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Summary and Major Conclusions: 

 
▪ World financial markets are at an important juncture. Powerful economic and policy 

crosscurrents are in place that could result in a sharp increase in market volatility in coming 

months. This report provides a summary of the central themes in the investment outlook.  

 

▪ There is a disconnect between the traditional business cycle and the investment cycle. 

Historically, the investment cycle has coincided with the economic cycle, with a slight lead 

time of several months.  

 

▪ In the current cycle that began in March of last year, the lead time has stretched considerably, 

with the investment cycle far outrunning the economic cycle. In effect, the outsized financial 

market returns in recent months have borrowed from the future, as investors have pulled 

forward prospective gains in asset prices. 

 

▪ Unprecedented monetary stimulus by world central banks has resulted in excess liquidity 

creation, which has boosted asset prices in all markets. Income support programs associated 

with aggressive fiscal policy — generous cash distributions to individuals and extended 

unemployment benefits — have also augmented the supply of liquidity.  

 

▪ This surplus liquidity has spilled over into financial markets. The result has been a surge in all 

asset prices — most notably those of common stocks, residential property, commodities, and 

cryptocurrencies — at an unsustainable pace.  

 

▪ A condition of excess liquidity is not sustainable. Although not imminent, the eventual removal 

of this excess liquidity by central banks could be a shock to financial markets, triggering an 

immediate selloff in asset prices. 

 

▪ The current corporate earnings cycle is at an early phase and could be among the strongest in 

decades. Earnings per share for full-year 2021 are expected to increase by 40%, followed by 

another 5% to 10% increase in 2022. The strong rally in stock prices in recent months can be 

attributed to the expected surge in earnings.   

 

▪ Historically, a cyclical bull market in stocks has persisted until consensus earnings 

expectations have reached a cyclical peak and begun to either flatten or decline. It is not 

possible to predict this crucial inflection point in advance.  

 

▪ The US economy is at an early phase of a new inflation cycle that could persist over the next 

several years. The initial impact on the equity market is negative. Stock prices tend to remain 

in a declining trend until the inflation rate peaks and the monetary tightening cycle ends.  

 

▪ Because common stocks represent claims on the assets of corporations — plant and 

equipment, real estate, brands, patents, intellectual property — the market value of these 

corporate assets rise over time along with higher inflation, albeit with long lag times.  

 

 

 

 

I continue to expect 

international stocks to 

outperform those of the 

US over the next several 

years. A strong global 

economy and a revival in 

world trade generally favor 

non-US stocks. Adding to 

their overall appeal are 

relative valuations: 

International stocks are 

priced at an unusually 

large valuation discount to 

the S&P 500 Index. 

Finally, the outlook for 

sustained US dollar 

weakness should also 

benefit non-US equity 

markets. There is a strong 

positive correlation 

between the direction of 

the US dollar and the 

relative performance of 

domestic versus 

international stocks.  
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▪ Company earnings are denominated in current dollars, also increasing along with the rise in 

consumer prices. In short, although the equity market reacts negatively when inflation is in a 

rising trend, common stocks are a legitimate hedge against inflation in the long term. 

 

▪ There is no change in my consistently pessimistic assessment of the fixed-income market. A 

sustained rise in market interest rates over the next several years will trigger a steady decline in 

bond prices, generating losses in bond portfolios.  

 

▪ The equity market is also vulnerable to a rising cyclical trend in interest rates. Higher interest 

rates raise the discount rate used to capitalize future cash flows to equity investors, thereby 

resulting in lower stock prices. Rising interest rates typically result in slower growth in 

aggregate spending, negatively affecting corporate earnings.  

 

▪ The world economy is poised to enjoy the first synchronized global expansion in many years. 

Expansionary forces in place should spark strong economic recoveries in all major economies, 

led by China and the US. 

 

▪ The principal investment significance of a healthy world economic recovery pertains to equity 

market leadership. Whereas US equities perform best during periods of economic weakness, 

international stocks perform best during synchronized global expansions. 

 

▪ In a similar way, value stocks perform best during periods of economic boom, when company 

earnings are expanding at a rapid pace. Historically, value stocks have also consistently 

outperformed growth stocks during periods of rising inflation and higher bond yields. 

 

 

 

 

 

 

World financial markets are at an important juncture. Powerful economic 

crosscurrents currently in place could increase volatility in all markets in coming 

months. In the positive column, economic and earnings trends are extremely 

favorable, interest rates are depressed, and world central bank policies remain highly 

accommodative.  

 

However, inflationary pressures are starting to build and could become disruptive to 

the world economy, eventually triggering a tightening response from the Federal 

Reserve. Virtually all asset classes are in overvaluation territory. This week’s 

Economic Perspective provides a summary of the central themes in the investment 

outlook, both positive and negative.  
 

