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Summary and Major Conclusions: 

 
▪ As measured by the S&P 500, the bull market in US equities that began on March 23, 

2020 reached the 100% mark on August 16, with stock prices doubling from their 

pandemic lows. The spectacular rally in stock prices in less than 18 months was the 

fastest on record. 

 

▪ The meteoric rise in stock prices can be attributed to extreme levels of undervaluation 

in March of last year along with surging corporate earnings, ultra-accommodative 

monetary conditions, and record-low bond yields. 

 

▪ The future direction of the US equity market is heavily dependent upon continued 

strong gains in company earnings. Virtually all companies reported earnings in Q2 that 

exceeded Wall Street estimates, and the growth rate in sales and earnings is near all-

time highs.  

 

▪ Earnings per share (EPS) for companies in the S&P 500 increased by 90% in the 

second quarter, the fastest quarterly growth rate in more than 13 years. Revenue 

growth of 25% was the strongest in decades.   

 

▪ Earnings momentum is expected to continue in the third and fourth quarters with 

additional growth of 25% to 30% in each quarter. Compared with $140 for full 

calendar year 2020, EPS could rise to $205 for all of 2021, an increase of 45% and 

the best calendar year for growth since 2010. 

 

▪ The growth rate for large companies — as measured by the S&P 500 — has 

significantly outpaced that of small companies in recent years. Earnings for the broad 

economy are measured by economic profits contained in GDP data. This trend has 

accelerated because of the pandemic.  

 

▪ My forecast assumes that EPS for companies in the S&P 500 will remain in a rising 

trend through most of 2022, and that actual EPS will exceed analyst estimates over 

the next several quarters, at a minimum. 

 

▪ The slightly faster rise in stock prices relative to that of earnings can be attributed to 

the onslaught of liquidity provided by the Federal Reserve and the steep decline in 

yields on government bonds.   

 

 

 

 

 

Company earnings are 

booming and exceeding 

Wall Street estimates by 

record amounts.  

My forecast assumes that 

Earnings Per Share (EPS) 

for companies in the S&P 

500 will remain in a rising 

trend through most of 

2022, and that actual EPS 

will continue to exceed 

analyst estimates over the 

next several quarters, at a 

minimum. An analysis of 

the equity market over 

many decades shows that 

company earnings and 

equity prices are strongly 

correlated.  
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▪ My forecast assumes that the Fed’s highly accommodative policy will persist until the 

data confirm that the economy is approaching full employment, estimated to occur in 

the fourth quarter of next year.  

 

▪ Monetary policy should be supportive of higher equity prices over the next six to nine 

months of continued monetary ease. However, the inevitable shift from monetary 

accommodation to restraint later next year means that the current phase of the equity 

bull market could be nearing an end by the second half of 2022. 

 

▪ The direction of government bond yields is another critical variable in the outlook for 

the equity market. There is a very strong inverse correlation between market yields on 

US Treasury bonds and valuations in the equity market. 

 

▪ My valuation model suggests that the equity market is overvalued by approximately 

10%. The current price-to-earnings (P/E) ratio for the S&P 500 of 22x is above its 

equilibrium level of 19.5x, consistent with a current yield on US Treasury bonds of 

1.35%. 

 

▪ My forecast for the fixed-income market assumes that government bond yields will drift 

modestly higher over the remainder of this year, but that the pace of rising bond yields 

could accelerate in 2022 and 2023. Depressed bond yields have been greatly 

supportive of the equity market but could become a headwind later next year and in 

2023. 

 

▪ Pandemic-related developments are a significant wild card in the investment outlook. 

The most likely outcome is that the pandemic will continue to be an active economic 

and investment risk for the foreseeable future but that public health conditions could 

begin to improve later this year.   
 

 

 

 

 

 

 

US equity prices have more than doubled since the beginning of the current bull 

market that began on March 23, 2020. The 100% rally in stock prices in less than 18 

months was the fastest on record. The equity market benefitted from extreme levels of 

undervaluation, a surge in corporate earnings, ultra-accommodative monetary 

conditions, and record-low bond yields. How should investors view the equity market 

outlook over the next 12 to 18 months?  

 

The equity market must confront numerous challenges over the next one to two years. 

