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Key Points
In the second half of 2017, we expect10-year Treasury yields to remain in a 2% to 2.5% range,
consistent with the eight-year “lower for longer” theme in the bond market.
We expect the Federal Reserve to continue to tighten monetary policy gradually, with one more
25-basis-point, or 0.25%, increase in the federal funds rate and a gradual reduction in its
balance sheet, assuming inflation doesn’t slip further.
We continue to suggest investors target an average fixed income portfolio duration in the
short-to-intermediate term, or about three to seven years.

The bond market continues to confound the experts. Each year since the end of the recession in 2009, consensus expectations
have called for higher bond yields and the death of the 35-year bond bull market. Yet 10-year Treasury yields are now nearly
200 basis points lower than in 2010. Initially it looked like 2017 might be the exception. Ten-year Treasury yields had surged
from 1.85% just after the November 2016 elections to 2.6% in anticipation of stronger growth and inflation as the result of tax
cuts, deregulation and increased government spending on infrastructure. Yet by the end of the first quarter, yields had peaked
and were headed lower again, despite—or perhaps because of—a rate hike by the Federal Reserve.
In the second half of 2017, we look for 10-year Treasury yields to remain in a 2% to 2.5% range, consistent with the eight-year
“lower for longer” theme that has defined the bond market’s action. The 1.36% low reached in 10-year Treasury yields last year
was probably the low for the bull market, at least until the next recession, but we don’t see a bear market on the horizon
because inflation remains tame. More likely, bond yields will continue to be low by historical standards, with the borders of the
range shifting over time.

Economic conditions support yields above 2%
We are optimistic about the economy based on the prospects of improving global growth, easy financial conditions and solid
consumer spending. For the first time since the financial crisis, the global economy is experiencing a synchronized upturn.
Based on forecasts by the International Monetary Fund (IMF), gross domestic product (GDP) growth in both developed and
developing countries is moving higher on a year-over-year basis. Although not a robust upturn, it is a change from the past few
years, when recession and deflation worries gripped parts of the globe and foreign bond yields were in negative territory.

IMF forecasts growth in both advanced and developing economies
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Source: International Monetary Fund, World Economic Outlook Database, April 2017.

Easy financial conditions are also supportive for the U.S. economy. With interest rates low, credit spreads very narrow and the
dollar declining, the Chicago Fed’s National Financial Conditions Index has dropped to a level historically associated with GDP
growth of about 3%. Although we don’t expect 3% annual growth in the second half, the sustained period of easy financial
conditions should be positive for economic growth through at least the end of the year. Going back to 1980, there has never
been a recession in the 12 months following a period when financial conditions were this easy.

Easy financial conditions should support economic growth

Source: Federal Reserve Bank of St. Louis. Chicago Fed National Financial Conditions Index (quarterly, not seasonally adjusted) and real gross domestic
product (percent change from a year ago, quarterly, seasonally adjusted annual rate). Data as of Q1 2017.

Consumer spending should continue to underpin the economy, even without tax cuts or increased federal spending. Low
unemployment and steadily rising wages should be enough to keep consumer spending, which represents nearly 70% of GDP,
driving the economy forward. Throughout this expansion, real GDP growth has averaged about 2%, and we look for that trend to
continue or even improve slightly due to the strengthening of the labor market.

Personal consumption expenditures and GDP growth have been accelerating
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Source: Federal Reserve Bank of St. Louis. Personal consumption expenditures (percent change from a year ago, quarterly, seasonally adjusted annual
rate) and real gross domestic product (percent change from a year ago, quarterly, seasonally adjusted annual rate). Quarterly data as of Q1 2017.

The Fed is expected to tighten policy gradually
We expect the Federal Reserve to continue to tighten monetary policy in the second half of the year, with one more 25-basispoint, or 0.25%, increase in the federal funds rate and a gradual reduction in its balance sheet, assuming inflation doesn’t slip
further.
The Fed has laid out its case for tighter policy. It believes the economy is on a sustainable growth track, unemployment is very
low and inflation is moving toward the Fed’s target 2% rate, allowing for a return to more “normal” policy. Currently, short-term
interest rates are still lower than the inflation rate, leaving “real” rates negative, and the size of Fed’s balance sheet stands at
about 23% of GDP, the second highest in modern history. Nothing about its policy stance is “normal.”

The balance sheet is a major Fed conversation

Note: Mortgage-backed securities (MBS) and federal agency securities (Agencies) refers to securities issued by the Federal National Mortgage
Association (Fannie Mae), the Federal Home Loan Mortgage Corporation (Freddie Mac) and the Government National Mortgage Association (Ginnie
Mae).
Source: Federal Reserve. Data as of 5/31/2017.

The market however, isn’t aligned with the Fed on the potential for short-term interest rates to rise. In its latest Summary of
Economic Projections, the median estimate for the federal funds rate is 2.12%, while market expectations suggest a rate of
1.5% for the end of 2018. Moreover, the Fed’s estimate of the longer-run “neutral” rate—the rate at which inflation is stable—is
3%, while the consensus among economists is only 2%.

The Fed estimates are mostly unchanged
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Note: The “forward curve” represents future interest rates implied by the market for interest rate swaps. Market estimate for “Longer Run” represents the
eurodollar synthetic rate for December 2021. Source: Federal Reserve Board, 3/15/2017, and Bloomberg Euro Dollar Synthetic Rate Forecast Analysis,
as of 6/14/2017.

The divergence in these expectations is a factor holding down bond yields by keeping the risk premium low or even negative.
This risk premium (also called the term premium) is the extra yield that investors demand to hold longer-term bonds, due to the
risk that rates may rise faster than anticipated. In other words, an investor in long-term bonds should get a premium for tying up
his or her money for a long time rather than investing in short-term securities and rolling them over. Currently the term premium
has fallen into negative territory. In other words, the market does not see the scope for short-term rates to move up as much as
the Fed does.

