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SPECIAL REPORT 
 

HAS THE EQUITY BULL MARKET ENDED? 
 

by Robert F. DeLucia, CFA 

Consulting Economist 

 
The sharp sell-off in world equity markets has raised investor fears that the cyclical 

bull market of the past 18 months has ended. From its peak earlier in the year to 

its closing price on Tuesday, the S&P 500 declined by nearly 10%, while the 

decline in the technology-heavy NASDAQ reached 16%. The small-cap Russell 

2000 has suffered a cumulative decline of 18% since last November. 

 

▪ There is no shortage of explanations for the decline in stock prices. The media 

cites the following catalysts: Concerns over inflation, supply-chain disruptions, 

tightening monetary conditions, slowing economic growth, disappointing 

quarterly earnings, rising oil prices, fears regarding a new variant of SARS-

CoV-2, rising bond yields, and heightened risk of a Russian incursion into 

Ukraine. The problem with this analysis is that many of these perceived 

market risks have been present for months. 

 

▪ There are also technical factors at work. Investor sentiment rose to excessive 

levels of complacency during much of last year sparked by a wave of zero-cost 

money that originated with the onset of the pandemic. The boom in liquidity 

unleashed a flurry of speculative activity evident in cryptocurrencies, 

technology stocks, special purpose acquisition company (SPAC) transactions, 

and real estate. A bull market driven by excess liquidity and momentum 

always generates speculative behavior, which requires only a spark to reverse 

direction and develop momentum on the downside.  

 

▪ Fundamentally, the trend in equity markets is driven by a relatively small 

number of independent variables: (1) Underlying economic conditions;  

(2) Company earnings; (3) Bond market yields; and (4) The thrust of monetary 

policy. In my judgment, the current downtrend in stock prices appears to 

reflect investor perceptions of a weak economy; heightened risks of quarterly 

earnings disappointments; a fear of higher bond yields; and fears regarding the 

imminent rate-tightening cycle by the Federal Reserve in an environment of 

high inflation. 

 

 

 

 

 

 

 

It is not possible to 

predict the length and 

depth of the current 

equity market 

drawdown. That said, 

investors should view 

the current equity 

market decline as a 

temporary mid-cycle 

correction rather than 

an end-of-cycle bear 

market. Full-blown 

cyclical bear markets 

almost always occur in 

anticipation of a 

recession, which seems 

highly unlikely anytime 

soon. The underlying 

health of the US 

economy strongly 

suggests that the 

sudden market sell-off 

is a psychological rather 

than fundamental 

phenomenon. 
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▪ Each of these concerns are exaggerated and are based upon a myopic analysis 

of current trends. Economic growth is slowing because of the rapid spread of 

the Omicron variant. Assuming the rates of infections and hospitalizations 

decline sharply in coming months as expected by medical experts, the pace of 

GDP growth should accelerate in Q2. The number of workers on nonfarm 

payrolls is expected to increase by four million this year, while the 

unemployment rate is expected to decline to a 50-year low of 3.5%. 

 

▪ Underlying economic and financial conditions are the healthiest in many 

years, as reflected in financially sound balance sheets in the household, 

corporate, and banking sectors. The economic expansion should persist for the 

next two years, at a minimum. Economic growth will be powered by strength in 

consumer spending, business investment in equipment and software, and 

residential and nonresidential construction. With business inventories at 

exceptionally low levels, the manufacturing sector should also contribute to 

GDP growth in future quarters. Inflationary pressures should moderate as the 

pandemic fades.  

 

▪ Fourth quarter earnings are expected to rise by 25%, as measured by 

companies in the S&P 500, roughly one-half the 50% growth rate of the 

previous quarter. Based upon the small universe of company reports thus far, 

actual earnings are beating estimates by roughly 5%. Because revenue growth 

is strong, investor concerns are centered around profit margins, which rose to 

an all-time high in Q3. Profit margins generally peak in advance of recessions 

but should remain elevated until operating leverage associated with strong 

revenue growth begins to fade. 

