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FREQUENTLY ASKED QUESTIONS   

 
by Robert F. DeLucia, CFA 

Consulting Economist 

 
Summary and Major Conclusions: 

 
▪ Financial markets are focused on the current slowdown in economic activity caused by the 

surge in the Omicron variant of SARS-CoV-2. If scientists are correct that cases and 

hospitalizations will enter a period of declining infections beginning this month, economic 

trends should begin to improve shortly thereafter.  

 

▪ There is no shortage of pro-growth factors in the outlook. Private sector balance sheets are 

extremely healthy, including those of banks, households, and businesses. Personal income is 

rising at the fastest rate in decades. 

 

▪ The outlook for capital formation is favorable. The housing cycle has several more years to run 

while the business sector has embarked on a new investment cycle, the first since the 1990s.  

 

▪ The rapid pace of technical innovation is a powerful driver of capital formation. Digital 

transformation will require significant new investment in equipment, software, and intellectual 

property.  

 

▪ The breakdown in global supply chains is another catalyst for business investment within the 

domestic market. Companies are adopting a new strategy of investing in locations with closer 

proximity to customers. 

 

▪ Earnings are expected to increase at a much slower but still respectable pace in 2022. My 

forecast assumes that both revenues and earnings per share (EPS) will increase by 10% during 

the year. Profit margins are currently at all-time highs and are unlikely to expand from current 

levels. 

 

▪ Mortgage rates are one of several critical independent variables that drive housing construction 

and sales. The other key factors include employment, personal income, household balance 

sheets, demographics, and underlying supply conditions, each of which is positive to a greater 

or lesser extent. 

 

▪ It is very likely that high mortgage rates will slow home sales and new construction in the 

medium term. However, the long-term outlook is favorable: The only solution to the current 

acute shortage of homes is a multi-year period of new construction at an above-trend pace. 

 

▪ The most relevant data suggest that the economy has not yet reached a sustained condition of 

full employment. Most of the current intense pressure on labor markets is temporary and can 

be attributed to the coronavirus pandemic, which should eventually evolve into an endemic 

state. 

 

 

 

 

 

 

 

 

The breakdown in global 

supply chains is another 

catalyst for business 

investment within the 

domestic market. 

Companies have come to 

realize that their emphasis 

on minimizing production 

expense levels in low-cost 

regions of Asia has been 

taken to an extreme, 

prompting a new strategy of 

investing in locations with 

closer proximity to 

customers. Intel’s 

announcement that it will 

build a $20 billion 

semiconductor plant in Ohio 

is an example of this 

growing trend.      
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▪ The unemployment rate of 3.9% is approaching full employment and could decline to 3% in 

2023. By most measures, the labor market should reach full employment later this year and 

remain tight throughout 2023.  

 

▪ The shift in monetary policy toward diminished accommodation will be a headwind for the 

equity market. Stocks have thrived on abundant liquidity over the past year, but these 

conditions will gradually deteriorate over the next two years as the monetary tightening cycle 

unfolds. 

 

▪ The equity market has entered a new phase. While common stocks should post positive returns 

over the next year, the investment landscape is transitioning to a more volatile phase, while 

prospective equity returns could be more moderate. 

 

▪ An examination of previous cycles back to the 1970s reveals that stock prices tend to rise 

during the initial phases of a rate-tightening cycle. A sustained decline in the equity market is 

unlikely until interest rates reach a level that threatens the economic expansion.   

 

▪ History also shows that stock prices do not reach a cyclical peak until company earnings have 

peaked for the business cycle. Earnings should continue to register solid growth this year before 

slowing to a more moderate pace in 2023. Although the S&P 500 is not yet cheap, valuation 

measures for the broader market reveal numerous pockets of undervaluation. 

 

 

 

 

This week’s Economic Perspective provides answers to frequently asked questions 

received from clients. These questions pertain to a wide range of issues including 

the outlook for economic growth; the housing and capital goods markets; the labor 

market; and Federal Reserve policy.  

 

WHY ARE YOU OPTIMISTIC REGARDING US GDP GROWTH THIS YEAR? 

 

Financial markets tend to embrace a very short time horizon and are therefore 

focused on the current slowdown in economic activity caused by the surge in the 

Omicron variant of SARS-CoV-2. If the scientific community is correct that cases 

and hospitalizations will be in a steep downtrend beginning this month, economic 

trends should begin to improve shortly thereafter.  

