, corporate bonds are generally more sensitive to movements in interest rates than USTs, all
else equal. Even so, corporate bonds were able to outperform USTs as credit spreads, the interest rate
differential between government and corporate debt, decreased for the quarter. Fixed income investors
became more comfortable with credit risk in light of expectations of an improving economy and corporate
profit environment.

•

High-yield, or “junk,” bonds provided downside protection from rising interest rates amid a stable to
favorable credit spread environment. Spreads for high-yield debt decreased from 3.86% to 3.36% over the
course of the quarter, allowing high-yield bonds in aggregate to eke out a slightly positive return of 0.9%.
High-yield spreads are now close to their post-financial crisis low of 3.16% set in October 2018. This is in
part due to the shifting makeup of the high-yield space. Many companies were quickly downgraded from
investment grade to high-yield credit ratings in the spring and early summer of 2020 as fears over the
economic impact of COVID compelled ratings agencies to react swiftly. These “fallen angels” have
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caused the percentage of the high-yield index rated BB by Standard & Poor’s to surpass 50% for the
first time ever. As BB is the most credit-worthy high-yield rating, this indicates an improvement in
overall credit quality for the index. While it may take years for many of these businesses to fully repair
their balance sheets and regain investment grade status, unprecedented fiscal and monetary stimulus
has enabled them to remain solvent and created an environment where the broad high-yield space is
able to trade at increasingly tighter spreads.
•

Travel and leisure companies were particularly hard hit by the pandemic and ensuing mobility
restrictions. For many of these businesses, decreasing bond
yields of late reflect optimism for continued progress in the
economic recovery, however. For example, a Carnival
Corporation bond maturing in 2028 began 2020 with an
investment grade A3 Moody’s rating yielding roughly 3.3%.
Through the pandemic, the rating was cut three times,
eventually to the junk rating of B2, and offered a yield as high
as 12.0%. Although the rating still remains firmly in the highyield category, the yield has been more than cut in half from
its peak. Similarly, a Delta Air Lines bond maturing in 2028
began 2020 yielding 3.6% before reaching as high as 11.0% in
mid-May. Since that point, it has nearly recovered to its prepandemic level, and the bond ended the quarter yielding 3.6%.
While Moody’s retained an investment grade rating on Delta,
S&P downgraded it to a B+ junk rating illustrating how bond
ratings and economic projections from the ratings agencies
remain subjective.

•

With corporate and government yields still at very low levels relative to history, many investors are
concerned over increases in interest rates leading to continued losses in presumptively safe fixed
income investments. There are, however, some important points to remember when it comes to
investing in bonds. First, while fluctuations in interest rates cause interim volatility in the market value
of a bond, ultimately a credit event (such as bankruptcy) in the underlying corporation or government
entity would be required for a traditionally structured bond to return less than its stated face value
when held to maturity. Thus, regardless of volatility, bonds will generally provide close to their stated
yield at the time of purchase as an annualized return. History also provides an example of bond returns
during an extended rising rate environment. The 10-year UST ended 1954 yielding 2.51% before
entering a long-term uptrend which would peak above 15% in 1981. At the beginning of this trend
bonds struggled, and intermediate-term government bonds generated negative returns in 1955, 1956,
1958, and 1959 of -0.7%, -0.4%, -1.3%, and -0.4% respectively. As yields continued to advance,
higher coupon payments overcame the effect of increasing interest rates, and the bonds only provided
one more year of negative returns from 1960 through 1981.
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•

Sales of existing single-family homes fell 6.6% in
February from January while sales of new singlefamily homes declined 18.2%. For the 12-month
period ending in February, existing home sales
were up 9.1% and new homes sales increased 8.2%.
The decline in February on the surface could
suggest that the housing market is cooling, but that
is far from the case. Some of the sales decline was
attributable to weather, but more so to the lack of
inventory of homes. Unsold inventory of existing
homes fell 29.5% year-over-year in February and
based upon recent demand, only represented a twomonth supply. This is significantly below the
normal supply of 5-6 months. The inventory of
unsold new single-family homes registered in at 4.8
months.