The term premium is currently in negative territory

Note: The term premium is the compensation that investors require for bearing the risk that short-term Treasury yields do not evolve as they expected.
Source: Federal Reserve Bank of New York. Monthly data as of 5/31/2017.

The Fed could use its balance sheet to send bond yields higher with outright sales, but that seems like an unlikely outcome in
the absence of inflation. Fed officials have been clear that their aim is for a gradual decline in the balance sheet that doesn’t
disrupt markets. While the market will need to absorb more of the Treasury’s financing needs as the Fed tapers its bond
investments later this year, we believe the demand for income-generating assets is strong enough to limit the impact on bond
yields.

Tempering expectations for rates to move higher: Inflation is missing
Despite the positives forces on the economic front, we don’t see inflation picking up significantly. While the labor market is
tightening and wages should pick up, structural changes seem to be tempering the gains. Global competition and substitution of
technology for workers seem to be holding down wages, especially for lower-skilled workers. Concurrently, an aging population
and the legacy of the financial crisis appear to have shifted consumers’ attitudes about saving versus spending. Since 2005, the
savings rate has moved up from less than 2% to over 5% despite slow wage growth and low interest rates.

Strategies to consider
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Strategies to consider
Solid GDP growth in the 2% region, a recovery in global growth, and tightening Fed policy suggest that there is upside risk to
yields from current levels. However, in the absence of higher inflation, the result is likely to be continued flattening of the yield
curve. We continue to suggest investors target an average fixed income portfolio duration in the short-to-intermediate term, or
about three to seven years. In that region, an investor receives about 65% of the yield available without taking all of the duration
risk associated with holding long-term bonds.

The three- to seven-year area provides exposure to most of the yield curve

Source: Bloomberg, as of 6/15/2017.

As long as the economy is showing resilience, corporate bond yields should remain low relative to Treasury yields of
comparable maturity. However, with the yield spreads already far below average, there isn’t much room for price gains from
current levels. Similarly, municipal bonds have outperformed Treasury bonds year-to-date, especially those with short maturities,
so further price gains may be limited. International developed market bonds are likely to continue to underperform U.S. bonds.
Yields in most major markets are significantly lower than in the U.S. and we expect at least a modest appreciation in the dollar
as the Fed tightens policy.

How could we be wrong?
Whenever we project into the future, we try to ask ourselves how we could be wrong. A few possibilities come to mind:
Congress could move forward with expansive fiscal policies—tax cuts and/or increased government spending—later this
year. If policies are enacted that are expected to boost growth, inflation and the budget deficit, bond yields would likely move
higher, possibly testing the year’s high at just over 2.6%
Inflation could surprise on the upside if low unemployment leads to higher wages. Market expectations are for low inflation to
continue.
The Fed could tighten policy more than the market is anticipating. Rate hikes without evidence of inflation would likely flatten
the yield curve further and send bond yields lower.
While we don’t anticipate these developments, we’ll be monitoring the economic data and the policy news to stay ahead of any
market-moving developments.

Next Steps
Follow Kathy Jones on Twitter: @kathyjones
Talk to Us
To discuss how this article might affect your investment decisions:
-

Call Schwab anytime at 877-338-0192.
Talk to a Schwab Financial Consultant at your local branch.
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Important Disclosures
The information provided 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 or economic 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.
Past performance is no guarantee of future results and the opinions presented cannot be viewed as an indicator of future performance.
Investing involves risk, including loss of principal.
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. Lower-rated securities are subject to greater credit risk, default risk, and liquidity risk.
International investments are subject to additional risks such as currency fluctuation, geopolitical risk and the potential for illiquid markets. Investing in
emerging markets may accentuate these risks.
The Chicago Fed’s National Financial Conditions Index (NFCI) provides a comprehensive weekly update on U.S. financial conditions in money markets,
debt and equity markets and the traditional and “shadow” banking systems.
Personal consumption expenditures (PCE) is the primary measure of consumer spending on goods and services in the U.S. economy. It accounts for
about two-thirds of domestic final spending, and thus it is the primary engine that drives future economic growth. PCE shows how much of the income
earned by households is being spent on current consumption as opposed to how much is being saved for future consumption.
A yield curve is a line that plots the interest rates, at a set point in time, of bonds having equal credit quality but differing maturity dates. The most
frequently reported yield curve compares the three-month, two-year, five-year and 30-year U.S. Treasury debt.
Eurodollars are time deposits denominated in U.S. dollars at banks outside the United States.
One basis point is equal to 1/100th of one percent, or 0.01%, and is used to denote the percentage change in a financial instrument.
Tax-exempt bonds, such as municipal bonds, are not necessarily suitable for all investors. 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. 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.
(0617-7BV0)

Brokerage Products: Not FDIC Insured • No Bank Guarantee • May Lose Value
The Charles Schwab Corporation provides a full range of brokerage, banking and financial advisory services through its operating subsidiaries. Its brokerdealer subsidiary, Charles Schwab & Co., Inc. (member SIPC), offers investment services and products, including Schwab brokerage accounts. Its
banking subsidiary, Charles Schwab Bank (member FDIC and an Equal Housing Lender), provides deposit and lending services and products. Access to
Electronic Services may be limited or unavailable during periods of peak demand, market volatility, systems upgrade, maintenance, or for other reasons.
This site is designed for U.S. residents. Non-U.S. residents are subject to country-specific restrictions. Learn more about our services for non-U.S.
residents.
© 2017 Charles Schwab & Co., Inc, All rights reserved. Member SIPC. Unauthorized access is prohibited. Usage will be monitored.
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