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Economic activity surged in the first half as much of 
the U.S. economy has fully re-opened.  Demand is 
soaring as the pandemic recedes, while supply 
constraints linger, creating inflation concerns.  After 
rising 6.4% in the first quarter, GDP growth 
expectations for Q2 exceed 10%.  Easy comparisons 
to when the economy was shut down a year ago, 
combined with massive monetary and federal 
government aid, contributed to the robust results.  

Anticipating a strong economic rebound, market-
based interest rates continued to rise in the first 
quarter.  The ten-year U.S. Treasury Note yield 
began the year at 0.90% and rose steadily to the 
end of March where it peaked at 1.74%.  During the 
second quarter, as investors debated the potential 
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for higher inflation, the 10-year yield declined and 
ended the quarter below 1.50%.  All major U.S. stock 
indexes rose by double-digits in the first half, with the 
S&P 500 leading the way, up 15.25%, while the DJIA  

Key Themes 

1. The U.S. economy and financial markets continued their 
strong recovery in the first half of 2021.  

2. Interest rates jumped as the economic recovery gained 
momentum and then pulled back as investors heeded the 
Fed’s forecast that recent high inflation is transitory and 
will subside in coming quarters.  

3. Large style shifts occurred in the year’s first half, as 
investors initially rotated away from growth and into value 
stocks and then swung back toward growth in the past six 
weeks.  

4. Investors will closely watch for fiscal and monetary policy 
changes as we head toward the fall to determine the 
likely impact on inflation, interest rates and the economy.
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and Nasdaq were up 13.8% and 12.9%, 
respectively.  After lagging significantly in 2020, 
value stocks led the way through much of the first 
half, although a six-week rotation back to growth 
stocks narrowed the gap by the end of June.   

New Covid-19 cases in the U.S. have plummeted by 
95% since their peak in January 2021.  It is 
estimated that between 75-85% of the adult 
population in the U.S. has been immunized from 
Covid-19 through vaccination or natural immunity.  
Many businesses are experiencing a surge in pent-
up demand as consumers and businesses return to 
normal activities. It appears that many businesses 
were unprepared for demand to return as quickly 
as it has leading to production constraints and 
supply chain bottlenecks.  The economic 
consequence of rising demand and short supply is a 
rise in prices, also known as inflation.  Many of us 
can see the rise in prices when we shop for 
groceries and fill up our cars at the gas station.  On 
the positive side, we enjoy the jump in prices when 

it comes to our stock portfolios and the rise in value 
of our homes.  But perhaps the most troubling 
concern currently is that price inflation is outpacing 
wage growth.  There still exists a shortfall of 8 
million pre-pandemic jobs, yet job openings in the 
U.S. exceed 9 million.  The standard explanation for 
this mismatch is a reluctance to return to work 
while Covid continues, childcare demands with 
many public schools closed and generous federally 
enhanced unemployment benefits.  The Federal 
Reserve Bank has been insisting that rising inflation 
rates are transitory and will subside as these issues 
resolve themselves in coming months.  Our view is 
that much of the rise in inflation will prove to be 
transitory, but there is a risk that inflation could 
remain higher than it has been in the past decade.  
If the Biden Administration’s spending levels spur 
demand and its tax and regulatory policies constrict 
supply, inflation may remain elevated.  Presently, 
investors appear to be aligned with the Fed’s 
forecast, as evidenced by the U.S. ten-year 
Treasury Note yield hovering near 1.5% during the 
past several weeks.  



Economic and Financial Markets Challenges

Both fiscal and monetary policy continue to be 
highly supportive of the economy and financial 
markets.  Currently, the Fed is purchasing a 
cumulative total of $120 billion of U.S. Treasury, 
government agency and mortgage-backed 
securities each month.  In addition, the Fed has 
committed to keeping short-term interest rates, 
measured by the fed funds rate, at zero until late 
2022.  And the Fed has only just begun the process 
of talking about reducing its massive bond-buying 
program. This backdrop alone is enough to have 
investors highly enthused.  But Congress and the 
Biden Administration are attempting to spend 
trillions more dollars above the baseline federal 
government budget in coming years on 
infrastructure and additional entitlement programs. 
If approved, short-term economic growth should 
receive another boost.  The initial reaction by 
investors is expected to be positive, especially for 
sectors that are more dependent on strong 
economic activity.  It should be noted that some 
economists question the wisdom of continued 
monetary and fiscal stimulus at this point in the 
economic recovery.  The suggestion is that the 

Fed’s asset purchase program and zero interest rate 
policy is making it easier for Congress to 
overspend, adding trillions of dollars to the U.S. 
debt without a material effect on the current annual 
budget deficit.  But each 1% rise in interest rates in 
the future will add hundreds of billions of dollars of 
additional deficits per year from interest on the 
debt. Investors are not now focused on this issue, 
but it is a longer-term concern. 

Should some or all of the new federal spending 
plans become law, we are likely to see a blip higher 
for inflation expectations and interest rates, which 
is likely to trigger a rotation back to value-oriented 
stocks.  Ultimately, we expect the Biden 
Administration’s policies to have similar effects on 
economic activity as the Obama policies did.  After 
the initial stimulative effects from all the monetary 
and fiscal spending, growth is likely to slow to sub-
par levels of 2% or less.  When investors perceive 
the eventual slowdown in economic growth, a 
rotation back to growth stocks should occur as 
most growth companies are less sensitive to the 
general level of economic activity.



Economics and Financial Market Challenges

Financial markets have come a long way since the 
pandemic triggered bottom in March 2020.  
Valuation levels in most asset classes are higher 
than normal, but understandably so given the low 
level of interest rates and continued government 
monetary and fiscal aid.  Some level of pullback 
could occur during the summer months as traders 
take time off, reducing trading volumes and 
liquidity and potentially increasing volatility.  
However, we expect prices to be higher at year-
end than they are presently and view any pullback 
as an opportunity to invest at more attractive 
prices.  Our advice for investors is to focus on 
setting proper objectives and to create an asset 
allocation that has the best potential to achieve 
those objectives.  As has been proven often, 
attempting to guess the highs and lows of the 
market, rotate amongst styles or themes or any 
form of market timing is a fool’s game.  The most 
successful investors that build real wealth are the 
ones that take emotion out of investing and rely 
upon disciplined saving and proven investment 
techniques.  We look forward to continued 
progress as we work with you to achieve your 
financial goals.  Best wishes for a pleasant 
summer. 
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Rather than write extensively about equity valuations, economic statistics and investing principles, we offer the following charts 
organized by topic and courtesy of J.P. Morgan Asset Management: 
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*Any performance-related data listed in this report may represent un-audited results compiled by Covenant Asset Management or others.  It could be intended to reflect results that are indicative of 

Covenant’s individual client’s equity performance who religiously invest according to our model portfolios.  This performance data represents past performance and individual client results may vary 

materially.  Past performance does not guarantee future results and current performance may be higher or lower than the performance data quoted. 


