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Summary and Major Conclusions: 

 
▪ Fourth quarter trends in financial markets can best be understood as a tug-of-war between 

expectations for widespread distribution of a vaccine for COVID-19 and deep fears of a 

slowing economy caused by a surge in infections nationwide. 

 

▪ The equity market outperformed the bond market by a wide margin in the fourth quarter. 

Stocks benefited from unprecedented government stimulus along with rapid growth in 

company earnings reported in October and November. Bond yields rose steadily during the 

quarter. 

 

▪ The outlook for financial markets is generally favorable for 2021: Assuming a smooth and 

efficient distribution of vaccines for COVID-19, a gradual reopening of the economy is 

likely to materialize over the course of this year.   

 

▪ The rate of economic growth should begin to accelerate during the middle of the year, 

followed by very strong growth in 2022. The outlook for economic policy and business 

profitability also appears favorable for equity markets and unfavorable for bonds. 

 

▪ Financial markets are well positioned with respect to the traditional investment cycle, 

which tends to overlap the classic business cycle. The investment cycle involves a 

rotational pattern of market risks and opportunities as the economic cycle unfolds. 

 

▪ The initial several years of an economic expansion are most supportive of equity markets, 

when economic risks are receding. Corporate earnings are typically growing at an 

accelerating pace at a time when monetary policy is accommodative. 

 

▪ The opposite is true for the bond market: As perceptions of risk diminish in a 

strengthening economy, investors will ultimately become net sellers of bonds, driving 

market yields higher and bond prices lower.  

 

▪ Inflation typically bottoms early in an economic cycle and then drifts gradually higher as 

the expansion unfolds. Inflation should be favorable for both stocks and bonds during 

2021, but will become a negative for bonds during 2022 and beyond.   

 

▪ Low inflation in the short term should keep the Federal Reserve on the sidelines for a 

longer than normal interval, perhaps until 2023. Eventually, inflation will reach an 

inflection point, triggering a violent negative reaction in the bond market.  

 

▪ In principle, the yield curve provides valuable signals to investors with regard to the 

economic and investment outlooks. A gradually steepening yield curve — as expected over 

the next two years — would be a signal of accelerating economic growth and rising 

inflationary expectations. 

 

 

The most notable equity 

market trend this year will 

be a decisive shift in market 

leadership from growth 

stocks to value stocks. Most 

importantly, history clearly 

reveals a tendency for value 

stocks to outperform growth 

stocks during the first 

several years of an economic 

recovery. Periods of strong 

GDP growth typically favor 

value stocks because of their 

greater sensitivity to overall 

economic activity. Market 

valuations also favor value 

stocks. Finally, earnings for 

stocks in the value segment 

of the market should grow 

faster than those of growth 

stocks.  
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▪ The US Treasury yield curve could reach maximum steepness during the second half of 

2022, which would be consistent with a superior performance of stocks versus bonds in 

both 2021 and 2022.        

 

▪ The outlook for business profits is positive for the equity market. Operating earnings in Q3 

surged to an all-time high of $2.33 trillion, equivalent to 11% of nominal GDP. Further 

growth in excess of 20% in both 2021 and 2022 should push business profits to a record 

13% of GDP by yearend 2022. 

 

▪ It is very difficult if not impossible for the equity market to perform well when credit 

markets are disruptive. Thanks to the Federal Reserve, domestic credit markets have 

functioned extremely well over the past nine months, and I expect continued stability in 

credit conditions.  

 

▪ Borrowing costs are near all-time lows, private sector balance sheets are healthy, and 

liquidity is in abundant supply. Loan delinquencies on credit cards and residential 

mortgages have remained under generally good control. Capital and liquidity ratios for 

banks are exceptionally strong, and provisions for loan losses are elevated. 

 

▪ Following many years of relative strength, the US dollar (USD) has entered a cyclical bear 

phase that could persist for the next three to five years. A weak USD is a relative positive 

for non-US stocks. Dollar weakness should also support shares of domestic businesses with 

a large manufacturing presence in the US. 

 

▪ Positive returns in the domestic equity market would be consistent with the classic 

investment cycle: Common stocks tend to perform best in the early years of an economic 

cycle. The domestic equity market should also benefit from strong earnings growth and 

historically low interest rates.  