•

The low supply and high demand for homes has caused home prices to increase. The National
Association of Realtors (NAR) data show the median existing home price was $313,000 in February, up
15.8% from a year earlier, the largest increase in 14 years. The average sales price of a new home was
$416,000 in February; record high lumber prices alone added $24,000 to the cost of a new home. Other
building material costs also increased substantially. As February closed, the NAR reported the inventory
of homes for sale was 1.03 million. The NAR also reported the number of sales agents stood at 1.45
million, up 70,000 in the last year, meaning there were 40% more sales agents than homes for sale.

•

Rising prices are not exclusive to building material
costs. Commodity prices - agriculture, metals, and
energy - hit decade highs recently. The Dow Jones
Commodity Index increased 9.4% in the first three
months of this year and 71.1% for the 12-month
period ending March 2021. U.S. crude oil prices
increased from $20.51 to $59.19 over this same
period. OPEC and Russia slashed production in
2020 and indicated they will maintain those levels
of output through April of this year, while U.S. oil
production has fallen 2 million barrels per day.
Increased oil prices lead to increased gasoline
prices; the average national price for regular gas
closed the quarter at $2.87 per gallon, up $0.75
from last November.

•

Jobs growth is accelerating as 916,000 jobs were
added in March, well ahead of the 675,000
forecasted by Dow Jones. This was the fastest
growth since August 2020. Further, January and
February job gains were revised up by 156,000 to
701,000. Employment gains were broad-based with
the areas hit by the pandemic experiencing very
strong growth.

•

The unemployment rate fell to 6.0% in March from
6.2% in February, and another 347,000 workers reentered the labor force for the month. Still, there are
7.9 million fewer employed workers, and the total
labor force (employed plus unemployed but willing
to work) remains 3.9 million workers lower than
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prior to the COVID decline. At its lowest, 6 million workers had left the workforce altogether. The labor
force participation rate (the ratio of employed workers to total workers in the labor force) ticked up from
61.4% to 61.5% in March, still significantly lower than the 63.3% level in February 2020. Jobs are
available, however, with job openings posted at the beginning of February 1% higher than one year earlier.
•

U.S. manufacturing surged in March. The
Institute for Supply Management (ISM)
manufacturing index registered 64.7 in March,
the highest reading since 1983. A figure above 50
indicates the sector is expanding based on factors
such as product sales, hiring, and output. Even
though factories are humming, they are
struggling to meet demand. Headwinds exist
from shortages of critical parts and materials,
rising commodity prices, transportation delays
(due to port congestion, the Suez Canal, and
container shortages), and difficulties in filling
open positions. A good example is the auto
industry. U.S. vehicle sales increased 8% in the
first quarter of 2021 from a year earlier. They
could have been higher except inventories were
insufficient, down 26%, because production has
been curtailed globally due to a semiconductor shortage. Gone are the 2020 deep discounts; the average
price of a new vehicle sold was $37,314 in the first quarter, the highest on record.

