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Will the Massive Stimulus Trigger Inflation?

The recent passage of the $1.9 trillion American
Rescue Plan — and the trillions of dollars in
stimulus that came before it — have revived
inflation fears. Many readers remember the
period of double-digit inflation in the 1970s and
early 1980s, which culminated in a major,
global economic recession. With all the current
spending, some fear history is bound to repeat
itself.

Early inflationary signs are appearing. One of
the best places to look for future inflation is in
the cost of risk-free debt, i.e., long-dated U.S.
Treasury bonds. If the market expects higher
future inflation, it will demand a higher yield on
risk-free bonds today to compensate. That’s
why in the late 1970s and early 1980s, investors
could buy U.S. Treasury bonds yielding double-
digit interest rates.

In 2021 to date, we have seen sustained upward
pressure on the 10-year and 30-year U.S.
Treasury bond yield, a signal that inflation
expectations are rising. The 10-year started
2021 yielding 0.93%, and as | write, is now
yielding 1.70%.? That’s a significant move.

We’re also seeing price pressures in the real
economy. The housing market is a good
example. Lumber prices have never been higher,
and crude oil — which is used in paint, drain
pipes, roof shingles, and flooring — has rallied
over the past several months. Copper prices
have also jumped by nearly 40% since last fall,
and brick, concrete, and insulation prices are all
higher as well, with many hitting new records in
2021. Taken together, these higher prices for
raw materials are putting upward pressure on
the overall cost of homes in the US today.

| expect more inflationary pressures in the
coming years, but | also believe the Federal
Reserve has ample tools to keep it in check.
Allow me to explain both positions.

To understand why additional government
spending could impact inflation going forward, |
think it’s useful to look back to the 2008-2009
Global Financial Crisis. Back then, the federal
government also spent trillions to revive the
economy, and many expected runaway inflation.
It never happened.
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If you go back to 2009, however, quantitative
easing (QE) and other liquidity programs just
served to recapitalize banks after the devastation
of the financial crisis. Banks desperately needed
capital reserves, and most of the stimulus just
ended up parked on bank reserves. In order to
trigger inflation, dollars need to move around
the real economy — not sit on bank balance
sheets.

Fast-forward to 2021. Banks are already well-
capitalized, and a lion’s share of government
stimulus payments have come in the form of
direct transfers — stimulus payments to families,
PPP and Main Street loans (which essentially
become grants), expanded unemployment
benefits, child tax credits, and more. Though
many American families are saving their
stimulus payments, a significant portion of
stimulus payments are not sitting on bank
balance sheets. The money is moving around the
real economy.

The end result is that the M2 money supply is
rising at an unprecedented 25% year-over-year
rate, which is faster than during the inflationary
period of the 1970s:
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In short, | think the case for future inflation is
pretty strong. But I’m also not too worried about
it today. The U.S. economy still has plenty of
slack, and rising money supply is a good driver
of growth. If inflationary pressures start in
earnest, it will be a sign that the economy is
returning to full health. Remember, some — but
not too much — inflation is a good thing.

The Federal Reserve has made it clear they are
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comfortable seeing inflation run above their
long-term target. So, seeing inflation in the 2%
to 3% range would be acceptable, and would not
put the economic expansion at risk. If inflation
runs hotter than that, the Fed can easily step in
and raise interest rates and sell bonds to tighten
monetary policy. There are plenty of tools
available to fight inflation, but I don’t think the
Fed will have to use any of them in 2021.

Bottom Line for Investors

| agree inflation is a growing concern. | just
disagree with framing it as an urgent concern
today. The U.S. economy still has plenty of
runway to return to pre-pandemic strength, and
there is plenty of spare capacity and slack in the
labor market to keep prices from moving too
high too quickly, in my view. Inflation could
very well become an economic issue down the
road, but I just don’t think it will be a major
concern in 2021.