 

▪ My forecast assumes that government bond yields will trend higher over the 

next two years, but in a pattern of discrete alternating waves. The first wave 

occurred early last year when yields on the benchmark ten-year US Treasury 

bond rose from 1% to 1.75%. Following a more than 50% retracement of this 

uptrend, the next wave in the summer and fall witnessed an increase in yields 

from 1.25% to 1.88% earlier this year.  

 

▪ Long-term interest rates are now in another retracement mode, with yields 

currently at 1.72%. The next wave could begin in the spring when the rapidly 

fading Omicron variant paves the way for stronger economic growth, with Q2 

real GDP growth accelerating to 6%. Yields could rise to 2.25% by the middle 

of this year, 2.5% by yearend, and 3% in 2023.  
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▪ There is some debate regarding the future direction of monetary policy.  

The Federal Reserve is determined to normalize interest rates over the next 

several years, but the pace of rate hikes is in question. I believe that the Fed 

will follow a cautious and measured pace in normalizing interest rates. While 

the Fed is concerned about inflation, the sustainability of the economic 

expansion is a higher priority for Fed officials, in my judgment.  
 

▪ Investors are concerned that the Federal Reserve will tighten monetary 

conditions aggressively in an environment of economic weakness, which would 

raise the risk of recession. This perspective is misguided on two counts:  

The Fed is unlikely to move aggressively, and the underlying economy is far 

from weak. A prolonged monetary tightening cycle is likely to extend into 

2024, albeit at a modest and cautious pace during the early stages. 
 

▪ The relationship between monetary tightening cycles and stock prices may be 

surprising to many. Dating back to the 1970s, history shows that stock prices 

have risen simultaneously with policy rates during tightening cycles without 

exception. The average duration of these five monetary cycles was two years. 

As measured by the S&P 500, the average price appreciation over these five 

periods was 25%, within a range of 20% (late-1990s) and 45% (late-1980s). 

The average duration of these stock rallies was two years overlapping the 

period of monetary tightening. 
 

▪ The equity market tends to ignore announcements of policy rate hikes early in 

a cycle because the level of rates is still too low to affect the economy. Only in 

the latter phases of a tightening cycle do real rates rise to sufficient heights to 

begin to undermine economic growth. Most analysts are expecting four rate 

hikes this year and another three in 2023. With policy rates currently at zero, 

four rate hikes would mean a federal funds rate of only 1% at yearend. With 

inflation likely to be in the vicinity of 3% or higher at that time, negative real 

interest rates of this magnitude are unlikely to derail the economic expansion.   
 

▪ It is not possible to predict the length and depth of the current equity market 

drawdown. That said, investors should view the current equity market decline 

as a temporary mid-cycle correction rather than an end-of-cycle bear market. 

Full-blown cyclical bear markets occur in anticipation of a recession, which 

seems highly unlikely anytime soon.  
 

▪ Assuming a soft economic landing this quarter once public health conditions 

begin to improve, the economy should resume above-trend growth during the 

final three quarters of this year and during 2023. The underlying health of the 

US economy strongly suggests that the sudden market sell-off is primarily a 

psychological rather than fundamental development. It is instructive to note 

that the 85% cumulative rise in the S&P 500 since its cyclical low on March 

21, 2020, was matched almost precisely by the cumulative rise in EPS over 

the past six quarters. 
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▪ The equity market correction could persist for a while longer until the panic 

selling of risk assets subsides. The plunge in stock prices has corrected the 

overvaluation of equities of the past two years. Based on 12-month forward 

earnings per share (EPS) of $225, the S&P 500 is currently valued at a  

price-to-earnings (P/E) ratio of 19.5x, consistent with government bond yields 

of 1.75%. Improving economic and profit data should result in higher stock 

prices once the current correction phase runs its course.    
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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 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.  
©2022 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. 
 


