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As a result of the pandemic, the 
U.S. economy and corporate 
earnings essentially went from 
a depression-like bust to a 
wartime-like boom in the span of 
a year.

Companies cut operations to the bone amid the early phase 
of the pandemic, then, amid record-breaking monetary/fiscal 
stimulus, the economy quickly found its footing.

The question as we head toward the second half of the year is 
whether we’re facing a long-lasting boom, a boom-settle, or a 
boom-bust scenario. At this point, we lean toward the boom-
settle scenario, in part because we may be facing another 
peak in the growth rate for both the economy and corporate 
earnings (which does not mean growth itself is peaking, just 
the rate of change). In the second quarter of 2020, U.S. gross 
domestic product (GDP) shrank by -31.4% on a quarter-over-
quarter annualized rate. That was followed by the eye-popping 
initial rebound to 33.4% in the third quarter of 2020, then more 
moderate growth of 4.3% in the fourth quarter of 2020 and 6.4% 
in the first quarter of 2021. 

Growth in the second quarter of 2021 is expected to jump to 
9.4% as the economy further reopens, according to Bloomberg’s 
tracking of economists’ estimates. These consensus estimates 
suggest the second quarter will be followed by steadily 
descending, but still positive, growth rates in the subsequent two 
quarters.

Looking ahead to the second half of 2021, we think there are 
some notable market risks associated with the combination 
of peak economic/earnings growth rates, higher inflation, 
Federal Reserve policy, and some stretched investor sentiment 
conditions. Specific to Fed policy, the Fed has been trying to 
establish hotter inflation to counteract the negative effects of 
inflation having run cold for so long. Formally, the Fed has shifted 
its reaction function associated with both its mandates—inflation 
and employment—from being outlook-based to outcome-based. 
In essence, it means policymakers have gone from driving via the 
windshield to driving via the rearview mirror. They might still get 
where they want to go, but there is the risk that markets decide 
they’re getting behind the inflation curve.

Europe is poised to outperform

In the first half of 2021, the world economy seems to have 
rebounded to above its pre-pandemic peak, transitioning from 
the recovery phase to the start of a new economic expansion. 
To be sure, some countries, businesses and families have not 
fully recovered from the pandemic-led recession. Yet, overall, 
global GDP had fully recovered by the end of the first quarter, 
and continued economic expansion in the second quarter likely 
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lifted output above its pre-pandemic high. This pattern marks the 
sharpest economic V-shape in history, with its deep recession and 
rapid recovery both contained within just five quarters.

The new economic cycle has seen stock market leadership pass 
from the United States to Europe. European countries are only 
now starting to ease their restrictions on economic activity just as 
Europe’s largest-ever stimulus plan is about to be deployed. This 
suggests eurozone growth still has some way to go before peaking, 
and that eurozone stocks likely can still deliver further gains after 
outperforming in the first half of the year. Strong confidence by 
business leaders and consumers should help cushion the markets 
against any soft spots in jobs or manufacturing output. Meanwhile, 
continued solid growth combined with signs that inflationary 
pressure may be transitory could ease concerns that central banks 
will tighten policy prematurely, a fear that weighed on emerging 
market stocks in the first half of the year.

Eurozone economies have performed strongly, even though 
vaccination programs lagged those in the United States. Ending 
restrictive lockdowns, ramped-up bond buying by the European 
Central Bank, and the nearing rollout of Europe’s largest-ever 
stimulus plan should aid growth heading into the second half of 
2021. This could mean the peak in eurozone economic momentum 
may not come until later this year, unlike other major economies 
such as the United States, where growth may have peaked in the 
second quarter of this year, or China where it apparently peaked in 
the fourth quarter of last year.

However, among the risks to economic expansion is the prevalence 
of COVID-19 variants, and potential for antibodies to wane over 
time, which could lead to wave of infection in the late fall/winter.

Bond yields pause: What’s wrong with this picture?

Bond yields have fallen in recent months, shrugging off wide 
swings in economic data, a spike in inflation readings, and 
uncertainty about the direction of fiscal and monetary policies. It 
reminds us of one of the puzzles in children’s magazines where 
you’re supposed to figure out “what’s wrong with this picture”.

