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SPECIAL REPORT 
 

A SUDDEN SHIFT IN THE ECONOMIC NARRATIVE 
 

 
by Robert F. DeLucia, CFA 

Consulting Economist 

 
The US and global economies remain in a strong expansionary phase but there are 

growing concerns that the rate of GDP growth in coming quarters might be slower 

than previously expected. Investors appear to be extrapolating the current 

temporary obstacles to rapid growth, resulting in cutbacks in GDP growth estimates 

for 2022 and 2023.  

 

Market Sentiment: The increased sense of economic risk is manifested in a shift in 

market sentiment from risk-on to risk-off. Financial markets are not expecting an 

outright recession, but rather a period of disappointing growth once the 2021 

boom runs its course. The implications for the economy under this scenario are 

clear: Moderating inflation, continued monetary accommodation, very low 

government bond yields, and slower earnings growth. 

 

Contributing Factors: There are several factors contributing to the shift in market 

sentiment, most of which pertain to the coronavirus pandemic; the volatility in 

monthly economic data; concerns regarding fiscal policy; and higher than expected 

inflation: 

 

▪ The rapid spread of the Delta variant has raised fears of partial lockdowns in 

various geographic regions that could slow the pace of reopening, thereby 

undermining the economic expansion. New nationwide cases of COVID-19 

bottomed in June at exceptionally low levels but have increased sixfold in less 

than a month. 

 

▪ Monthly economic data have been inconsistent. Recent monthly reports 

regarding housing starts, auto sales, industrial production, and employment 

have fallen short of expectations — even though each of these negative 

surprises was a result of transitory bottlenecks and supply chain disruptions.  

  

▪ Investors are becoming less confident regarding passage of an infrastructure 

bill, raising the specter of a fiscal cliff at the end of this year when the 

various stimulus packages passed earlier in the year expire. 

 

▪ Significant upside surprises in monthly inflation data have raised investor 

fears that the Federal Reserve will be compelled to raise policy rates sooner 

than expected, thereby resulting in higher borrowing costs and reduced 

spending. 

 

 

Financial markets 

abruptly shifted from  

risk-on to risk-off during 

the middle of June. 

Government bond yields 

plummeted, the US dollar 

strengthened, and stock 

market leadership shifted 

from economically 

sensitive stocks to 

defensive stock groups 

such as foods, 

communication services, 

and utilities. Traditional 

growth stocks with highly 

predictable earnings also 

performed well. This 

amounted to a             

180-degree shift in 

leadership from the first 

five months of the year 

when value, small-

capitalization, and 

cyclical stocks were the 

overwhelming winners. 
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Flight to Quality: Financial markets abruptly shifted from risk-on to risk-off during 

the middle of June. Government bond yields plummeted, the US dollar 

strengthened, and stock market leadership shifted from economically sensitive 

stocks to defensive stock groups such as foods, communication services, and 

utilities. Market leadership has also become highly concentrated within just a 

handful of stocks. 
 

Market Concentration: Traditional growth stocks with healthy balance sheets and 

highly predictable earnings — most notably in the technology sector — also 

performed well. This amounted to a 180-degree shift in leadership from the first 

five months of the year when market breadth was very strong and when value, 

small-capitalization, and cyclical stocks were the overwhelming winners. Just eight 

mega-cap technology stocks — comprising 28% of the market value of the S&P 

500 Index — accounted for more than half of the stock market gain since the 

middle of May.  
 

Extrapolating the Past: Many investors allocate capital by looking through a rear-

view mirror and extrapolating historical trends. The 2008 world financial crisis and 

the subsequent expansion — the slowest decade of growth since the 1930s — 

have decisively altered investor thinking with respect to economic growth, inflation, 

monetary policy, and government bond yields. The problem with this mentality is 

that it misinterprets the forces that shaped the unprecedented expansion cycle of 

the 2010s.  
 

Misreading History: Instead of a new paradigm of secular stagnation that many 

economists adopted at the time and continue to embrace, the unique performance 

of the previous decade was caused by a once-in-a-lifetime private sector 

deleveraging cycle along with a sustained period of austerity in government policy. 

These two forces proved to be massive headwinds to economic growth. By 

extrapolating the conditions from this unique period, financial markets have 

become conditioned to believe that deflation is a greater risk than inflation. 
 

Hyperinflation: A reverse analogy from history can be made with the hyperinflation 

experience of the 1970s. The Federal Reserve adopted a revolutionary policy in the 

early 1980s to combat inflation, which had averaged 9% during the five years 

ending in 1980. The annual rate of consumer inflation peaked at nearly 15% in 

June of 1980: Within three years, the Fed was successful in conquering inflation, 

which plunged to an annual rate of only 2.5% in 1983.  
 