•

The U.S. passed stimulus packages worth $3.4 trillion in 2020 and one for $1.9 trillion in March of this
year. The New York Times analyzed how much each American would receive if the $5.3 trillion were
equally divided among the 330 million population. It works out to approximately $16,100 per American:
stimulus checks, $2,751; unemployment benefits, $2,660; aid to individuals, $1,497; small business aid,
$2,890; healthcare, $2,165; state and local government, $2,682; tax cuts, $605; and other, $908. A deeper
analysis would question how much of the $5.3 trillion was actual stimulus as household bank accounts are
now at least $1.6 trillion higher than they were at the start of the pandemic. The pent up savings coupled
with another projected round of stimulus is providing strong support for leading economists to forecast
rising inflation.
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In March, Congress passed and President Biden signed the American Rescue Plan Act, a $1.9 trillion
and third relief package in response to COVID. This follows the $2.3 trillion Cares Act of March 2020
and the $900 billion Relief Act of December 2020. These are massive stimulus packages totaling 24% of
Gross Domestic Product (GDP). In comparison, the stimulus provided by The American Recovery and
Reinvestment Act of 2009 in response to the financial crisis was only $800 billion. Much debate has
centered on whether the $1.9 trillion is needed as the U.S. economy has come out of the recession,
registering annualized growth of 33.4% in the third quarter and 4.3% in the fourth quarter of 2020.
Additionally, GDP growth was forecast to be 4.2% for 2021 without the $1.9 trillion package, but those
forecasts have now been ramped up to the 6-7% range mostly due to the stimulus.
Personal consumption accounts for 70% of GDP and consumers are in great shape. After a December
lull, nearly 1.62 million jobs were added in the first quarter of 2021. Consumers are also holding a lot of
cash as households have saved $2.8 trillion since the beginning of the pandemic. Last year, the savings
rate was 16.3% of personal disposable income, about double pre-pandemic levels. From February 2020
to February 2021, personal income increased
by 4.3% while consumer spending fell by
0.6%. Spending on goods increased but overall
spending on services is currently more than 5%
lower than in February 2020, which implies
there is the potential for a splurge in consumer
spending as the service sector improves.
Further, debt payments as a share of personal
income are the lowest in decades. Coupled with
rising stock and home prices, fourth-quarter
household net worth increased by 10% or $11.8
trillion since the end of 2019.
It is difficult to gauge the extent of pent-up
consumer demand and the impact it will have
on the economy. The New York Fed survey of
consumer spending showed individuals who received their first stimulus checks used most of the money
to pay down debt (35%) or to save (36%). The rest was spent (26%) or donated (3%). Consumers
reduced their credit card debt by almost $83 billion in 2020 as they still did not fully open their wallets
to spend their stimulus checks. Even though consumer spending increased 2.4% in January from
December, the largest increase in seven months, personal income increased 10.1% boosted by the $900
billion December stimulus package. A February survey by Bloomberg showed consumers plan to save
34% of their third stimulus checks and use 18% to pay down credit card debt, so the majority is not
earmarked for consumption. Long-term, consumer spending will depend on how much permanent
scarring was caused by the pandemic recession. Higher savings rates and debt reduction shows so far,
the pandemic has made consumers more cautious.
One of the main points of concern on the $1.9 trillion relief package is that it will close the output gap,
defined as potential GDP minus actual GDP, and potentially ignite inflationary pressures. Lawrence
Summers, economic advisor to former President Obama, has for the past decade contended that the U.S.
economy was experiencing secular stagnation. Economic growth between 2009 and 2019 was the
slowest for any economic recovery since WWII. But he recently questioned the wisdom of the $1.9
trillion package in the Washington Post. He argued that the two stimulus packages of $900 billion and
$1.9 trillion, which are equal to 13% of GDP, “are very large, especially in an economy with rapid
growth forecasts, still unmet consumer spending needs, and a big overhang of private savings.”
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U.S. GDP fell 3.5% in 2020 from 2019, far less than most forecasters had predicted at the beginning of
the pandemic. Given the strong economic growth in the second half of 2020, the GDP output gap is
estimated to be about 4% of GDP. Thus, any growth larger than that will potentially overheat the
economy. The fact that the recent $1.9 trillion stimulus package, at 9% of GDP, far exceeds the 4%
output gap estimate is what gives Summers and other economists concerns about inflation. They do not
debate the need for more fiscal stimulus, just the size, timing, and nature of the relief package assuming
the economy will continue to recover as the pandemic subsides. In a recent Bloomberg interview,
Summers said the country is seeing the “least responsible macroeconomic policy of the past 40 years.”
The Biden Administration has taken the position that fiscal stimulus should err on the side of “too big,”
likely with history in mind since the fiscal stimulus provided by the Obama administration in response to
the financial crisis was, in hindsight, not large enough.