In our view, what’s wrong is that bond yields at current levels 
aren’t consistent with the likelihood of continued strong economic 
growth, and the risk of higher inflation. Even if economic growth 
and inflation revert to pre-pandemic levels over the next year—an 
outcome we see as unlikely—yields still appear low and offer little 
room for error. Considering the unprecedented fiscal stimulus 
in place to boost economic growth and the Federal Reserve’s 
willingness to tolerate higher inflation, we see room for bond yields 
to move up in the second half of the year. Short-term interest 
rates should remain anchored near zero by Fed policy, but we 
expect 10-year Treasury yields to rise to the 2.0% to 2.5% level.

What investors can do now

For the stock-pickers out there, we suggest a hybrid approach—
with an eye toward sustainable growth, but at reasonable 
valuations—as well as quality factors, like balance sheet strength. 
For the asset allocators out there, we suggest this is a time for 
discipline, including around diversification (across and within asset 
classes, international as well as U.S.) and periodic rebalancing. 
As a reminder, just as panic is not an investing strategy, neither is 
FOMO (fear of missing out).

For fixed income investors, due to our expectations for higher 
bond yields in the second half of the year, we continue to suggest 
investors keep the average duration1 in their portfolios below 
their normal benchmark. For example, for an investor with a 
portfolio of core bonds that is similar to the Bloomberg Barclays 
U.S. Aggregate Bond Index, which has an average duration of 
6.5 years, we would suggest reducing it to the three- to five-year 
region. If yields do move higher, with real yields in positive territory, 
we would view it as an opportunity to gradually extend duration 
through a laddered approach.

On the positive side, expansive fiscal policy and improving 
economic growth are supportive to the credit quality of corporate 
and municipal bonds for core bond holdings. For investors willing 
to take more risk, higher-coupon bonds with lower durations, such 
as high-yield and emerging-market bonds, can provide higher 
returns, although we would still limit allocations to no more than 
20% of an overall portfolio.
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Disclosures

Past performance is no guarantee of future results and the opinions presented cannot be viewed as an indicator of future performance. Forecasts contained 
herein are for illustrative purposes, may be based upon proprietary research and are developed through analysis of historical public data. 

The information here is for general informational purposes only and should not be considered an individualized recommendation or personalized investment advice. The investment 
strategies mentioned here may not be suitable for everyone. Each investor needs to review an investment strategy for his or her own particular situation before making any 
investment decision.

All expressions of opinion are subject to change without notice in reaction to shifting market, economic or geopolitical conditions. Data contained herein from third-party providers 
is obtained from what are considered reliable sources. However, its accuracy, completeness or reliability cannot be guaranteed. Supporting documentation for any claims or 
statistical information is available upon request.

Investing involves risk including loss of principal.

International investments involve additional risks, which include differences in financial accounting standards, currency fluctuations, geopolitical risk, foreign taxes and regulations, 
and the potential for illiquid markets. Investing in emerging markets may accentuate these risks.

Diversification, asset allocation, and rebalancing strategies do not ensure a profit and do not protect against losses in declining markets. Rebalancing may cause investors to incur 
transaction costs and, when rebalancing a non-retirement account, taxable events may be created that may affect your tax liability.

Fixed income securities are subject to increased loss of principal during periods of rising interest rates. Fixed-income investments are subject to various other risks including 
changes in credit quality, market valuations, liquidity, prepayments, early redemption, corporate events, tax ramifications and other factors. High-yield bonds and lower-rated 
securities are subject to greater credit risk, default risk, and liquidity risk.

Indexes are unmanaged, do not incur management fees, costs and expenses, and cannot be invested in directly. For more information on indexes please see  
www.schwab.com/indexdefinitions.

A bond ladder, depending on the types and amount of securities within the ladder, may not ensure adequate diversification of your investment portfolio. This potential lack of 
diversification may result in heightened volatility of the value of your portfolio. You must perform your own evaluation of whether a bond ladder and the securities held within it are 
consistent with your investment objective, risk tolerance and financial circumstances.

Tax-exempt bonds are not necessarily a suitable investment for all persons. Information related to a security’s tax-exempt 
status (federal and in-state) is obtained from third-parties and Schwab does not guarantee its accuracy. Tax-exempt income 
may be subject to the Alternative Minimum Tax (AMT). Capital appreciation from bond funds and discounted bonds may be 
subject to state or local taxes. Capital gains are not exempt from federal income tax.

The Schwab Center for Financial Research is a division of Charles Schwab & Co., Inc.
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