While the general trend in stock prices should be upward, the equity market could 

face increased volatility along with numerous periods of consolidation. My assumption 

is that excesses in current valuations could significantly limit the magnitude of price 

appreciation. 
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The direction of the equity market will be predicated upon the strength of company 

earnings, the future path of inflation, the thrust of monetary policy, and the direction 

of government bond yields. Each of these economic and policy factors, in turn, is 

heavily dependent upon developments pertaining to the coronavirus pandemic.  

 

CORPORATE PROFITABILTY 

 

The future direction of the US equity market is heavily dependent upon continued 

strong gains in company earnings. Virtually all companies within the S&P 500 have 

reported financial results for the second quarter, and the numbers have been 

spectacular. Almost all companies exceeded Wall Street estimates, and the growth 

rates in sales and earnings were among the highest on record. Virtually all sectors 

generated upside surprises. 

 

Sales and Earnings: According to FactSet, earnings per share (EPS) for companies in 

the S&P 500 increased by 90% in the second quarter, the fastest quarterly growth 

rate in more than 13 years. On average, companies reported EPS that were 17% 

above estimates, more than double the five-year average of 7.8%. Revenue growth of 

25% was the fastest since FactSet began tracking these data in 2008.  

 

Second Half Outlook: Earnings momentum is expected to continue in the third and 

fourth quarters, although at a much-reduced pace, with expected growth rates of 25% 

to 30% in each quarter. Compared with $140 for full calendar year 2020, EPS could 

rise to $205 for all of 2021, an increase of 45% and the best calendar year of growth 

since 2010. A further EPS gain of 10% to $225 is likely in 2022.  

 

Profit Margins: Operating profit margins for the companies in the S&P 500 rose to an 

all-time high in the second quarter, aided by several fundamental factors (Chart): 

 

▪ The surge in margins can be mainly attributed to operating leverage, as earnings 

benefitted disproportionately from exceptionally strong top-line revenue growth 

 

▪ Most companies were able to raise selling prices to offset the rising costs of raw 

materials and components 

 

▪ Unit labor costs increased by only 1.3% as strong productivity growth offset 

most of the increase in compensation expenses 

 

Each of these factors should be operative during the next several quarters, allowing 

company margins to remain near record highs. Consequently, earnings growth should 

continue to outpace revenue growth during the next several quarters before margin 

pressures emerge later next year.  
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Profit Margins and Revenue: The change in profit margins stemming from changes in 

revenue growth is referred to as operating leverage. Rapid growth in revenues almost 

always results in rising profit margins. Perhaps the most surprising trend in Q2 was 

the strength in profit margins in those sectors that have not enjoyed strong revenue 

growth, most notably energy and consumer discretionary companies. This impressive 

result reflects the success of company managements in controlling operating costs 

over the past year.    

 

Large Versus Small Companies: It is instructive to differentiate between earnings 

trends at small and large companies. Earnings for the companies in the S&P 500 

comprise approximately one-quarter of total US economic profits as calculated in 

GDP. An analysis of data on company earnings reveals that the growth rate for large 

companies — as measured by the S&P 500 — has significantly outpaced that of 

small companies in recent years. Earnings for the broad economy — small, mid-sized, 

and large companies — are measured by economic profits contained in GDP and 

National Income data. This trend has accelerated because of the pandemic.  

 

▪ Industry Dominance: Companies that are dominant in their industries have 

been gaining market share against smaller companies. Their industry 

dominance and superior financial strength have also allowed them to exercise 

pricing power and to invest more aggressively in cutting-edge technologies that 

increase internal efficiencies.   

 

▪ Relative Earnings Growth: Compared with the 90% annual growth rate in S&P 

500 company earnings, total economic profits increased by only 45%. Over the 

past five years through June of this year, cumulative growth in S&P 500 

earnings was more than 65%, well above the cumulative 39% growth in 

economic profits. These comparative data are consistent with the superior 

relative returns of the large-cap S&P 500 in recent years.    

 

Profitability and Equity Prices: My forecast assumes that EPS for companies in the 

S&P 500 will remain in a rising trend through most of 2022, and that actual EPS will 

exceed analyst estimates over the next several quarters, at a minimum. An analysis of 

the equity market over many decades shows that company earnings and equity prices 

are strongly correlated. As a generalization, stock prices move higher when the trend 

in corporate earnings is upward. In virtually all instances, stock prices move higher 

when reported earnings exceed Wall Street estimates (Chart).  

