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FINANCIAL MARKET VOLATILITY  
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Consulting Economist 

 
Financial market volatility has increased markedly in recent days, evident in 

massive price swings in the equity, bond, commodity, and foreign exchange 

markets. From a low of 15, the S&P 500 Volatility Index, or VIX, has surged to 35, 

the highest level in more than a year. Yields in the US Treasury market have 

declined to the lowest levels in three months, while commodity prices have fallen 

by more than 10% in less than two weeks. This Special Report identifies factors 

responsible for the sharp increase in market volatility, along with an update of 

current economic and policy conditions. 

 

▪ The modest 3.5% decline in the S&P 500 Index from its all-time peak is 

misleading and does not provide an adequate measure of the full extent of 

equity market weakness. Fully one-third of stocks within the index have 

suffered a decline of 15% or greater in recent weeks. Defensive stocks with 

the largest market capitalizations — such as Microsoft, Apple, Alphabet, 

Home Depot, PepsiCo, and Procter & Gamble — have bolstered the index, 

while the less stable small-cap Russell 2000 Index has declined by nearly 

12%.  

 

▪ Weakness was apparent in other select pockets of the domestic equity market. 

The equally weighted Value Line Index declined by nearly 10%, a reflection of 

the deterioration in equity market breadth. Most surprising was the sudden 

sell-off in high-profile technology leaders of the past year — as measured by 

the New York Stock Exchange FANG+ Index — which plunged by nearly 8% in 

only three days.   

 

▪ In principle, financial market volatility tends to increase in response to 

external shocks that alter previously held investor perceptions regarding the 

direction of the economy. Volatility also increases as the economy approaches 

a vital inflection point in an established trend. Finally, heightened volatility 

can result from a sharp disagreement among investors and lack of a clear 

consensus regarding underlying economic conditions. Conversely, financial 

market stability is characteristic of a condition whereby economic and policy 

trends are relatively constant and when there is a broad consensus regarding 

the outlook. 

 

 

 

 

Equity The equity market 

will continue to be driven 

by expectations regarding 

inflation, monetary 

policy, bond yields, and 

corporate earnings. 

Companies should report            

above-average growth in 

earnings through the first 

half of next year, followed 

by much slower growth in 

Q3 and Q4. Revenue 

growth will remain robust, 

but profit margins are a 

big unknown because of 

supply-chain disruptions 

and escalating costs for 

labor and materials. The 

primary wild card in the 

earnings outlook is the 

ability of companies to 

effectively exercise 

pricing power and 

continue to raise selling 

prices at a pace sufficient 

to offset cost increases.  
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▪ Identification of the Omicron variant to COVID-19 shocked financial markets 

and raises the specter of resumed restrictions to mobility and commerce, along 

with lingering supply-chain disruptions. There is also sharp disagreement 

regarding prospects for economic growth and inflation over the next one-to-two 

years. The conduct of monetary policy is also a big unknown: When will the 

Federal Reserve begin to raise short-term interest rates and how aggressively? 

How will the real economy respond? 

 

▪ Investor anxiety regarding the COVID-19 pandemic has increased in recent 

weeks because of two factors. First, new cases of the Delta variant have shown 

a sharp seasonal increase in the northeast and the upper Midwest. Second, 

discovery of the Omicron variant has created a new wild card in the outlook for 

economic growth, inflation, and monetary policy, each of which will remain 

unknowns until scientific data become available in coming weeks. The rise in 

cases of the Delta variant in northern states is not a surprise, as health experts 

have anticipated a seasonal rise in infections coincident with the arrival of 

colder weather. This Delta mini wave is expected to run its course by early 

2022. 

 

▪ Specific scientific details regarding Omicron will not be available for several 

weeks. On a preliminary basis, scientists are speculating that this new variant 

could be more transmissible but less virulent. Pfizer has indicated that its 

vaccine should provide at least partial immunity against the new strain, and 

that new mRNA reformulations will be forthcoming in coming months, if 

necessary. Finally, unlike vaccines, new antiviral drug treatments developed by 

Merck (Molnupiravir) and Pfizer (Paxlovid) are not compromised by variants 

because these medications work by blocking replication of the virus rather 

than attacking the spike protein, which can undergo change with new variants. 