OUT OF SYNC INVESTMENT CYCLE 
 

There is a disconnect between the traditional business cycle and the investment 

cycle. Historically, the investment cycle has roughly coincided with the economic 

cycle, with a slight lead time of several months. In the current cycle that began in 

March of last year, the lead time has stretched considerably, with the investment 

cycle far outrunning the economic cycle. In effect, outsized financial market returns 

in recent months have borrowed from the future, as investors have pulled forward 

prospective gains in asset prices. 
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The implication is that a large amount of good news has already been discounted in 

asset prices, suggesting that future returns could fall far short of the positive 

economic trends likely to ensue over the next two years. For the equity market, it 

means that future stock price gains could significantly trail the expected rise in 

company earnings. 

 

EXCESS LIQUIDITY BOOSTS ASSET PRICES 

 

Unprecedented monetary stimulus by world central banks has resulted in excess 

liquidity creation, which has boosted asset prices in all markets. Income support 

programs associated with aggressive fiscal policy — generous cash distributions to 

individuals along with extended unemployment benefits — have also augmented the 

supply of liquidity. Excess liquidity is defined as the availability of money and credit 

within the financial system above the amount needed to finance transactions in the 

real economy. 

 

This surplus liquidity has spilled over into financial markets. The result has been a 

surge in all asset prices — most notably those of common stocks, residential 

property, commodities, and cryptocurrencies — at an unsustainable pace. A 

condition of excess liquidity is finite. Led by the Federal Reserve, most major central 

banks will begin to tighten monetary conditions over time, which will begin the 

process of absorbing the surplus liquidity in the financial system. The implication is 

that removing this excess liquidity could be a shock to financial markets, triggering 

an immediate selloff in asset prices. 

 

CORPORATE EARNINGS CYCLE  

 

The current corporate earnings cycle is in the early stages of the most rapid growth in 

decades. For the companies in the S&P 500 Index, earnings per share (EPS) 

increased by 50% in the first quarter, with prospects for a 65% increase in Q2 and 

further double-digit percentage gains in the subsequent several quarters. EPS for  

full-year 2021 are expected to increase by more than 40%, followed by another 5% 

to 10% increase in 2022. The strong rally in stock prices in recent months can be 

attributed to the massive upside surprise in company earnings.   

 

The expected 65% peak in second quarter EPS growth — which will be reported 

during the months of July and August — may or may not mark an interim peak in 

stock prices. In principle, the outlook for the US equity market depends upon the 

direction in earnings expectations provided by Wall Street analysts. Historically,  

a cyclical bull market in stocks has persisted until consensus earnings expectations 

have reached a cyclical peak and begun to either flatten or decline. It is not possible 

to predict that crucial inflection point.  
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SYNCHRONIZED GLOBAL EXPANSION 
 

The world economy is poised to enjoy the first synchronized global expansion in many 

years. Expansionary forces in place should spark strong economic recoveries in all 

major economies, led by China and the US. Both Europe and Japan should rebound 

strongly in the second half of this year, as vaccinations allow economies to 

aggressively reopen. Both Europe and the Asia-Pacific region should benefit from 

strong exports to China and the US, while pent-up domestic demand prevails in all 

regions of the world. A mini-boom in world trade is already underway. 
 

The principal investment significance of a synchronized world economic recovery 

pertains to equity market leadership. During periods of global economic weakness, 

safe-haven markets such as the US tend to attract international capital flows. The US 

equity market is a risk-off investment bet while non-US stocks are risk-on bets. The 

main reason is that the US is widely perceived as the world’s primary safe-haven 

destination for international capital flows.  
 

In addition, while the composition of the S&P 500 Index is defensive and noncyclical 

in nature, most non-US benchmarks are dominated by export-oriented and 

economically sensitive stocks. The converse is also true: Non-US stocks tend to 

perform best during global economic booms accompanied by strong growth in world 

trade. 
 

I continue to expect international stocks to outperform those of the US over the next 

several years. Adding to their overall appeal are relative valuations: International 

stocks are priced at an unusually large 30% valuation discount to the S&P 500 

Index. Finally, the outlook for sustained US dollar weakness should also benefit  

non-US equity markets. There is a strong positive correlation between the direction of 

the US dollar and the relative performance of domestic versus international stocks.  

  

DOMESTIC EQUITY MARKET LEADERSHIP 
 

For similar reasons, investors should anticipate a rotation in equity market leadership 

away from mega-cap growth stocks in favor of value managers and economically 

sensitive stock groups. Value stocks perform best during periods of economic boom, 

when company earnings are expanding at a rapid pace. Historically, value stocks have 

also consistently outperformed growth stocks during periods of rising inflation and 

higher bond yields. 
 

