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Summary and Major Conclusions: 

 
▪ The current economic outlook is unusual in that there appears to be no obvious base-case 

scenario, but rather a collection of alternative scenarios with comparable probabilities of 

eventual outcomes. This circumstance is consistent with the considerable uncertainty and lack 

of conviction regarding the economic outlook. 

 

▪ In this climate investors tend to extrapolate the trends of the previous economic cycle: Slow 

growth, low inflation and interest rates, and a lengthy period of monetary accommodation. 

However, the previous cycle that began in 2009 was unique and is unlikely to repeat itself. 

 

▪ The probability of a traditional business cycle unfolding over the next several years is 

significantly below 50%, in my judgment. The pandemic has altered the traditional behavior of 

households, businesses, and governments. Adjustments to this new normal could disrupt the 

typical flow of economic and policy events. 

 

▪ The Federal Reserve has conducted a highly expansionary monetary policy that must be 

eventually unwound. Interest rate normalization is likely to prove disruptive to economic growth. 

Unwinding of massive fiscal stimulus could also distort the future path of economic growth. 

 

▪ In this normal business cycle scenario, US GDP growth would average 2.5% over the next five 

years with an inflation rate of 2.5%. Stocks would perform best, generating positive returns for 

investors in each of the next several years. 

 

▪ Because of high valuations, equity returns under this scenario would be moderate. Bonds 

should post slightly negative returns over this period, while returns on commodities would be 

limited. The probability of this scenario is only 20%. 

 

▪ A boom/bust cycle could result from a rapid increase in inflation over the next several years 

caused by a booming economy and excessive fiscal and monetary stimulus. The Federal 

Reserve would then be forced to aggressively tighten monetary conditions in order to bring 

inflation under control, culminating in an economic collapse. 

 

▪ Under this scenario, the equity market would suffer a steep decline beginning in late 2022 and 

2023, a result of plunging earnings per share (EPS) and shrinking valuations. Commodity 

prices would also collapse. The probability of this scenario is 30%. 

 

▪ Bond yields would initially rise sharply during the late stages of the economic boom during 

2022, triggering losses in fixed-income portfolios. Yields would then decline in anticipation of 

a recession, such that government bonds would perform best during the recession. 

 

▪ Stagflation refers to an economic condition that is characterized by a combination of sluggish 

growth (stag) and high inflation (flation). The 1970s was a decade of stagflation: During the 

five years ending in 1979, real GDP increased at an anemic 1.9% annual rate at a time when 

inflation averaged 8%.  

 

 

 

Stagflation is symptomatic 

of a dysfunctional 

economy, generally the 

result of excessive 

government spending, 

regulation, and taxation.                    

This combination of heavy 

government control over 

the economy invariably 

brings about conditions 

that distort economic 

activity. Most importantly, 

the economy suffers from 

spreading cost pressures 

that lift inflation and 

undermine company profit 

margins and real 

wages. On an inflation-

adjusted basis, rates of 

return on both stocks and 

bonds would be 

disappointing, and almost 

certainly negative in real 

terms.  
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▪ Stagflation is symptomatic of a dysfunctional economy, the result of excessive government 

spending, regulation, taxation, monetary expansion, and intervention into the private sector. It 

is also a manifestation of widespread economic and financial imbalances. The probability of 

this scenario is 35%. 

 

▪ On an inflation-adjusted basis, rates of return on both stocks and bonds would be 

disappointing, and very likely negative. Best-performing assets in an environment of stagflation 

would include commodities, real estate, and precious metals. 

 

▪ A stagnant economy is characterized by weak economic growth, low interest rates and inflation, 

a slow pace of capital information, and slow growth in employment. This scenario is different 

from stagflation primarily because of a somewhat weaker economy, a very low rate of inflation, 

and ongoing risk of deflation. 

 

▪ Economic conditions under this scenario are shaped by very slow growth in population and 

productivity; high personal savings; and an elevated role of the central government in the 

private economy, manifested in high tax rates on capital and widespread regulation. 

 

▪ Under a condition of stagnation, real GDP and consumer prices would increase at annual rates 

of 1% and 1.5%, respectively. The resulting nominal GDP growth of 2.5% would be the slowest 

in US history, excluding recessions. The probability of this scenario is 15%. 

 

▪ Common stocks would suffer from stagnant earnings and reduced confidence, while fixed-

income markets would likely generate very low returns because of depressed bond yields. The 

lack of inflation would limit the attractiveness of tangible assets such as commodities, real 

estate, and precious metals.  

 

▪ The best-performing assets under this environment would be classic growth stocks, especially 

in the technology sector. Large-cap tech companies dominate their markets and are able to 

both grow revenues and raise selling prices even in a stagnant and deflationary environment. 

