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ALTERNATIVE ECONOMIC SCENARIOS 
 
 

by Robert F. DeLucia, CFA 

Consulting Economist 

 
Summary and Major Conclusions:  

 
▪ Although I have not changed my economic outlook for a U-shaped recovery, I have lowered 

the probability of this outcome and increased the odds of alternative scenarios less favorable 

to financial markets.  

 

▪ The reason for this shift is straightforward: The recent resurgence of coronavirus infections 

and hospitalizations — accompanied by both pauses and reversals in reopenings of many 

states in the south and west — is threatening to undermine the sustainability of the tentative 

and fragile economic expansion.  

 

▪ I have developed four economic scenarios that could play out over the next one to two years. 

Each of these scenarios makes the common assumption that the worst of the recession is in 

the past and that an economic recovery of an unprecedented nature lies ahead. They differ in 

the economic strength/weakness that lies ahead. 

 

▪ The most likely scenario is a moderate but steady economic recovery through yearend, 

although the odds of this outcome are now far less than 50%. The concept underlying this 

scenario is that the COVID-19 epidemic remains under reasonable control, and that a 

nationwide lockdown is avoided. 

 

▪ Under this scenario, the US economy is allowed to return to high levels of resource utilization 

during 2021, with real GDP returning to its previous 2019 peak in the fourth quarter of next 

year. Common stocks would significantly outperform bonds. The probability of this scenario is 

40%. 

 

▪ The second economic scenario is a W-shaped recovery that would emerge from a pattern of 

regularly recurring outbreaks of the coronavirus into the winter months, resulting in more 

widespread, semi-permanent lockdowns.  

 

▪ The concept underlying this second scenario is a pattern of alternating periods of 

accelerating and stabilizing infections and hospitalizations, resulting in periodic regional 

shutdowns and a loss of upward economic momentum. This saw-toothed pattern in infections 

would be evident in a stop-start economy. 

 

▪ Under this scenario, US real GDP would move in a sideways pattern and not return to its 

previous peak until Q3 of 2022. The equity market and bond yields would also move in a 

sideways pattern until yearend. The probability of this scenario is 25%. 

 

▪ The third scenario would involve a renewed period of economic contraction beginning in Q4 

of this year. The concept underlying this scenario is straightforward: A second wave of the 

COVID-19 epidemic more severe than the first would culminate in another nationwide 

lockdown. However, the brief decline in GDP would be far less severe than that of March and 

April. 

 

 

 

The shape and speed of the 

economic recovery is 

dependent upon several 

critical variables, most of 

which are associated with 

the COVID-19 epidemic, 

including daily infections, 

hospitalizations, and 

fatalities. Other critical 

variables include the size 

and composition of the next 

fiscal policy program passed 

by Congress; credit 

availability; the magnitude 

of business failures; and 

private sector confidence. 

Business confidence will 

dictate hiring and firing 

decisions while consumer 

confidence will heavily 

influence the recovery in 

household spending. 
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▪ Under this scenario GDP would not return to its previous peak until the fourth quarter of 

2022. The domestic equity market would be vulnerable to a decline of 10% to 20% prior to 

yearend. The probability of this scenario is also 25%. 

 

▪ The fourth economic scenario is a robust V-shaped economic recovery. This economic 

outcome is becoming less likely as relaxations of social distancing guidelines are 

systematically being met by rising coronavirus infections, causing states to renew partial 

lockdown regimes.   

 

▪ A V-shaped recovery would occur only in response to a sooner-than-expected availability of a 

vaccine in mass quantities. Under this scenario, real GDP would return to its previous peak in 

Q2 of 2021. Both the equity market and bond yields would rise sharply through yearend. The 

probability of this scenario is less than 10%. 

 

▪ Under my base-case U-shaped recovery, stock prices and bond yields move in a primarily 

sideways fashion in coming months, although an equity market setback of 10% or more 

cannot be ruled out as the outbreak worsens in the fall.  

 

▪ The long-term outlook for stock investing is favorable. Steadily improving prospects for 

corporate earnings in an environment of low interest rates and inflation would overwhelmingly 

favor common stocks over the fixed-income market in both 2021 and 2022. 