 

In conclusion, the doubling in stock prices since the March 2020 bottom is roughly 

consistent with the growth rate in EPS over this period. The outlook for corporate 

earnings appears favorable and should result in a continued upward trend in the 

equity market. However, the S&P 500 should generate only modest gains from current 

levels because this favorable outlook is already reflected in above-average stock 

valuations. Legislation to raise the corporate tax rate from 21% to 25% would lower 

earnings by roughly 5% in 2022. 
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FEDERAL RESERVE POLICY 
 

The future thrust of monetary policy is also a critical variable in the equity market 

outlook. The slightly faster rise in stock prices relative to that of earnings can be 

attributed to the boom in liquidity provided by the Federal Reserve over the past 18 

months. My forecast assumes that the Fed’s highly accommodative policy will persist 

until the data confirm that the economy is approaching full employment, which could 

occur by the fourth quarter of next year. I expect the Fed to begin winding down its 

monthly purchases of government bonds early next year, followed by a new tightening 

cycle beginning in the second half of next year.   
 

In the meantime, monetary policy should be supportive of higher equity prices, as the 

Fed is unlikely to implement an aggressive tightening regime anytime soon. Economic 

growth will not be at risk until that time. However, the inevitable shift from monetary 

accommodation to restraint later next year means that the current phase of the equity 

bull market could be nearing an end during the second half of 2022. But over the 

next six to nine months, the path of least resistance for stock prices should be upward 

in an environment of improving economic confidence, cheap money, and rising 

company earnings. 
 

GOVERNMENT BOND YIELDS 
 

The direction of government bond yields is another critical variable in the outlook for 

the equity market. There is a very strong inverse correlation between market yields on 

US Treasury bonds and valuations in the equity market. My forecast for the fixed-

income market assumes that government bond yields will drift modestly higher over 

the remainder of this year, reaching 1.75% by yearend. A further rise in yields appears 

likely in 2022, with yields on ten-year US Treasury bonds ending the year between 2% 

and 2.5%. Yields could rise to 3% in 2023. 
 

I have developed an econometric model to statistically determine the relationship 

between price-to-earnings (P/E) ratios and bond yields. The current market yield of 

1.35% on ten-year government bonds is consistent with a P/E ratio of roughly 19.5x. 

A market yield of 3% would be consistent with a P/E ratio of 18x. At a current P/E 

ratio of nearly 22x and government bond yields of 1.35%, the S&P 500 is overvalued 

by approximately 10%, all else equal.   
 

CORONAVIRUS PANDEMIC 
 

The obvious wild card in the equity market outlook is the future path of the pandemic 

because of its palpable impact on the outlook for economic growth. The news 

pertaining to the highly transmissible Delta variant continues to deteriorate, with 

reports of overwhelmed hospitals, growing infections among children and young 

adults, strong popular resistance toward vaccination, and growing concerns regarding 

the durability of the mRNA vaccines. My assumptions for the public health outlook 

can be summarized as follows: 
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▪ The current fourth wave concentrated in the southern US could reach a peak 

within the next several months and gradually decline into yearend. Conversely, 

the infection rate will likely begin to rise in the northern states consistent with 

the approach of fall and winter. 

 

▪ Currently at 55%, the percentage of the US population fully vaccinated should 

drift steadily higher. Full FDA approval of the mRNA vaccines could clear the 

path for more widespread vaccine mandates by businesses, colleges, hospitals, 

and governments.  

 

▪ Vaccine eligibility will be gradually broadened to include children under 12, an 

important step in lifting the nationwide vaccination rate.  

 

▪ Although further mutations are likely to follow the Delta variant, it seems 

reasonable to assume that continued scientific innovation will provide the 

necessary medication to keep the rate of infections under control.  

 

▪ I believe that there are low odds of a return to widespread online schooling, 

severe social restrictions, restaurant closings, and reduced social mobility. Use 

of masks and other mitigation measures will likely become more commonplace 

until some level of herd immunity is achieved. 

 

▪ The combination of vaccinations and natural immunity induced by previous 

infections — currently estimated at 60% to 65% of the population — could rise 

to 80% to 90% during the first quarter of next year. While falling short of full 

herd immunity, this high level of antibodies should limit the magnitude of viral 

spread necessary for a return to economic normalcy. 

 

The bottom line is that the pandemic will continue to worsen and remain an active 

economic and investment risk for the foreseeable future. However, public health 

conditions should begin to improve in coming months, sparking an increase in 

economic confidence. The primary risk is the emergence of a new variant that is 

resistant to the mRNA vaccines, leading to a return of social and commercial 

lockdowns.  
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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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