 

▪ The main obstacle faced by equity investors is valuation, which is most relevant for long-

term returns. At 24 times 12-month forward earnings, stocks are priced for perfection, 

implying disappointing returns over the next five years. There is also evidence of 

complacency among equity investors, a short-term market negative.  

 

▪ However, history shows that valuation is a notoriously poor short-term market indicator. 

The implication is that stock prices could rise over the next two years, but at a much 

slower pace relative to the growth in company earnings. 

 

▪ The most notable equity market trend this year could be a decisive shift in market 

leadership from growth stocks to value stocks. History clearly reveals that value stocks 

outperform growth stocks during the early years of an economic recovery. 

 

▪ The following equity market sectors should perform best this year and next: Capital goods, 

financials, industrials, materials, transportation, and consumer discretionary. Consumer 

staples, telecommunication services, technology, real estate, utilities, and health care 

sectors should lag. 

 

▪ My equity market forecast assumes that non-US stocks will outperform the S&P 500 in 

2021 for the first year since 2017. Non-US stocks perform best when world trade is 

expanding and the global economy is firing on all cylinders, both of which I expect later 

this year and in 2022.     
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FINANCIAL MARKET REVIEW 

 

As was the case for all of 2020, fourth quarter investment trends were largely 

shaped by events and developments associated with the coronavirus pandemic 

and its impact on business activity. Fourth quarter trends in financial markets 

can be best understood as a tug-of-war between optimism regarding a vaccine for 

COVID-19 versus growing fear of a slowing economy caused by a surge in 

infections. Uncertainty regarding passage of a COVID-19 relief package also 

weighed on investors. Despite these well-known negatives, the equity market 

registered strong gains in the quarter, easily outperforming bonds.  

 

Investment Returns: The total return on the S&P 500 was 12.2% in Q4, led by 

cyclical and technology stocks. For the first time in years, the total return of 

nearly 17% on value stocks in the fourth quarter exceeded the 12% return on 

growth stocks, as measured by Russell Investments. International stocks beat 

domestic stocks in Q4 with a return of nearly 16%. Fixed-income markets lagged 

badly in the quarter: The total return on high-grade bonds was less than 1%, 

although speculative-grade corporate bonds managed to register a total return of 

7%. (source: Bloomberg Barclays)  

 

▪ Full Year Results: For all of 2020, NASDAQ and the small-cap Russell 

2000 performed best, with total returns of 45% and 20%, respectively. 

The S&P 500 and Dow Jones Industrial Average lagged, with total returns 

of 18.3% and 9.7%, respectively. Non-US stocks also lagged with a total 

return of only 8%. Returns on both investment-grade (+10%) and high-

yield corporate bonds (+7%) were respectable, but lagged domestic 

equities. The Bloomberg Barclays US Aggregate Bond Index delivered a 

return of 7.5%. 

 

INVESTMENT OUTLOOK: THEMES 

 

The outlook for financial markets appears generally favorable for 2021: Assuming 

a smooth and efficient distribution of vaccines for COVID-19, a gradual 

reopening of the economy will become a reality as the year unfolds. The rate of 

economic growth should begin to accelerate during the middle of this year, 

continuing throughout 2022. The outlook for economic policy and business 

profitability also appears favorable for equity markets.  

 

The following are the major themes in the investment outlook for 2021: 

 

The Investment Cycle: Financial markets are well positioned for the traditional 

investment cycle, which tends to overlap the classic business cycle. In principle, 

the investment cycle involves a rotational pattern of investment risks and 

opportunities over the course of the full economic cycle. The investment cycle is 

currently at an advantageous point for equity investors. 
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▪ The Equity Market: Financial market history reveals that the first several 

years of an economic expansion are supportive of equity markets, as 

common stocks benefit from accelerating growth in both GDP and 

corporate earnings. With inflation lagging GDP, monetary policy should 

remain accommodative, implying abundant liquidity in the financial system 

to push stock prices higher.  
 

▪ Fixed-Income Market: The opposite is true for the bond market: As 

perceptions of economic risk diminish in a steadily improving economy, 

investors will become net sellers of bonds, driving market yields higher. 
 