At the March meeting, the Fed raised its 2021 forecast for economic growth to 6.5% from the 4.2% level
projected in December. The Fed also raised its forecast for inflation to 2.2% while lowering its forecast
for unemployment to 4.5% from 5.0%. For 2022, the Fed forecasts economic growth of 3.3%, inflation
of 2.0%, and unemployment of 3.9%. The Fed envisions a V-shaped recovery but plans to keep its
interest rate target at near zero into 2024. In other words, the Fed is forecasting the biggest economic
boom in decades but still does not plan to tighten monetary policy. Even if inflation accelerates in 2021,
the belief is it will not pose a serious long-term problem because longer-term disinflationary forces such
as aging demographics, technical innovation, and globalization are still in play. In Congressional
testimony, Fed Chairman Jerome Powell said he is not concerned about a recent rise in long-term bond
yields, saying “they appear to reflect a growing optimism about the economy’s prospects.” It appears the
Fed has shaken off its fear of inflation.
Less fear of inflation was also evident when the Fed shifted policy in August 2020. At that time, they
adopted a policy of targeting average inflation of 2%, meaning inflation must rise above 2% to
compensate for the months it has run below 2%. Previously, the Fed had targeted an absolute 2% level
of inflation, not an average. Now, in targeting average inflation, the Fed has provided no guidelines as to
how far and how long inflation can run above 2%; however, the legal mandate to stabilize prices and
promote full employment still exists. Some economists worry, though, about mission creep as the Fed is
under Congressional pressure to also address inequality, diversity, climate change, and other issues.
Because of lower labor force participation rates, the Fed will also be less concerned with a lower
unemployment rate causing wage inflation. The Fed learned in the previous decade that there is a lot of
slack in the workforce. Meanwhile, the M2 money supply, after growing at an annual rate of 5.8% from
2010-2019, has spiked by $4.2 trillion or 27% since February 2020. This is the largest increase in the
money supply since 1943 and can be attributed primarily to the Fed’s $3.3 trillion increase in the size of
its balance sheet. The velocity of M2 is at a record low so the money boom has not been a problem thus
far, but that could change if velocity should increase and lead to higher inflation. Commercial bank
reserves at the Fed are also at a record high of $3.3 trillion. These could potentially be pumped into the
economy via loans, further stimulating the economy.
Prior to March, inflation was not a problem as it was
near record lows and well below the Fed’s 2% target.
The Consumer Price Index (CPI) had fallen from an
annual rate of 2.3% in February 2020 to 1.4% in
January and 1.7% in February of this year. Core
inflation, which excludes more volatile food and
energy components, was also 1.4% for the 12 months
ending in both January and February 2021, the lowest
annual rate since 2011. Inflation did perk up in
March as the CPI registered an annual rate of 2.6%,
with a core CPI increase of 1.6%. The inflation
figures have been muddled lately; the price of goods
has been going up and services going down. But
record declines for lodging and travel are not much help to consumers if they cannot or will not travel.
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Inflation has also perked up for some goods. Supply chain input prices have risen because of shortages,
increased shipping costs, and rising commodity prices. The pandemic has also reduced manufacturing
capacity causing factories to struggle to deliver some goods. The Producers Price Index (PPI) rose 1.3%
in January from a month earlier and 0.5% in February. It increased another 1.0% in March, moving the
12-month increase up to 4.2%, the highest in 10 years. Businesses have started to recover increased costs
by charging consumers higher prices. A demand-fueled, supply-constrained economy usually ignites
inflation.
Year-over-year inflation figures for the next several months will not look good because of monthly
deflation in March, April, and May 2020. In monitoring inflation, it will be important to look past these
months to determine if inflationary pressures are increasing. If so, they will be reflected in long-term
bond yields which are most sensitive to inflation. Higher inflation erodes the real value of fixed interest
and principal payments on debt. The 10-year U.S. Treasury bond yield has increased from 0.77% in
early November to 0.93% at the end of 2020 to 1.74% at the end of the first quarter of 2021; a level
higher than seen prior to the pandemic. The rise in Treasury yields could be due to stronger economic
growth, a record amount of Treasury bond issuance, higher inflationary expectations, or a combination
of all three. A common methodology for estimating future inflation is to compare nominal yields on
Treasury bonds with yields on the same maturity Treasury Inflation Protected Securities (TIPS). TIPS
have principal indexed to the CPI so principal and interest payments increase as inflation rises, and in so
doing, provide real (inflation-adjusted) returns. Subtracting the TIPS yield from the Treasury bond
nominal yield provides a breakeven rate whereby investors would be indifferent to owing regular
Treasuries or TIPS. The difference reflects investors’ inflation expectations. Currently, the bond market
is signaling that inflation is coming. The 5-year breakeven rate was recently at 2.51% with the following
5-year breakeven rate at 2.11%. These are the highest inflation expectations since 2013. It is unusual to
have expectations for the shorter-term
