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Summary and Major Conclusions: 

 
▪ The US economy will face both short-term cyclical and long-term structural challenges once 

the economic boom has run its course. The most pressing cyclical issues pertain to rising 

interest rates and inflation, the potential for an overheating economy, and the risk of an 

aggressive tightening in monetary policy.  

 

▪ There are also the dangers associated with permanently high budget deficits and a steady rise 

in US Treasury debt outstanding. Because of these various cyclical uncertainties, the future 

long-term path of the current business expansion cycle is unclear.   

 

▪ There are also profound structural issues associated with the destructive forces unleashed by 

the coronavirus pandemic — most notably major disruptions to the labor market and small 

business sector. Radical changes in spending patterns resulted in the destruction of an 

estimated ten million jobs. 

 

▪ It would be a big mistake to use the previous business expansion (2010-2020) as a model 

for the future path of inflation. The hallmark of the previous expansion was a protracted 

deleveraging cycle in the household and banking sectors that constrained spending, thereby 

keeping inflation under control. 

 

▪ In addition, the Fed has adopted a new operating procedure with respect to inflation 

targeting. In recent decades, Fed policy was proactive and preemptive: The central bank was 

always quick to begin a rate-tightening cycle as the inflation rate approached its strategic 2% 

target.  

 

▪ There are several tools that can be used to forecast inflation. These include financial market 

indicators such as inflation-protected securities; commodity prices and the US dollar; 

business surveys of pricing power; and pipeline inflation data. 

 

▪ Of greatest usefulness are monetary and banking industry statistics. Continued 

unprecedented growth in the money supply, a rise in the velocity of money, and rapid growth 

in bank loans would be worrisome signs of accelerating inflation. 

 

▪ An overheating economy comes about when growth in aggregate demand (spending) exceeds 

growth in supply (output of goods and services) over a sustained period. This condition is 

often manifested in bottlenecks and outright shortages. 

 

▪ There is low risk of an overheating economy in the short term: The current level of output 

remains well below potential and the labor market is unlikely to reach full employment until 

later next year or in 2023.   

 

 

 

 

 

 

 There are compelling 

reasons to believe that the 

relative strength of 

technology stocks has 

peaked and that the group 

could be market laggards for 

the next one or two years.  

A study of equity market 

history reveals that relative 

earnings growth is a reliable 

indicator of relative stock 

market performance. 

Technology sector earnings 

have significantly 

outperformed over the past 

several years, but this 

pattern appears likely to 

change as economically 

sensitive stock groups 

benefit disproportionately 

from a booming economy. 
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▪ Investors can protect their portfolios against rising inflation by maximizing exposure to 

various equity-related asset classes at the expense of fixed-income assets. Commodities, 

natural resources, precious metals, real estate, and other tangible assets tend to perform well 

during periods of high and rising inflation. 

 

▪ The issue of common stocks and inflation is nuanced. Stocks typically decline during the 

initial phase of an inflation cycle when the Federal Reserve is aggressively tightening 

monetary policy. Following a stabilization of inflation, equity markets tend to perform well 

over long time horizons.  

 

▪ In addition, sector selectivity is extremely important: Materials, energy, real estate investment 

trusts, industrials, and financials tend to perform best; consumer staples, utilities, 

technology, and communication services tend to lag in an inflationary environment.       

 

▪ There are compelling reasons to believe that the relative performance of technology stocks 

has peaked and that the group could be market laggards for the next two years. A major 

reason would be a shift in relative earnings momentum, which should favor cyclical stocks 

over the next two years. 

 

▪ Tech earnings have significantly outperformed over the past several years, but this could 

change in an economic boom. Consistent trendline growth of 15% for leading technology 

companies would pale in comparison with an estimated 30% growth in overall corporate 

earnings this year and 20% to 25% growth in 2022.   

 

▪ Market valuations of companies with very favorable and predictable long-term growth 

prospects are maximized in a low interest rate environment. Conversely, high and rising 

interest rates have a disproportionately negative impact on valuations of companies with 

favorable long-term growth prospects.  

 

▪ Available data strongly suggest these stock market darlings are dangerously overrepresented 

in the portfolios of institutional investors and hedge funds, and therefore vulnerable to 

distribution as these portfolios begin to diversify.  

 

 

 

Financial market volatility has recently increased from already heightened levels, 

a reflection of the various pockets of uncertainty surrounding the economic 

outlook. This week’s Economic Perspective provides answers to questions 

regarding the outlook for economic growth, inflation, and an overheating 

economy.  

 

WHAT WILL BE THE PRIMARY ECONOMIC CHALLENGES AFTER THE 

ECONOMY HAS TRANSITIONED TO A ROBUST GROWTH PATH? 