Consumer Inflation: Inflation should be favorable for both stocks and bonds 

during 2021, but become increasingly negative for bonds during 2022. Low 

inflation in the short term should keep the Federal Reserve on the sidelines for a 

longer than normal interval. Eventually, inflation will reach an inflection point, 

triggering a violent reaction in the bond market (see chart 1).  
 

Fiscal Policy: Last Tuesday’s Senate runoff election in Georgia was a game 

changer for fiscal policy over the next two years. With effective control of both 

Congress, the Biden administration will have far greater latitude in pushing 

through spending programs to boost economic growth. Whereas another COVID-

relief package seemed unlikely under Republican control of the Senate, passage 

of further stimulus following the inauguration appears virtually assured.  

Tax increases are likely to be deferred until 2022. 
 

▪ Investment Implications: Democratic control of the Senate reinforces the 

key assumptions in my investment outlook: Economic growth and company 

earnings will surprise on the upside; the rise in bond yields this year will 

exceed market expectations; the US dollar will remain in a downtrend; and 

both value stocks and non-US markets will outperform the S&P 500. 

Chart 1: Inflation Under Good Control 

Core Consumer Price Index, Percent Annual Rate 

Source: Federal Reserve 
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Federal Reserve Policy: The revolutionary new policy structure adopted by the 

Fed last summer implies aggressive monetary stimulus for longer than would 

normally be the case. If the Fed defers a new tightening cycle until inflation 

exceeds its 2% target for an extended period, the equity market could enjoy 

abundant liquidity conditions well into 2022. Conversely, long-term government 

bonds would become increasingly vulnerable as markets begin to anticipate both 

faster growth and higher inflation. 

 

Treasury Yield Curve: The yield curve provides valuable signals to investors 

regarding the economic outlook. A gradually steepening yield curve over the next 

several years — as my forecast assumes — would be a signal of faster economic 

growth and rising inflationary expectations. The yield curve could reach 

maximum steepness during the second half of 2022, which would be consistent 

with superior performance of common stocks versus bonds over the next two 

years.    

 

Corporate Earnings: The outlook for business profits is unambiguously positive for 

the equity market. The third quarter GDP report indicated that operating earnings 

surged to an all-time high of $2.33 trillion, equivalent to 11% of nominal GDP. 

Reported earnings for companies in the S&P 500 continue to exceed Wall Street 

analyst estimates by a wide margin (see chart 2).  

 

Credit Markets: Thanks to the Federal Reserve, domestic credit markets have 

functioned extremely well over the past nine months, and the outlook for the next 

two years appears favorable. Borrowing costs are near all-time lows, private sector 

balance sheets are healthy, and liquidity is in abundant supply. Surprisingly, loan 

delinquencies on credit cards and residential mortgages have remained under 

generally good control, and banking sector finances are healthy (see chart 3).  

Chart 2: Wall Street Continues to Revise Earnings Estimates Upward 

Index of Analyst Earnings Estimate Revisions 

Source: Citigroup Global Markets 
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Market Valuations: Valuation is the major headwind for equity investors. Virtually 

all major asset classes are overvalued — most notably the fixed-income market 

— but also many segments of the domestic equity market. Excessive valuations 

typically result from zero policy rates and excess financial liquidity.  

 

US Dollar: Following many years of relative strength, the US dollar (USD) entered 

a cyclical bear phase last year that could persist for the next three to five years. 

Similar to the Japanese yen and Swiss franc, the USD is a countercyclical 

currency that weakens during periods of global economic prosperity. Dollar 

depreciation should favor international equity markets and also domestic stock 

groups with heavy manufacturing exposure within the US. 

 

Global Equity Markets: I expect non-US stocks to outperform the domestic 

market this year for the first time since 2017. The most important argument in 

favor of international assets is an expected transition to a self-sustaining and 

synchronized global economic upswing. Non-US stocks and other risk-on assets 

tend to perform best when the global economy is firing on all cylinders, 

accompanied by a recovery in world trade. My forecast assumes that European 

and Asian equity markets will generate higher returns relative to those of the US 

market in 2021. 

 

DOMESTIC STOCKS AND BONDS 
 

Common stocks should easily outperform bonds once again this year, in the 

context of accelerating economic growth, monetary accommodation, and some 

additional fiscal stimulus. The favorable outlook for the equity market is 

predicated upon rapid growth in company earnings, although full-year returns will 

be partially offset by a gradual shrinkage in market valuations. The combination 

of historically depressed bond yields and prospects for rising market interest 

rates virtually assure negative returns for investment-grade bonds in 2021. 

