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▪ The US economy has reached a pivotal point. Aggregate spending and output have 

recovered much of their severe declines of March and April, but many sectors of the 

economy remain depressed. Moreover, the surge in infections and hospitalizations 

since October threatens to trigger new social restrictions and partial shutdowns, 

resulting in renewed economic weakness. The odds of negative growth in first quarter 

GDP are rising. Real GDP should show modest growth in the fourth quarter of 

approximately 3%.  

 

▪ The US economy is a tale of two markets: Manufacturing, construction, and business 

investment have been strong, while parts of the service sector remain extremely 

depressed. In addition, the labor market remains weak, while corporate earnings in 

the third quarter surged to an all-time peak. US GDP is unlikely to return to its 2019 

pre-pandemic peak until the end of next year. By comparison, the level of economic 

output did not return to its pre-recession peak in 2007 until the middle of 2011.  

 

▪ There are more differences than similarities between the current recession and the 

2008 recession. The latter was caused by the world financial crisis; the current 

recession was policy-induced in an effort to save lives and minimize hospitalizations. 

The 2008 financial crisis was caused by a massive accumulation of low-quality 

mortgage debt that culminated in the collapse of the banking system.  

 

▪ Rehabilitation of the financial system in 2009 and beyond required a painful and 

protracted deleveraging cycle that persisted for most of the following decade, 

suppressing final demand. Credit conditions are far superior today. While corporate 

sector debt is currently elevated, the household and banking sectors are in excellent 

financial health and are capable of supporting solid economic growth.  

 

▪ The Federal Reserve has effectively used its emergency lending facilities to maintain 

a steady flow of credit. The Fed has also injected massive amounts of liquidity into 

the financial system through large purchases of government debt. Consequently, 

unlike in 2009, the financial system is poised to support credit creation necessary to 

fuel a robust economic recovery, once the public health crisis has faded. 
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▪ Progress in the development of safe and effective vaccines has been encouraging, 

suggesting that the economy could be in an improving trend by the middle of next 

year. The Biden Administration is also likely to begin discussions with Congress on a 

COVID-19 fiscal relief package shortly after the inauguration, providing financial 

assistance to struggling businesses, workers, and renters. Finally, there is enormous 

pent-up demand in the form of elevated household savings and depleted inventories. 

 

▪ A durable and self-sustaining economic expansion is unlikely to begin until a 

sizeable portion of the population has been vaccinated, which may not occur until 

the middle of next year. Assuming a smooth and successful rollout of vaccines, 

output of both goods and services should grow at an accelerating rate in the second 

half of next year and during all of 2022.  

 

▪ Employment is likely to lag the increase in spending, as businesses continue to focus 

on cost containment. The exceptionally strong rebound in company earnings last 

quarter was a profit margin phenomenon. Rapid growth in earnings in 2021 and 

2022 will be predicated upon both revenue growth and profit margin expansion. 

 

▪ Productivity increased at an annual rate of 4% last quarter, the fastest in more than 

ten years, as the increase in output exceeded the increase in average hours worked 

by a wide margin. Automation and business substitution of digital platforms for labor 

contributed to the surge in output per hour. 

 

▪ Inflation is currently depressed because of massive slack in labor and product 

markets. Absorption of excess capacity in manufacturing and services should lead to 

greater resource utilization by 2022 or 2023, implying low levels of inflation over the 

next two years. However, inflation is a distinct long-term risk: Unprecedented 

monetary and fiscal stimulus could sow the seeds for future inflation, as the 

economy returns to normal, depending upon the actions of the Federal Reserve in 

2022 and 2023. 

 

▪ In principle, the Federal Reserve’s revolutionary new monetary policy framework 

increases the risk of future inflation. The Fed has indicated that it will not raise its 

policy rate until the core consumer inflation rate has exceeded its 2% target for an 

extended period. This would be in sharp contrast to traditional monetary policy, 

whereby the Fed begins to raise interest rates preemptively in anticipation of higher 

inflation.  

 

▪ Long-term bond yields remain artificially depressed but are unlikely to move higher 

until there are clear signs of a self-sustaining economic recovery. Long-term 

government bond yields could rise rapidly even without Federal Reserve tightening, 

as investors begin to anticipate a rebounding economy and higher future inflation.  

 

▪ The Treasury yield curve depicts the relationship between monetary policy and the 

expectations of the bond market for future growth and inflation. The curve could 

steepen significantly during 2021 and 2022, as the Fed pins short-term rates at zero 

at a time when expectations for future growth steadily improve.  
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▪ The yield curve is already in a steepening trend: The spread between the market 

yield on ten-year Treasury bonds and 3-month Treasury bills has doubled from only 

40 basis points in August to 83 basis points currently. This spread in market yields 

could increase to 150 basis points by the fourth quarter of next year. 

 

▪ Prospects for the bond market are the worst in decades. The combination of record-

low market yields and the strong likelihood of a multi-year rise in interest rates 

implies negative rates of return in both 2021 and 2022. Corporate and mortgage 

bonds should perform slightly better, but absolute returns are also likely to be 

negative. 

 

▪ Equity investors are faced with a dilemma: While the economic, public health, and 

policy outlooks are favorable in the intermediate term, the equity market will remain 

at risk until there is a sustained reversal in the nationwide pandemic, and therefore a 

reversal in economic trends. Traditional equity market valuations are also extended, 

increasing the risk of a selloff in the short term. Long-term investors should maintain 

overweight positions in equities and augment holdings during periods of weakness. 
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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. 
 
S&P 500® Index: 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. 
 
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.         
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