This trend is already in place: Since September 30 of last year, the total return on 

the Russell 3000 Value Index of 40% has easily outpaced the 19% return on the 

Russell 3000 Growth Index (past eight months ending in May). Value stocks should 

continue to outperform growth stocks over the next year, at a minimum. It is likely 

that growth stocks will not begin to outperform value stocks until the Federal Reserve 

begins to tighten monetary policy aggressively and financial markets begin to 

discount the next recession. 
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A NEW INFLATION CYCLE 

 

The US economy is at an early phase of a new inflation cycle that could persist over 

the next several years. Currently at an annual rate of 3%, the core Consumer Price 

Index (CPI) could increase at an accelerating rate through 2024, with a widespread 

and profound impact on financial markets. The rate of inflation will peak only after 

the Federal Reserve has tightened monetary conditions sufficiently to steadily reduce 

the rate of economic growth, with a time lag of 6 to 12 months. Major takeaways for 

investors are as follows: 

 

▪ In principle, aggressive monetary and fiscal stimulus is initially manifested in 

rising financial markets, followed by faster growth in the real economy. It is then 

manifested in a sustained rise in inflation.  

 

▪ The fixed income market is at greatest risk to a sustained rise in the inflation 

rate. Rising inflation exerts upward pressure on interest rates, which cause the 

market price of fixed-income assets to decline. Tangible assets should benefit 

from a rising trend in inflation, including commodities, real estate, farmland, 

and gold. 

 

▪ The initial impact on the equity market is negative. Stock prices tend to remain 

in a declining trend until the inflation rate peaks and the monetary tightening 

cycle ends.  

 

▪ Because common stocks constitute claims on the assets of corporations — plant 

and equipment, real estate, brands, patents, intellectual property — stock 

prices rise in value in the long term as the increased value of corporate assets 

are eventually incorporated in market values. Moreover, corporate earnings are 

denominated in current dollars, also rising along with consumer prices. 

 

In short, although the equity market reacts negatively when inflation is in a rising 

trend, stock prices ultimately recover once inflation is in a sustained decline, proving 

that common stocks are a legitimate hedge against inflation in the long term. 

 

INEVITABLE MONETARY POLICY REVERSAL 

 

Forecasts regarding the future direction of monetary policy are hazardous because of 

the Federal Reserve’s novel framework for conducting policy. The Fed wants higher 

inflation and has stated that it will allow the inflation rate to exceed its 2% long-term 

target for an extended period because of the shortfalls in inflation over the past 

decade. The Fed’s guidance is that it will not raise short-term interest rates until 

2024. 
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This policy guidance is highly unrealistic and likely to be adjusted within the next 12 

months. My forecast assumes that the Fed will be compelled to begin its  

rate-tightening cycle during the second half of next year, with the economy 

approaching full employment and with core consumer inflation at 3.5% and rising. 

That said, all indications are that the Fed will proceed slowly and cautiously as it 

tightens monetary policy in some increments. 

 

The investment implications with respect to monetary policy are clear: Financial 

markets are likely to react negatively, with the prices of most assets — common 

stocks, bonds, and commodities — in sell-off mode. In the interim, despite 

overvaluation in most markets, asset prices could remain lofty in the short term, and 

may not begin to soften until the Fed announces a change in its guidance and pulls 

forward the timing for a new rate-tightening cycle. 

 

SUSTAINED RISE IN INTEREST RATES 

 

Current long-term bond yields are well below the level consistent with expected 

trends with respect to economic growth and inflation. I continue to expect bond 

yields to rise in waves over the next several years, reaching a cyclical peak of 4% or 

more in 2024. I expect market yields to trend higher because of both rising inflation 

expectations and rising real yields.  

 

There is no change in my highly pessimistic assessment of the fixed-income market. 

A sustained rise in market interest rates over the next several years will trigger a 

steady decline in bond prices, generating losses in bond portfolios.  

 

The equity market is also vulnerable to a rising cyclical trend in interest rates. Higher 

interest rates raise the discount rate used to capitalize future cash flows to equity 

investors, thereby resulting in lower stock prices. Rising interest rates also result in 

slower growth in aggregate spending, negatively affecting corporate earnings.  

 
INVESTMENT SUMMARY 

 

Returns in both the domestic equity and fixed-income markets are likely to prove 

highly disappointing in coming years. My long-term equity valuation model estimates 

that the expected annualized total returns on the S&P 500 over the next three to five 

years could be in the very low single digits. Total returns in the bond market could be 

near zero or even in negative territory. 

 

In the short term, the combination of overvaluation, deteriorating technical 

conditions, and investor complacency could trigger a brief consolidation phase in 

equities. However, over a six-to-nine-month time horizon, common stocks should 

provide modestly positive returns, driven by strong earnings momentum, still very low 

interest rates, and an abundance of liquidity. The cyclical bull market in equities 

could persist for another year before succumbing to a major correction. 
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There are four primary catalysts that investors should monitor as signals of a peak in 

stock prices in the medium term: (1) A flattening (or decline) in consensus earnings 

estimates; (2) A sustained rise in government bond yields; (3) A sudden shift in 

Federal Reserve policy from highly accommodative to restrictive; and (4) A shift in 

investor perceptions regarding the long-term outlook for inflation. Each of these 

factors could approach a turning point within the next 12 months. 
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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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