 

Accordingly, first quarter GDP will be weaker than previously assumed, estimated 

at 3%, down from nearly 7% in Q4 of last year. However, growth should accelerate 

sharply in the second quarter, with real GDP growth exceeding 6%. Full-year GDP 

could increase by 4% to 5%. 

 

There is no shortage of pro-growth factors in the outlook: 

 

▪ There remains a massive pent-up demand for consumption that resulted from 

previous lockdowns during the pandemic. 

 

▪ Personal consumption expenditures should expand rapidly again this year, led 

by a sharp recovery in spending on services.  
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▪ The demand for labor remains extremely strong. Following net job creation of 

six million in 2021, nonfarm payrolls could increase by another four million 

this year. If so, 2021 and 2022 would be the two fastest years of employment 

growth on record. 
 

▪ Credit conditions are favorable. Borrowing costs remain low and banks are 

currently easing lending standards for both business and consumer loans.  

Both consumer and business loan losses are extremely low. 
 

▪ Personal income is rising at the fastest rate in decades. 
 

▪ Private sector balance sheets are extremely healthy, including those of banks, 

households, and businesses. 
 

▪ The outlook for capital formation is favorable. The housing cycle has several 

more years to run while the business sector has embarked on a new 

investment cycle, the first since the 1990s.  

 

COULD YOU EXPLAIN YOUR FAVORABLE OUTLOOK FOR THE CAPITAL GOODS 

MARKET? 
 

There is a confluence of fundamental factors that point to a sustained multi-year 

expansion in the capital goods market: 

 

▪ The starting point for an analysis of business investment spending is always 

corporate profitability and cash flow. Profit growth has been unprecedented in 

recent quarters, and further solid growth lies ahead. Company profit margins 

and return on capital are at all-time highs. 
 

▪ The cost of capital remains at a historically low level. Capital investment 

tends to expand when there is a large gap between the return on capital and 

the cost of capital. 
 

▪ Corporate balance sheets are in excellent condition with cash balances at 

record highs.  
 

▪ The rapid pace of technical innovation is a powerful driver of capital 

formation. Digital transformation will require significant new investment in 

equipment, software, and intellectual property.  
 

▪ The shortage of workers and rapid rise in labor costs are powerful incentives 

for business investment spending as companies rely increasingly on 

automation, substituting capital for labor.  
 

 

 



 

1001317-00228-00           Available for Participant Use 
 

4 

 February 7, 2022 

 

▪ The breakdown in global supply chains is another catalyst for business 

investment within the domestic market. Companies have come to realize that 

their emphasis on minimizing production expense levels in low-cost regions of 

Asia has been taken to an extreme, prompting a new strategy of investing in 

locations with closer proximity to customers. Intel’s announcement that it will 

build a $20 billion semiconductor plant in Ohio is an example of this growing 

trend. 
 

Business investment spending expanded at a 10% rate in 2021 and could grow at 

even faster rates in 2022 and 2023. These favorable prospects for capital 

formation have positive implications for labor productivity.    
 

WHAT IS THE OUTLOOK FOR CORPORATE EARNINGS? 
 

Earnings growth for the companies in the S&P 500 is destined to slow sharply this 

year following a 45% increase in 2021. More than one-third of companies in the 

S&P have reported fourth quarter results, and 77% have surpassed Wall Street 

estimates. The average gain of 25% is roughly 4% above the estimated gain at the 

end of the year. Revenue is increasing at a 14% rate, consistent with nominal GDP 

growth of 11.5%. Virtually all companies reporting earnings for Q4 mentioned 

supply chains as a significant factor in the quarter. 
 

Earnings are expected to increase at a much slower but still respectable pace in 

2022. My forecast assumes that both revenues and earnings per share (EPS) will 

increase by 10% during the year. Profit margins are currently at all-time highs and 

are unlikely to expand beyond current record levels. Consistent with slower GDP 

growth, EPS in 2023 could increase by 5% on a 5% growth rate in revenues. 

History shows that corporate profitability remains elevated until the onset of the 

next recession.  
 

HOW VULNERABLE IS HOUSING TO RISING MORTGAGE RATES?  

 

Mortgage rates are one of several critical independent variables that drive housing 

construction and sales. The other key factors include employment, personal 

income, household balance sheets, demographics, and underlying supply 

conditions. Each of these non-mortgage factors is long-term positives. Both 

employment and personal income are expected to grow rapidly during the 

remainder of this year. 
 