 

 

 

 

 

 

Although I have not changed my economic outlook for a U-shaped recovery, I have 

lowered the probability of this outcome and increased the odds of two alternative 

economic scenarios that are less favorable for financial markets. The reason for 

my change in thinking is straightforward: The recent resurgence of coronavirus 

infections — accompanied by both pauses and reversals in reopenings of many 

states in the south and west — is threatening to undermine the sustainability of 

the current tentative and fragile expansion.  

 

Data since the onset of the pandemic leave no doubt regarding the tight 

relationship between social distancing guidelines and restrictions and both 

mobility and economic activity. In other words, a strong economy and large-scale 

lockdowns are very much mutually exclusive. Considering the uncertainties, this 

week’s Economic Perspective explores the most likely scenarios for the US 

economy over the next year.   

 

FOUR ECONOMIC SCENARIOS 

 

I have developed four economic scenarios that could play out over the next one to 

two years. Each of these scenarios makes the common assumption that the worst 

of the recession is in the past and that an economic recovery of an unprecedented 

nature lies ahead. These four scenarios differ in terms of the contour of the 

recovery and the speed at which it unfolds.   
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SCENARIO I: MODERATE U-SHAPED RECOVERY 

 

The most likely scenario is a moderate but steady economic recovery. The concept 

underlying this scenario is that the COVID-19 epidemic remains under reasonable 

control, and that a nationwide lockdown is avoided. This scenario assumes that 

new infections, hospitalizations, and deaths reach a plateau within the next 

month or two. However, unlike most European and Asian countries — which have 

managed to effectively flatten the curve — new cases in the US form an extended 

plateau. This is followed by another rise in cases as the widely expected second 

wave of the COVID-19 epidemic begins in the fall and persists through the winter 

months.  
 

The ramifications of these public health assumptions are that the trajectory of the 

recovery will be slower than previously anticipated, but that the expansion will be 

sustained. A critical assumption is that the public health system is much better 

prepared to counter the rising spread of infections, such that a nationwide 

lockdown is not necessary. Favorable news regarding an imminent vaccine for 

emergency use — along with a broader array of therapeutics to treat infected 

patients — would also bolster confidence.  

 

In terms of critical economic variables, this scenario assumes continued effective 

functioning of credit markets; continued moderate growth in consumer spending; 

solid growth in residential construction; and a gradually declining trend in 

unemployment. In combination with additional fiscal policy measures, these 

economic trends suggest that business failures and debt defaults are likely to fall 

short of current dire expectations. I would expect the following to occur under this 

scenario:  

 

▪ US real GDP would return to its previous 2019 peak in the fourth quarter 

of 2021 

▪ Stock prices and government bond yields would trend modestly higher 

▪ Common stocks would significantly outperform bonds 

 

The probability of this scenario is 40%. 

 

SCENARIO II: CHOPPY W-SHAPED RECOVERY 

 

A less sanguine W-shaped recovery would materialize in an environment of 

persistent and regularly recurring outbreaks of the coronavirus into the winter 

months, resulting in more widespread and semi-permanent lockdowns. The 

concept underlying this scenario is a pattern of alternating periods of accelerating 

and stabilizing infections and hospitalizations, which would result in periodic 

regional shutdowns and a loss of economic momentum.  
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This saw-toothed pattern in coronavirus infections would be evident in a stop-start 
economy — with alternating month-to-month ups and downs in aggregate output 

and spending — that would be ended only by widespread availability of a vaccine. 

Monthly data on employment, retail sales, and industrial production would be 

highly volatile, oscillating between brief periods of growth and contraction. I 

would expect the following to occur under this scenario:  

 

▪ US real GDP would not return to its previous 2019 peak until the third 

quarter of 2022 

▪ The equity market and bond yields would move in a sideways pattern until 

yearend 

▪ The equity market would be vulnerable to a 10% correction  

 

The probability of this scenario is 25%. 

 

SCENARIO III: DOUBLE-DIP RECESSION 

This scenario is the most negative for financial markets and would involve a 

further period of economic contraction beginning in the fourth quarter of this year. 