 

 

 

 

Recent trends in world financial markets reveal a profound uncertainty among 

investors regarding future economic and policy trends. Stock, bond, commodity, 

and foreign exchange markets have rotated between expectations for robust 

economic growth and rising inflation to various scenarios of slowing growth and 

moderating inflation. This week’s Economic Perspective explores several of the 

most plausible economic scenarios that could unfold over the next few years.  

 

TRADITIONAL BUSINESS CYCLE 

 

The probability of a traditional business cycle unfolding over the next several years 

is significantly below 50%, in my judgment. A classic business cycle expansion is 

characterized by an extended period of noninflationary growth, as occurred from 

2009 to 2019, 1991 to 2000, and 1982 to 1989. It is also a period of rising real 

wages, steadily expanding corporate earnings, and moderate credit risk. 
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There are several structural forces currently underway that reduce the odds of a 

normal business expansion cycle: 

 

The most important of these forces is the continuing pandemic, which has altered 

the traditional behavior of households, businesses, and governments. Various 

adjustments to this new normal could disrupt the typical flow of economic and 

policy events. 

 

▪ The Federal Reserve has conducted an unusually expansionary monetary 

policy that must be eventually unwound. Interest rate normalization is likely 

to prove disruptive to economic growth.  

 

▪ Fiscal policy stimulus has been unprecedented and will almost certainly 

create powerful headwinds for economic growth as the spending programs of 

the past 18 months unwind.   

 

▪ The US has entered an era of big government, whereby policymakers and 

politicians will have much greater power to intervene in the economy, adding 

to the uncertainty of the projected path of GDP. 

 

What are the preconditions for a classic economic expansion cycle to materialize?  

 

▪ The most important would be a gradual preemptive tightening in monetary 

policy by the Federal Reserve beginning within the next year. The longer the 

Fed defers its tightening cycle, the greater the risk of rapid inflation that 

could create large imbalances in the economy and financial system.  

 

▪ Public health officials must make greater progress in bringing the coronavirus 

pandemic under control. An increased rate of vaccinations both domestically 

and globally along with further advancements in both vaccine technology and 

therapeutics would hasten the return to normalcy. 

 

▪ Inflationary pressures must recede with the rate of inflation stabilizing around 

the Fed’s target of 2%. The tendency toward disinflation that prevailed over 

the past 25 years must reassert itself. 

 

▪ The current record level of household savings resulting from the pandemic 

must give way to an extended period of robust personal consumption. 

 

▪ Business confidence must remain elevated to ensure that the increase in 

consumer spending elicits the normal strong growth in business capital 

investment. 
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Investment Implications: In this normal business cycle scenario, US GDP growth 

would average 2.5% over the next five years along with an inflation rate of 2.5%. 

Stocks should perform best, generating positive returns for investors in each of the 

next several years. Because of high valuations, investors should expect only modest 

equity returns under this scenario. Bonds should post slightly negative returns over 

this period, while returns on commodities would be limited. The probability of this 

scenario is only 25%. 

 

BOOM/BUST ECONOMIC CYCLE 

 

A boom/bust cycle could result from a rapid increase in inflation over the next 

several years caused by a booming economy and the textbook consequences of 

excessive fiscal and monetary stimulus. The Federal Reserve would then be forced 

to aggressively tighten monetary conditions in order to bring inflation under 

control. Rapidly rising borrowing costs associated with the Fed’s tightening cycle 

would undermine spending, triggering a hard economic landing that would send 

the economy into a recession. 

 

The timeline for this scenario could be as follows: The booming economy 

culminates in full employment by the end of next year, triggering a sharp rise in 

wage and price inflation during 2023 to a level well above that anticipated by the 

Federal Reserve. The Fed is forced to slam on the brakes, causing a deep recession 

during 2024 accompanied by a plunge in company earnings. The US economy has 

experienced two boom/bust scenarios over the past 50 years — in the mid-1970s 

and in the early 1980s. The probability of this scenario is 35%. 

 

Investment Implications: Under this scenario, the equity market would suffer a 

steep decline beginning in late 2022 and 2023, a result of plunging earnings per 

share (EPS) and shrinking valuations. Commodity prices would also collapse. Bond 

yields would initially rise sharply during the late stages of the economic boom 

during 2022, but then decline in 2023, causing the Treasury yield curve to 

become inverted. Government bonds and other safe-haven assets would perform 

best in 2023 and 2024. The Federal Reserve would then ease monetary policy, 

laying the groundwork for the next economic expansion and the next cyclical bull 

market in equities.  