At Zacks Investment Management, every
decision we make on behalf of clients is data-
driven and fueled by the power of independent
proprietary research. If and when inflation
becomes a significant concern, we will factor it
into our decision-making process.
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Weekly Market Update

Important Market News We Think Worth Considering

IN FOCUS THIS WEEK
* Gas prices climbing higher

¢ The Fed Chairman talks inflation

* Housing market strength continues

e Ship stuck in Suez Canal and its impact
on supply chains

Noticing Higher Gas Prices? They Could
Keep Climbing

It’s not just your city or town where gas prices
are inching — or perhaps even climbing — higher.
Gas prices reached a national average of $2.88 a
gallon last week, which reflects a 30% increase
from the same time last year. Of course, looking
back one year, the U.S. and global economy
were on lockdown, and gasoline refiners were
anticipating the impact of a major recession. An
outlook of plummeting demand pushed refiners
to make major cuts to output, bringing both
supply and demand — and thus prices —
downward. The opposite seems to be true
looking ahead to this spring and summer, as
vaccination rates are up and Covid-19 deaths
and hospitalizations continue to trend lower.
Americans are hitting the road for spring break
vacations and are likely planning even more
travel over the summer, which has put upward
pressure on crude oil and gas prices. The winter
freeze in Texas also knocked back supply just as
demand was starting to trend firmly higher.!

The Fed Chairman Talks Inflation

Federal Reserve Chairman Jerome Powell
testified before lawmakers this week, and one of

the main topics of interest was the elephant in
2021’s room: inflation. The financial news
media has been abuzz in speculation over how
the new $1.9 trillion stimulus bill —and all the
stimulus that came before it — may or may not
lead to high inflation in the coming quarters or
years. Chairman Powell seemed to err on the
side of not worrying: “[The Fed] might see
some upward pressure on prices. Our best view
is that the effect on inflation will be neither
particularly large nor persistent.” He also added
that the Fed, for now, remains strongly
committed to the accommaodative policy given
that the economic recovery still has plenty of
runway. Overall, Mr. Powell set out to make
clear that he did not believe a one-time spending
surge would lead to sustained inflation,
particularly since the economy has been battling
deflationary pressures for over a decade now.
Even still, the Federal Reserve has tools to beat
back inflation if it becomes an issue.?

Housing Market Strength Continues.
Can It Last?

Housing market strength in the U.S. continues
apace, and for the second time ever, there are
more real estate agents than there are homes for
sale. At the end of January, there were 1.04
million homes for sale and 1.45 million agents,
which marks a 26% decline in homes for sale
and a 4.8% increase in agents available to sell
them. The record-low number of homes
available for sale could ultimately place even
more price pressure on the market, as the spring
season generally tends to boost demand.
Existing home sales fell 6.6% in February,
which still marked a 9.1% increase from the
previous year. On average nationwide, houses
are selling in less than three weeks. Low-interest
rates and remote-work capabilities have driven a
big part of demand, which begs the question of
whether a full reopening coupled with upward
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pressure on interest rates will abate the trend.®

Ship Gets Stuck in Suez Canal, May
Lead to Even More Supply Chain
Bottlenecks

Supply chains have already been compromised
by the pandemic, but matters may have been
made slightly worse this week when a ground
container ship got stuck in the 120-mile canal
connecting the Red Sea with the Mediterranean.
The Suez Canal is a key route for tankers
carrying oil and natural gas, as well as
manufactured goods like electronics and
machinery from Asia and bound for Europe. If
the vessel clogs the canal for any more than one
day, the implications on supply chains can
become significant, adding costs and delays to a
logistics industry already far behind.*
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This material is being provided for informational purposes only and nothing herein constitutes investment, legal,
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tax, or accounting counsel. Publication and distribution of this article is not intended to create, and the information
contained herein does not constitute, an attorney-client relationship. No recommendation or advice is being given
as to whether any investment or strategy is suitable for a particular investor. It should not be assumed that any
investments in securities, companies, sectors or markets identified and described were or will be profitable. All
information is current as of the date of herein and is subject to change without notice. Any views or opinions
expressed may not reflect those of the firm as a whole.

Any projections, targets, or estimates in this report are forward looking statements and are based on the firm’s
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Certain economic and market information contained herein has been obtained from published sources prepared
by other parties. Zacks Investment Management does not assume any responsibility for the accuracy or
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the information contained herein and accordingly no such persons make any representations with respect to the
accuracy, completeness or reasonableness of the information provided herein. Unless otherwise indicated,
market analysis and conclusions are based upon opinions or assumptions that Zacks Investment Management
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