The concept underlying this scenario is straightforward: The second wave of the 

COVID-19 epidemic is more severe than the first wave, prompting another 

nationwide lockdown. Following a rebound in GDP in the third quarter, the US 

economy would suffer a mild decline in Q4, and possibly the first quarter of next 

year, before responding favorably to mass inoculation of a vaccine for COVID-19 

during the first half of next year.   

This scenario has risen in probability over the past two months as a result of the 

sudden resurgence in new COVID-19 cases and sharp rise in hospitalizations that 

began in mid-June. More than 25 states have either reversed or paused 

reopenings in the past month, accompanied by a return to more stringent social 

distancing practices. Under this scenario, a nationwide lockdown would 

undermine the fragile recovery, leading to a contraction in spending, output, and 

employment. I would expect the following to occur under this scenario: 

▪ US GDP would not return to its previous 2019 peak until the fourth quarter 

of 2022 

▪ A second contraction in GDP later this year would be far less severe than 

that in March and April 

▪ The equity market could decline by 10% to 20% prior to yearend 

▪ Government bond yields would decline to all-time lows 

The probability of this scenario is 25%. 
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SCENARIO IV: SHARP V-SHAPED RECOVERY 

 

The odds of a robust V-shaped economic recovery are low and declining. This 

scenario would occur only in response to a sooner-than-expected availability of 

one or more vaccines in mass quantities. The concept underlying this scenario is 

that the economy returns to full capacity much sooner than expected because the 

distribution of a vaccine occurs much sooner than expected.  

 

Availability of an effective antiviral therapeutic in very large quantities could also 

ignite a sharp economic rebound. Medical breakthroughs of this nature would 

allow for a more immediate reopening of the economy, a surge in business and 

consumer confidence, and a sharp rebound in employment and consumer 

spending.  

 

While a vaccine could be available for emergency use later this year, full FDA 

approval of a vaccine for the general population is unlikely until the first half of 

next year. A ramp-up to production of hundreds of millions of doses would also 

require several months. In the absence of an imminent vaccine, a sharp economic 

recovery appears highly unlikely. A strong rebound in hiring needed for a robust 

recovery would not occur. I would expect the following to occur under this 

scenario: 

 

▪ US real GDP would return to its previous 2019 peak in the second quarter 

of 2021 

▪ Both the equity market and bond yields would rise sharply through yearend 

▪ The equity market could rise by 25% over the next year  

 

The probability of this scenario is low and less than 10%. 

 
INDEPENDENT VARIABLES 

 

The shape and speed of the economic recovery is dependent upon several critical 

variables, many of which are associated with the COVID-19 epidemic. These 

include the size and specific composition of the next fiscal relief package passed 

by Congress; credit availability; the magnitude and scope of business failures; and 

private sector confidence. Business confidence will dictate company hiring and 

firing decisions while consumer confidence will heavily influence the recovery in 

household spending. 

 

 The Coronavirus Epidemic: The most critical variable in the outlook is the 

future path of new cases, hospitalizations, and deaths associated with the 

coronavirus, which is impossible to predict.     
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 Medical Breakthroughs: The ultimate game changer will be availability of 

vaccines in mass quantities, the timing of which is unknown.  

 

 Fiscal Policy Measures: With the approach of the dreaded fiscal cliff in 

August, the economy is in desperate need of another multi-trillion-dollar 

package of spending initiatives to avoid a double-dip recession.  

 

 Credit Flows: Continued availability of credit for businesses and households 

is a prerequisite for sustained economic growth.      

 

 Business Failures: Bankruptcies are increasing at a rapid pace, especially 

among small firms; the future trend of business failures and credit losses 

will determine the strength of employment and consumer spending.  

 

 Job Creation: Labor market trends are heavily dependent upon business 

confidence, which in turn is predicated upon developments in the public 

health arena, credit conditions, business solvency, and sustained growth in 

final demand.  

 

 Consumer Confidence: The economic recovery is heavily dependent upon 

the household sector, which in turn is predicated upon consumer 

sentiment, which in turn is dependent upon job security. 