 

STAGFLATION 

 

Stagflation refers to an economic condition characterized by a combination of 

sluggish growth (stag) and high inflation (flation). The 1970s was a decade of 

stagflation: During the five years ending in 1979, real GDP increased at an anemic 

1.9% annual rate at a time when inflation averaged 8%.  
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Stagflation is symptomatic of a dysfunctional economy, generally the result of 

excessive government spending, regulation, and taxation. It is also a manifestation 

of widespread economic and financial imbalances. This combination of heavy 

government control over the economy invariably brings about conditions that 

distort economic activity.  

 

Most importantly, the economy suffers from spreading cost pressures that lift 

inflation and undermine company profit margins and real wages. Aggregate 

demand tends to exceed aggregate supply, as capital formation weakens because 

of low business confidence and disincentives to invest in long-term projects.  

 

The US has avoided stagflation for the past 40 years: The domestic economy has 

been dynamic, with growth in living standards powered by rapid technological 

innovation. Real GDP growth has increased by nearly 3% during the 40 years 

ending in 2019, while consumer inflation has been generally stable, rising at an 

annual rate of 2.5%. 

 

However, the risks of stagflation are currently the highest since the 1970s. The 

Federal Reserve has pursued the most expansionary credit policies in 50 years, 

while fiscal stimulus has been unprecedented. The US Treasury has been running 

the highest budget deficits in decades (as a share of GDP) and US government 

debt outstanding has exceeded 100%, the highest level since World War Two. The 

probability of this scenario is 30%. 

 

Investment Implications: Stagflationary conditions could begin to emerge during 

2023 and 2024, with real GDP growth stabilizing at a stall speed of 1%, with 

inflation entrenched at 5%. On an inflation-adjusted basis, rates of return on both 

stocks and bonds would be disappointing, and almost certainly negative in real 

terms. The best-performing assets in an environment of stagflation would include 

commodities, real estate, and precious metals. 

 

ECONOMIC STAGNATION 

 

A stagnant economy is characterized by very weak economic growth, low interest 

rates and inflation, a low pace of capital formation, and slow growth in 

employment. This scenario is different from stagflation primarily because of a 
somewhat weaker economy and very low rate of inflation. Economic conditions are 

shaped by very slow growth in population and productivity; high personal savings; 

and an elevated role of the central government in the private economy, manifested 

in high tax rates on capital and widespread regulation. The coronavirus would 

remain a lingering problem under this scenario — with regional outbreaks of 

infections in the US and continued high infection rates globally — as new variants 

become difficult to control.  
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Under a condition of stagnation, real GDP and consumer prices would increase at 

annual rates of 1% and 1.5%, respectively. Nominal GDP growth of 2.5% would 
be the slowest in American history. Chronic weakness would be evident in all 

sectors: Personal consumption because of sluggish job creation and high savings; 

business investment spending, because of soft consumer demand, overcapacity, 

and low confidence; residential construction, because of slow growth in 

employment and wages; and net exports because of a lack of competitiveness. The 

probability of this scenario is 10%.  

 

It should be noted that this economic stagnation scenario is the one most heavily 

embraced by investors, suggesting considerable potential for financial market 
surprises over the next year. 

 

Investment Implications: Identifying profitable investments in this environment is 

challenging. Common stocks would suffer from stagnant earnings and reduced 

confidence, while fixed-income markets would likely generate very low returns 

because of depressed bond yields. And the lack of inflation would limit the merits 

of tangible assets such as commodities, real estate, and precious metals.  

 

Growth Stocks and Stagnation: The best-performing assets under this environment 

would be classic growth stocks, especially in the technology sector. Large-cap tech 

companies dominate their markets and have the ability to raise selling prices even 

in a deflationary environment. They also enjoy favorable organic growth prospects 

independent of the growth rate of the broad economy. Secure high dividend-paying 

stocks should also be favored, especially those of financially strong companies with 

dividend yields in the 3% to 5% range, which would compare favorably with 

returns from the S&P 500 of 1% to 2%.   

 

INVESTMENT CONCLUSION 

 

The current economic outlook is unusual in that there is no obvious single base-

case scenario, but rather a collection of alternative scenarios with comparable 

probabilities of eventual outcome. This implies that there is great uncertainty 

regarding the economic outlook. The investment implications of this deep 

uncertainty are clear: A low level of conviction leaves investors without an 

economic framework within which to develop an investment strategy.  

 

Under these circumstances investors tend to extrapolate the trends of the previous 

economic cycle: Slow growth, low inflation and interest rates, and a long period of 

monetary accommodation. However, the previous economic cycle that began in 

2009 was unique and is unlikely to repeat itself. In a similar manner, current 

economic and policy trends are so unique as to increase the odds of an atypical 

expansion cycle unlike any other in the post-World War Two era.   
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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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