Chart 3: Remarkable Stability in Consumer Credit Quality 

Delinquency Rate, Consumer Bank Loans 

Source: FDIC 
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Fixed-Income Market: Bond market fundamentals are extremely unfavorable:  

 

Current market yields are near historic lows and a rising rate cycle is appears 

highly likely over the next several years. I expect returns on investment-grade 

bonds to be negative in both 2021 and 2022. Bond market fundamentals can be 

summarized as follows: 

 

1. World interest rates plunged to all-time lows during 2020: Yields on ten-

year US Treasury bonds fell to 0.5%; investment-grade corporate bonds are 

currently yielding 1.75%; and yields on speculative-grade corporate bonds 

are currently 4.5%, the lowest in the history of the high-yield bond market. 

These compare with their 25-year averages of 3.7%, 4.8%, and 8.7%, 

respectively (see chart 4). 

 

2. History shows that a highly accommodative monetary policy cannot repress 

market yields indefinitely. Even with short-term rates pinned at zero, 

investors will eventually sell long-term bonds in anticipation of strong 

economic growth, rising credit demand, higher inflation, and expectations 

for the next tightening cycle. 

 

3. The Treasury yield curve has already begun to steepen: The yield 

differential between ten-year Treasury bonds and three-month Treasury 

bills has widened from a low of 40 basis points to 90 basis points at 

yearend.  

 

4. Credit quality reached a cyclical low last year and should be in an 

improving trend over the next several years. According to Moody’s, ratings 
upgrades currently far outnumber downgrades, and the default rate is in a 

declining trend, both signs of improving credit quality. The problem with 

the corporate bond market is that risk spreads are already compressed with 

little room for improvement (see chart 5). 

Chart 4: Bond Yields Plunge to Record Lows in 2020 

Market Yield to Maturity, Ten-Year US Treasury Bond 

Source: Federal Reserve 
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The bottom line is that balanced portfolios should have a maximum underweight 

in bonds, with an emphasis on very-short-duration bonds in order to minimize 

losses in an environment of rising interest rates. Corporate bonds should 

outperform Treasury securities, but negative returns are likely for both in 2021.  

 

Domestic Equity Market: With the notable exception of valuation, all critical 

variables point to positive returns on common stocks this year and in 2022. 

Equity market fundamentals can be summarized as follows: 

 

▪ Positive returns on the domestic equity market are consistent with the 

classic investment cycle: Stocks perform best in the early years of an 

economic cycle. 
 

▪ With bond market yields near record lows, there is no viable alternative to 

common stocks. 
 

▪ The domestic economy should strengthen progressively as this year 

unfolds, bolstering credit quality in the financial system. 
 

▪ Most important are expectations for rapid growth in corporate earnings, 

dividends, and cash flow. My forecast assumes earnings per share growth 

of 20% to 25% in both 2021 and 2022 (see chart 6). 

 

Chart 5: Corporate Bond Market Rescued by the Federal Reserve in 2020 

Market % Yields on Speculative-Grade Corporate Bonds 

Source: Bloomberg Barclays 
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Chart 6: Strong Earnings Recovery Expected in 2021 

Earnings Per Share, S&P 500 Companies 

Source: FactSet 
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▪ Economic policy should be supportive of the equity market. Fiscal policy 

stimulus has been unprecedented, while the Federal Reserve is expected to 

remain accommodative well into 2022. 

 

Equity Valuation: The primary obstacle facing equity investors is valuation. A 

related concern is the generally upbeat sentiment of both individuals and 

institutions (see chart 7). Investor complacency is a negative from a contrarian 

perspective. At 24 times 12-month forward earnings, common stocks are priced 

for perfection, implying disappointing returns in the long term (see chart 8). 

 

▪ Valuations and Returns: In principle, valuations serve primarily as a reliable 

indicator of long-term rates of return; the correlation between stock prices 

and P/E ratios in the short term is close to zero. Correspondingly, I expect 

above-average returns in the equity market over the next 12 to 18 months 

— sparked by powerful business cycle forces — but very disappointing 

returns over the following three-to-five years. 