 

There will be both cyclical and long-term structural challenges, each of which 

could surface as soon as 2023. The most pressing cyclical issues pertain to 

rising interest rates and inflation, the potential for an overheating economy, and 

the likelihood of an aggressive tightening in monetary policy. There is also the 

need to confront permanently high budget deficits and a steady rise in US 

Treasury debt outstanding. Because of these various uncertainties, the future 

long-term path of the business expansion cycle is unclear.   
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There are also profound structural issues associated with the destructive forces 

unleashed by the coronavirus pandemic — most notably major disruptions to the 

labor market and small business sector. Radical changes in spending patterns 

have resulted in the permanent destruction of more than ten million jobs, which 

means the need for massive education and retraining programs. The plunge in 

labor participation is a reflection of the fact that millions of workers have exited 

the labor market, perhaps permanently. 

 

Moreover, hundreds of thousands of small businesses have failed and many more 

are barely surviving. Rapid industry consolidation could result in a less 

competitive market structure and upward pressure on inflation. Although the 

economy is currently operating well below full employment, there is a high 

likelihood of worker shortages as soon as 2023. At that point, the potential for 

noninflationary growth could be at risk unless there is a sustained rise in 

productivity.  

 

INFLATION REMAINED UNDER GOOD CONTROL DURING THE PREVIOUS 

ECONOMIC EXPANSION. WHY SHOULD THE CURRENT EXPANSION BE 

DIFFERENT?  

 

It would be a big mistake to use the previous business expansion (2010-2020) 

as a model for the current expansion cycle. The hallmark of the previous 

expansion was a protracted deleveraging cycle that became necessary to reduce 

excessive debt levels in the household and banking sectors. The painful 

deleveraging process meant that aggregate spending and credit creation 

remained depressed for many years following the world financial crisis.  

 

In principle, a rising trend in inflation is predicated upon a sustained rise in 

aggregate spending along with robust bank lending. Because household and bank 

balance sheets are in good health, strong growth in consumer expenditures and 

bank loans is likely soon after a full reopening of the economy.  

 

An additional factor pertains to monetary policy. The Federal Reserve has 

adopted a new operating procedure with respect to inflation targeting. In recent 

decades, Fed policy was always proactive and preemptive, beginning a rate-

tightening cycle as the inflation rate approached its strategic 2% target.  

 

This long-standing policy has been modified in the sense that the Fed will be 

more flexible and tolerant when inflation is on the rise. Specifically, the Fed will 

allow inflation to exceed its 2% target for an interim period before initiating a 

rate-tightening cycle. This new policy increases the risk that inflation will 

overshoot the Fed’s inflation target by a larger-than-anticipated amount.    
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WHAT ARE THE LEADING INDICATORS OF INFLATION? 

 

There are several categories of indicators that could alert investors to a sustained 

period of unacceptably high inflation: 
 

▪ Financial market indicators such as inflationary expectations — as 

embedded in the market for Treasury inflation-protected securities (TIPS) 

— and the slope of the yield curve typically signal a rise in inflation in 

advance. 
 

▪ Investors should also monitor the commodity and foreign exchange markets 

as leading indicators. Periods of rising inflation are almost always 

accompanied by US dollar weakness. 
 

▪ Monetary and banking industry statistics provide valuable insight regarding 

future inflation. Continued unprecedented growth in the money supply, a 

rise in the velocity of money, and rapid growth in bank loans would all be 

worrisome signs of accelerating inflation. 
 

▪ Pipeline inflation data can provide useful information. A rising trend in 

consumer prices is typically preceded by a rising trend in producer 

(wholesale) prices, especially at the intermediate and raw-processing 

levels. 
 

▪ Select macroeconomic data pertaining to full employment and resource 

utilization can reveal an economy’s vulnerability to higher inflation. These 

measures include the employment ratio, capacity utilization in 

manufacturing, and the output gap. 
 

▪ Monthly business surveys can also be helpful. Company surveys contain 

questions regarding plans for businesses to raise prices within the next six 

months. 
 

Unsurprisingly, none of these indicators are currently signaling an imminent rise 

in inflation. On a very preliminary basis, I would expect warning signs to begin to 

flash red later this year and during 2022. 

 

WHAT ARE THE CLASSIC SIGNS OF AN OVERHEATING ECONOMY? 