(first 5 years) higher than the longer
term (following 5 years). There has
not been such an inversion since 2008
and it may be a signal that higher
inflation will be transitory. Keeping
inflation expectations fully anchored
is important so they do not become a
self-fulfilling prophecy and influence
actual inflation. Both the Fed and the
Biden administration are well-aware
inflation expectations can cause inflation to move higher as evidenced by their recent rhetoric indicating
any near-term inflation should be transitory in nature.
For the past two decades, there have not been many signs of the “bond vigilantes” but they may be
saddling up again. This term was originally coined by economist Edward Yardeni in the 1980s and it
refers to those investors who assess economic conditions based upon fiscal and monetary policy. If
policy gets out of hand, bond vigilantes will drive interest rates in one direction or another to bring
policy back in line with underlying economics. The term was later immortalized by James Carville, an
aide to President Clinton, who in 1994 ruefully wished he could be reincarnated as the bond market so
he could “intimidate everybody.” Treasury bond yields had spiked in 1994 to derail some of Clinton’s
proposed fiscal policies. To quote Yardeni: “We’re in a brave new world of excesses in fiscal and
monetary policy, and that’s where the bond vigilantes thrive. It’s their job to bring law and order back to
the economy when the central banks and fiscal authorities are lawless.” The bond vigilantes became
active in 2013 during the “Taper Tantrum” when the Fed started reducing its quantitative easing (QE)
program by lowering the amount of bond purchases. Bond market volatility increased dramatically, and
the 10-year bond yield rose. Bond vigilantes became active again in 2018 when they thought the Fed
was being too aggressive, this time in raising interest rates. Both times the Fed buckled in the showdown
with the markets.
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The economic recovery after the financial crisis and the current recovery have relied on the premise of
central banks keeping interest rates lower for longer. Inflation-induced higher interest rates is one of the
primary threats to a durable and sustainable economic recovery. A recent Bank of America survey of
220 professional investment managers found that the COVID pandemic has moved to number three in
terms of economic concerns. The main concern now is inflation in the near term followed by a taper
tantrum in the bond markets, whereby bond investors become fearful of falling bond prices and sell
bonds indiscriminately. The inflationary concerns are well-founded and justified; investors in all asset
classes, not just fixed income, should be paying particular attention to the prospects of inflation.
Regardless of inflation, higher interest rates will be a burden for all those borrowers who loaded up on
cheap debt in recent years, especially sovereign governments and corporations. Global government debt
increased by $16.3 trillion or 20% in 2020 to finance fiscal stimuli. The U.S. government public debt
increased more than $3 trillion in fiscal 2020 and is now 102% of GDP (excluding third stimulus), the
highest level since the end of WWII. The U.S. government has had budget deficits in 63 of the 75 years
since WWII. The last years of budget surpluses were in fiscal years 1998-2001 when the bond vigilantes
were still influencing fiscal policy. The debt burden does not stop as the Congressional Budget Office
projects federal debt to almost double to 202% by 2051. U.S. corporations have also taken on
approximately $1.5 trillion of debt since the start of the pandemic. Household debt rose 2.9% in 2020 to
$14.6 trillion mostly due to higher mortgage, student, and auto debt. The ability of borrowers to manage
these high levels of debt is strong, and in some cases at an all-time high, due the low level of interest
rates. That could change rather quickly so there is obviously a lot at stake with interest rates and
inflation. The uncertainty is not whether inflation will rise but whether the increase will prove transitory,
cyclical, or structural in nature. While rising inflation cheapens debt since it is paid back in cheaper
dollars, the ability to fund debt service at higher interest rates could prove problematic, especially for
sovereign governments. If sovereign bond investors become more concerned about the ability to fund
debt, they will demand higher rates to compensate for the higher credit risk. Fortunately, the bond
vigilantes still exist as they appear to be the only force left recently to impose fiscal and monetary
discipline for borrowers and investors.

The information contained herein has been compiled from sources Wallington Asset Management, LLC believes to be reliable but no
warranty, expressed or implied, is being made that the information is complete or accurate. Wallington Asset Management, LLC and
its affiliates, employees and/or directors may have investments in positions associated with securities required to implement and
maintain a particular investment strategy. Information presented is not an offer to buy or sell, or a solicitation of any offer to buy or
sell any securities which may be mentioned herein. All securities are subject to price and yield change and subject to availability.
Any recommendations or opinions expressed herein may be subject to change without notice. Past performance is not to be construed as a guarantee of future results. Wallington Asset Management, LLC does not render tax advice. All rights reserved. Any
unauthorized use or any reproduction, modification or distribution of the materials is strictly prohibited.

Page 12