 

Value Stocks: The most notable equity market trend this year will be a decisive 

shift in market leadership from growth stocks to value stocks. There are several 

compelling factors that favor value stock groups over the next one to two years: 

 

1. History clearly reveals a tendency of value stocks to outperform growth 

stocks during the first several years of an economic recovery. 

Chart 7: Individual Investors Very Bullish at Yearend 

Investor Survey: Percentage of Equity Market Bulls 

Source: American Association of Individual Investors 
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Chart 8: Institutional Investors Increasingly Bullish 

Survey of Institutional Investors 

Source: State Street Global Markets 
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2. Periods of strong GDP growth typically favor value stocks because of their 

greater sensitivity to overall economic activity, and industrial output in 

particular.  

 

3. Earnings for stocks in the value segment of the market should grow faster 

than those of growth stocks. Compared with my forecast of 25% annualized 

growth for all companies in the S&P 500 over the next two years, EPS for 

the S&P 500 Value Index could grow by 35% to 40% annually. 

 

4. Market valuations favor value stocks. Compared with a price-to-earnings 

(P/E) ratio of 32x for growth stocks, value stocks are priced at a P/E ratio of 

22x.  

 

5. I expect the following equity market sectors to perform best this year and 

next: Financials, industrials, materials, consumer discretionary, 

transportation, and capital goods. Consumer staples, communication, 

technology, utilities, and health care sectors should lag. 

 

WORLD EQUITY MARKETS 

 

US equities have outperformed international equity markets by a wide margin over 

the past decade: +13.7% versus only +5.5% (annualized total returns). Most of 

the superior relative performance of US stocks can be explained by faster growth 

in earnings, although relative P/E expansion for US stocks also contributed. My 

equity market forecast assumes that non-US stocks will outperform the S&P 500 

in 2021 for the first year since 2017. 

 

World Economic Recovery: An emphasis on international stocks is predicated 

upon my assumption of a self-sustaining and synchronized global economic 

upswing. There are several reasons why US stocks perform best when the global 

economy is firing on all cylinders: 

 

▪ Risk-On Strategies: Worldwide prosperity benefits all regions of the globe 

but especially non-US markets because investors develop a greater appetite 

for risk when global economic conditions are most favorable. Both the US 

dollar and US equities are perceived as defensive risk-off assets. 

 

▪ World Trade: A synchronized global recovery is typically accompanied by 

strong growth in world trade. Major economies such as those of the 

eurozone, Japan, China, and South Korea are far more heavily dependent 

upon export trade, with company earnings leveraged to world trade. 

Because of their strong emphasis on exports, non-US companies benefit 

most from a sustained revival in world trade (World Exports). 
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The argument in favor of international stocks rests upon several additional factors: 

 

▪ Sector Weightings: Most non-US stock markets have heavier weightings in 

cyclical sectors, such as industrials, materials, financials, and consumer 

cyclicals. The S&P 500 is more defensively structured, with heavy 

weightings in consumer staples, health care, and technology. The economic 

environment that I envision in 2021 and 2022 should favor cyclical stocks. 

 

▪ Foreign Exchange: The US dollar is at an early phase of a multi-year cycle 

of depreciation against major currencies in Europe and Asia. Foreign 

economies and equities benefit most from dollar weakness (see chart 9). 

 

▪ Valuation: Non-US economies are undervalued relative to domestic 

equities. Compared with a P/E ratio of 26x for the S&P 500, the P/E on 

international stocks is 22x.  

 

My investment conclusion is that the MSCI World ex-US Equity Index will 

outperform the S&P 500 in 2021. Europe, Japan, and emerging Asia should 

generate higher returns relative to those in the US. Germany is the most attractive 

equity market in the eurozone because of its economy is highly leveraged to world 

trade in general and to Chinese imports in particular. Sweden is also a highly pro-

growth economy and should be among the equity market leaders in Europe. 

Within Asia, China, South Korea, and Taiwan should be the best-performing 

equity markets.  
 

 

 

 

Chart 9: US Dollar Bear Market Should Persist Throughout 2021 

US Dollar Index 

Source: Bloomberg 
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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 US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term 
investment grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell 
Company in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: : is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
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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