Nonetheless, housing activity will be impacted by a rising trend in mortgage rates, 

to a greater or lesser extent depending upon the level of rates. During the previous 

cycle, the initial rise in mortgage rates in 2017 from 3.75% to 4.5% had only a 

modest impact on housing starts. However, the rate on 30-year mortgages 

eventually rose to 5.25%, which triggered a 20% decline in housing starts.  

The subsequent decline in mortgage rates to 4% in 2019 sparked a 50% increase 

in housing starts.  
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In the long term, housing trends are dictated by demographics and underlying 

supply, both of which are favorable. The current shortage of single-family homes is 

the most serious in modern history. Because of the implosion in construction 

during the years following the housing bust, the cumulative shortage of  

single-family homes relative to underlying demand exceeds five million units.  

The bottom line is that high mortgage rates could slow home sales and new 

construction in the medium term. However, the only solution to the current acute 

shortage of homes is a multi-year period of construction at an above-trend pace. 

 

HAS THE LABOR MARKET REACHED FULL EMPLOYMENT? 

 

While there is no precise definition of full employment, the most relevant data 

suggest that the economy has not yet reached a sustained condition of full 

employment. The current tightness in labor market conditions and acute shortage 

of workers is an anomaly and not sustainable. Most of the current intense pressure 

on labor markets is temporary and can be attributed to the coronavirus pandemic, 

which should eventually evolve into an endemic state.  

 

According to the Census Household Pulse Survey in January, a staggering 8.75 

million workers were not working because of pandemic-related factors. Millions of 

parents previously in the workforce are home because of a lack of childcare 

options. These factors are transitory, suggesting that labor market pressures will 

likely ease as the pandemic fades. 

 

Nonetheless, the labor market is rapidly approaching full employment on a cyclical 

basis. Compared with an unprecedented loss of 22.5 million in early 2020, the 

current number of workers on nonfarm payrolls is only 3.5 million below its  

pre-pandemic level. Nonfarm payrolls are expected to increase by four million this 

year.  

 

The unemployment rate of 3.9% is approaching the cyclical low of 3.5% in 2019 

and could decline to 3% in 2023. However, the labor participation rate is still well 

below pre-pandemic levels and a full recovery could be years in the future. By most 

measures, I expect the labor market to return to full employment later this year 

and remain tight throughout 2023.  

 

WILL THE FED TIGHTENING CYCLE END THE EQUITY BULL MARKET? 

 

The shift in monetary policy toward diminished accommodation will be a headwind 

for the equity market. Stocks have thrived on abundant liquidity over the past year, 

but these conditions will gradually deteriorate as the monetary tightening cycle 

unfolds. Higher bond yields will lift borrowing costs for households and the cost of 

capital for corporations. The sudden and severe market sell-off is the result of a 

prolonged period of overvaluation and widespread speculation, both of which will 

fade in an environment of contracting liquidity.   



 

1001317-00228-00           Available for Participant Use 
 

6 

 February 7, 2022 

 

From a longer-term perspective, the US equity market has entered a new phase. 

While common stocks should post positive returns over the next year, the 

investment landscape is transitioning to a more volatile phase, while prospective 

equity returns could be more moderate. Corporate earnings will replace excess 

liquidity as the primary driver of stocks, which means that individual stock-picking 

will replace top-down investment themes as the main catalyst for portfolio returns. 

The momentum-driven market of the past several years will also likely fade. 

Investors are likely to pay much closer attention to valuations than was the case 

during 2021.  

 

History provides some encouragement for equity investors. An examination of 

previous cycles back to the 1970s reveals that stock prices tend to rise during the 

initial phases of a rate-tightening cycle. The rationale underpinning this positive 

correlation between rates and stock prices is that the equity market does not move 

lower until interest rates reach a level that is restrictive to economic growth.  

An outright bear market is not warranted at this time because underlying economic 

fundamentals are solid, and the next recession appears to be well into the future.  

 

History also shows that stock prices do not reach a cyclical peak until company 

earnings have peaked for the business cycle. Earnings should increase by 10% this 

year, with further modest gains likely in 2023. Although the S&P 500 is not cheap 

— because of lingering overvaluation of the mega-cap growth stocks — valuation 

measures for the broader market reveal widespread pockets of undervaluation.  
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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. 
 
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.     

 
©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. 