 

▪ Beyond the pandemic, investors lack conviction with respect to current 

economic conditions because of conflicting economic data. I have not made 

changes to my forecast for economic growth in 2022, which I expect to be 

very strong, surpassing market expectations. Robust expansion in household 

spending, business capital investment, residential construction, inventory 

investment, and a healthy revival of service sector spending should propel 

2022 real GDP to a 5% gain. The economy should reach full employment by 

early 2023, at which time the risk of inflation could begin to escalate. 

 

▪ Economists and policymakers continue to debate the outlook for inflation. 

Along with most economists, Federal Reserve officials believe that the current 

spike in inflation is transitory, and that the inflation rate will eventually 

stabilize at 2%. I disagree and continue to believe that inflation could return 

to a 4-5% range in 2023 and 2024, following a brief period of disinflation in 

2022. Wages are likely to rise at a 5% annual rate over the next several years.  
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▪ The outlook for monetary policy remains unclear, although it is likely that the 

Federal Reserve will continue to err on the side of accommodation, at the 

same time voicing its determination to crush inflation. In that regard, the Fed 

is likely to begin a new rate-tightening cycle by the middle of next year but 

raise its policy rate at a slow and measured pace. Two small rate hikes next 

year would have minimal effect on the real economy, implying that credit 

conditions are unlikely to become restrictive until the second half of 2023.  

 

▪ The outlook for the fixed-income market remains grim. Compared with 

annualized total returns of 2.25% on US Treasury securities over the past 

decade, bond investors are likely to suffer negative returns over the next five 

years. Current market yields of 1.35% and 1.65% on 10-year and 30-year 

Treasury bonds, respectively, are highly inconsistent with an environment of 

accelerating economic growth, progressively tighter monetary conditions, and a 

rising trend in wage and price inflation. Bond investors should expect 

significantly higher market yields in 2023 and 2024. 

 

▪ The equity market will continue to be driven by expectations regarding 

inflation, monetary policy, bond yields, and corporate earnings. Companies 

should report above-average growth in earnings per share (EPS) through the 

first half of next year, followed by much slower growth in Q3 and Q4. Revenue 

growth will remain robust, but profit margins are a big unknown because of 

supply-chain disruptions and escalating costs for labor and materials. The 

primary wild card in the earnings outlook is the ability of companies to 

effectively exercise pricing power and continue to raise selling prices at a 

sufficient pace to offset relentless cost increases.  

 

▪ Perhaps more important than the direction of the overall equity market is the 

issue of market leadership and composition. Strong performance of 

economically sensitive stocks early in the year was interrupted by the rapid 

spread of the Delta variant, which triggered a shift into high-quality growth 

stocks, which have become significantly overbought and overvalued. Since the 

appearance of the Delta variant in mid-May, value stocks have lagged growth 

stocks by more than 15 percentage points. Fading supply-chain disruptions 

and accelerating economic growth should spark a market reversal in favor of 

value stocks during 2022.  

 

▪ On a short-term trading basis, the equity market is susceptible to continued 

heightened volatility, because of widespread uncertainty regarding the 

scientific characteristics of the Omicron variant. Investor anxiety could also 

remain elevated until there is more favorable news pertaining to global supply 

chains and the outlook for inflation and monetary policy. US Treasury bonds, 

defensive stock groups, and the US dollar could remain a safe haven for global 

investors through yearend.  
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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. 
 
NYSE FANG+ Index: is an equal-dollar weighted index designed to represent a segment of the technology and consumer discretionary sectors consisting 
of highly-traded stocks of technology and tech-enabled companies. 
 
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. 
 
The Value Line Geometric Composite Index: is the original index released, and launched on June 30, 1961. It is an equally weighted index using a 

geometric average. Because it is based on a geometric average the daily change is closest to the median stock price change. 
 
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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