 

In the simplest terms, a normal economic expansion transitions to an overheated 

phase when growth in aggregate demand (spending) exceeds growth in supply 

(output of goods and services) over a sustained period. This condition is 

manifested in bottlenecks and outright shortages, which then result in 

widespread speculation and market distortions, such as excessive business 

investment in inventories and in business investment spending. An overheating 

economy is typically accompanied by rising inflationary pressures.  
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The classic indicators of an overheating economy are a very low unemployment 

rate and an elevated capacity utilization rate in manufacturing. It is also 

manifested in rapid growth in new orders, longer-than-normal delivery times, an 

elevated inventory-to-sales ratio, and high levels of business and consumer 

confidence. Finally, a narrow output gap — defined as the ratio of actual output 

to potential output — is a typical byproduct of an overheating economy.   

 

Despite the very favorable outlook for economic growth this year, there is low risk 

of an overheating economy in the short term, for three reasons: (1) The current 

level of output remains well below potential; (2) Inflationary expectations remain 

depressed; and (3) The labor market is likely to remain depressed for a while 

following the revival in economic growth. However, bottlenecks — the initial 

signs of a looming overheated economy — could begin to emerge later next year. 

 

HOW CAN INVESTORS BEST STRUCTURE THEIR PORTFOLIOS TO BENEFIT 

FROM A SUSTAINED PERIOD OF INFLATION? 

 

As a generalization, inflation protection can be best achieved by maximizing 

exposure to various equity-related and tangible asset instruments at the expense 

of fixed-income assets. Commodities, natural resources, and real estate tend to 

perform well during periods of high and rising inflation.  

 

The US dollar tends to decline in real terms when inflation is rising, which 

means that foreign currencies should perform well. The best inflation hedges are 

the so-called commodity currencies — the Canadian, Australian, and New 

Zealand dollars — along with emerging market currencies.  

 

The issue of common stocks and inflation is nuanced. Stocks almost always 

decline when an inflation cycle is in an early phase and when the Federal 

Reserve is aggressively tightening monetary policy. Once inflation stabilizes, 

equity markets tend to perform well over long time horizons. In the long term, the 

parallel rise in company earnings and asset values resulting from higher inflation 

will ultimately become embedded in stock prices.  

 

In addition, sector selectivity is extremely important, as inflation affects various 

businesses and industries differently. Energy, materials, real estate investment 

trusts, industrials, and financials tend to perform best; consumer staples, 

utilities, technology, and communication services tend to be casualties of 

inflation.       
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HOW LONG CAN THE HIGH-FLYING TECHNOLOGY SECTOR MAINTAIN ITS 

EQUITY MARKET LEADERSHIP? 

 

There are compelling reasons to believe that the relative strength of technology 

stocks has peaked and that the group could be market laggards for the next two 

years. As measured by NASDAQ, technology stocks outperformed the S&P 500 

+40% to +20% in 2020. Over the past three years ending on March 1, the 

compound annual return for tech stocks was 15% compared with 10% for the 

S&P 500. However, there are several persuasive reasons to expect technology 

stocks to become market laggards:  

 

1. Relative Earnings Growth: A study of equity market history reveals that 

relative earnings growth is a reliable indicator of relative stock market 

performance. Tech earnings have significantly outperformed over the past 

several years, but this pattern appears likely to change. Compared with 

solid 15% annual growth for the technology sector, overall corporate 

earnings could increase by an estimated 30% this year, followed by 

another 20% to 25% in 2022.  

 

2. Relative Valuations: There can be no debate that technology stocks should 

enjoy valuation premiums to the overall market in the long term because of 

their superior long-term growth prospects. However, the current premium 

versus the overall index is unusually wide, and subject to some adjustment.  

 

3. Rising Bond Yields: In principle, market valuations of companies with 

highly predictable long-term earnings growth prospects are maximized in a 

low interest rate environment. Conversely, high interest rates have a 

disproportionately negative impact on valuations of companies with 

superior long-term growth prospects. The implications are that relative 

valuations for technology shares should decline disproportionately in an 

environment of rising bond yields.  

 

4. Portfolio Ownership: Technology stocks have been in a massive 

accumulation phase for several years as momentum investors have steadily 

increased exposure to these winning stocks. Available data revealing stock 

ownership patterns strongly suggest these stocks are dangerously 

overrepresented in the portfolios of many institutional investors and hedge 

funds, and therefore vulnerable to distribution as portfolios diversify.  

 

The bottom line is that a confluence of factors strongly suggests that the 

persistent trend of technology stock leadership could be in jeopardy, especially 

during an economic boom, accompanied by rapid growth in business profits and 

rising long-term interest rates.        
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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.     

 
©2021 Prudential Financial, Inc. and its related entities. Prudential, the Prudential logo, and the Rock symbol are service marks of Prudential Financial, Inc., 
and its related entities, registered in many jurisdictions worldwide. 
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