 

INVESTMENT CONCLUSIONS 

 

The economic outlook will remain murky in coming months because of the 

extremely unpredictable path of the US COVID-19 epidemic, and hence lack of 

clarity regarding the timing and pace of fully reopening the economy. The most 

likely economic scenario incorporates the following critical assumptions: 

 

 Daily infections and hospitalizations in regional hotspots (Texas, Florida, 

Arizona, southern California) peak during the next month, but plateau at 

high levels  

 

 New outbreaks elsewhere lead to partial lockdowns in those new states, 

offsetting improving trends in current regional hotspots 

 

 Broadly, the US experiences a pattern of rolling increases in infections 

across regions, implying a continued high level of new cases nationally 

 

 Unlike Europe and Asia, outbreaks in the US persist at dangerously high 

levels, acting as an impediment to a more rapid economic reopening, as 

has occurred in other advanced economies 
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 A second wave of the epidemic in the fall and winter pushes daily cases to 

new highs, accentuating the effects of the seasonal influenza 

 

 The enormous improvement since March in the capacity of the public 

health system in treating patients acts as a powerful offset, resulting in a 

sharp decline in morbidity and fatalities  

 

 Nonetheless, increased social distancing guidelines lead to a flattening in 

the business recovery, although a broad contraction in GDP is avoided 

 

 Production and distribution of hundreds of millions of doses of vaccines in 

the first half of next year proves to be the catalyst sparking a nationwide 

economic reopening and sustained increase in business activity as 2021 

unfolds  

 

 GDP growth rapidly accelerates during the second half of next year and 

during 2022, supporting a strong rebound in company earnings 

  

Under this economic scenario, stock prices and bond yields move in a primarily 

sideways fashion in coming months, although equity investors should be prepared 

for the possibility of a 10% correction as both the economic and public health 

news continues to deteriorate. Thereafter, steadily improving prospects for 

corporate earnings in an environment of low interest rates and inflation and hyper-

accommodative monetary policy would favor common stocks over the fixed-income 

market in both 2021 and 2022. 
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 
 
Bloomberg Barclays U.S. Treasury Inflation-Protected Securities (TIPS) Index: Measures the performance of rules based, market value-weighted 
inflation protected securities issued by the U.S. Treasury. It is a subset of the Global Inflation-Linked Index (Series-L). 
 
CBOE Volatility Index:  An index of implied equity market volatility, reflecting the market estimate of future volatility for the S&P 500 Stock 
Index over the next 30 days, using options. 
 
MSCI Emerging Market Index:  An index of equity market performance for developing markets, primarily in Asia, Latin America, and Eastern 
Europe.  The index tracks both large-cap and small-cap stocks and is weighted by market capitalization. 
 
MSCI World Ex US Index: Measures the performance of the large and mid-cap segments of world, excluding US equity securities. It is free float-adjusted 
market-capitalization weighted. 
 
Russell 2000 Small-Cap Index:  Is an index measuring the performance of approximately 2,000 small-cap companies within the United States. 
 
S&P 500® Index: The S&P 500 or Standard & Poor's 500 Index is a market-capitalization-weighted index of the 500 largest U.S. publicly traded 
companies. 
 
S&P 500 Equal Weight Index (EWI) Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member 
companies for the index based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and 
transportation companies. Since mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market 
capitalization-weighted. 
 
Value Line Index is the equal-weight version of the widely-used S&P 500. The index includes the same constituents as the capitalization weighted S&P 
500, but each company in the S&P 500 EWI is allocated a fixed weight - or 0.2% of the index total at each quarterly rebalance. 
 
State Street Investor Confidence Index: measures investor confidence or risk appetite quantitively by compiling actual buying and selling patterns of 
institutional investors.  
 
US Trade-Weighted Dollar Index:  An index that measures the value of the US dollar in relationship with other currencies, statistically weighted on the 
basis of importance to the US as trading partners. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.         
 
©2020 Prudential Financial, Inc. and its related entities. Prudential, the Prudential logo, the Rock symbol and Bring Your Challenges are service marks of 
Prudential Financial, Inc., and its related entities, registered in many jurisdictions worldwide. 
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