Real Bond Yields: Nonetheless, bond investors remained fearful of inflation. For 

the next ten years, the market yield on the benchmark ten-year US Treasury bond 

averaged nearly 8.5%. The rate of inflation during this same decade was roughly 

3.5%. This means that the real or inflation-adjusted yield on Treasury bonds was 

nearly 5%. Why so exceptionally high? Because inflationary psychology was deeply 

entrenched and bond investors insisted on a very large insurance premium to 

protect against future inflation, which seemed all but certain at the time.  
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▪ Deflation Rather Than Inflation: Fast forward to today: Rather than rising 

inflation, central banks and investors appear to be more concerned about 

deflation. As such, investors are willing to hold government bonds at market 

yields that are below the inflation rate. 

  

Market Overreaction: My view is that financial markets have become too 

pessimistic with respect to future growth prospects. There are several reasons to 

believe that robust economic growth could persist for far longer than currently 

assumed: 

 

▪ While the current jump in COVID-19 infections is concerning, it appears that 

the Delta variant outbreak is likely to be regionalized and far less serious than 

the three previous waves. Vaccines have proven to be highly effective in limiting 

severe morbidity for those who are fully vaccinated, currently accounting for 

nearly 50% of the total US population. Some medical experts expect the 

current Delta wave to reach a peak in September and moderate thereafter. 

 

▪ Despite current market concerns, President Biden is likely to succeed in 

achieving passage of additional fiscal stimulus legislation, highlighted by 

meaningful infrastructure spending. A new spending package would reinforce 

economic growth in 2023 and 2024. 

 

▪ Incoming data on the economy will likely become less erratic as production 

issues are resolved and as supply chains are restored to normal. Employment, 

personal income, consumer spending, manufacturing, construction, and 

business investment are expected to expand rapidly over the next four to six 

quarters. Strong GDP growth should translate into faster growth in company 

earnings. 

 

▪ While the short-term outlook for inflation is concerning, the Federal Reserve is 

unlikely to tighten monetary conditions until later next year. Moreover, it is 

possible that inflation could reach an interim peak later this year. It is also 

likely that the initial phases of a new rate-tightening cycle will proceed at a 

measured pace. The result would be continued low borrowing costs and 

abundant liquidity to fuel economic growth. 

 

▪ It is impossible to exaggerate the economic significance of the massive pent-up 

demand that has built over the past year. Excess savings of an estimated $2.5 

trillion are double the normal level of household savings and should support 

consumer spending over the next two years, at a minimum. Real wages should 

also be in a strong uptrend over this period. 
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Potential Catalysts: What are potential catalysts that could trigger a reversal in 

current market psychology? There are several possible developments to monitor:  

 

▪ A reversal in public health concerns: Evidence of a peaking in the current Delta 

variant wave along with an increased rate of vaccinations would lift investor 

confidence. Full FDA approval of the mRNA vaccines could also be helpful. 

 

▪ A peaking in inflation: Evidence that inflation is moderating — implying less 

need for monetary restraint — would boost market sentiment. 

 

▪ Passage of an infrastructure spending package: Additional fiscal stimulus 

would likely reinforce economic confidence and prompt an increase in GDP 

growth forecasts.  

 

▪ Greater consistency in monthly economic data: Upside economic surprises 

suggesting that economic momentum is accelerating would increase investor 

sentiment. 

 

▪ Positive company guidance: Strong quarterly earnings reports along with 

favorable forward guidance would likely generate renewed investor interest in 

cyclical stocks. 

 

Investment Implications: The S&P 500 rose to an all-time high on July 12 and has 

since declined by 1.3%. Further weakness is possible in coming weeks and 

months until the market develops greater conviction in the outlook for economic 

growth. Investors are likely to remain highly cautious and risk averse until the 

current growth scare runs its course.  

 

Risk-Off for Now: Government bonds and high-quality growth stocks — led by the 

technology sector — should perform best in the interim, while economically 

sensitive and small-capitalization stocks could lag. The US dollar should 

strengthen further, consistent with this flight to safety. Financial markets could 

then enter a new risk-on phase later this year and the first half of next year as 

current concerns regarding growth begin to fade.  
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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. 

Bloomberg Barclays High-Yield Corporate Bond Index: measures the USD-denominated, high yield, fixed-rate corporate bond market. Securities are 
classified as high yield if the middle rating of Moody's, Fitch and S&P is Ba1/BB+/BB+ or below. 
 
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. 
 
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. 

Robert F. DeLucia, CFA, was formerly Senior 

Economist and Portfolio Manager for Prudential 

Retirement. Prior to that role, he spent 25 years at 

CIGNA Investment Management, most recently serving 

as Chief Economist and Senior Portfolio Manager. He 

currently serves as the Consulting Economist for 

Prudential Retirement. Bob has 45 years of 

investment experience. 
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