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Summary and Major Conclusions: 

 
▪ Financial markets consolidated in the third quarter, moving sideways with only minor changes 

in index values across all asset classes, as global investors paused to assess the direction of key 

economic, government policy, geopolitical, and public health trends.  

 

▪ Global investors showed a strong preference for defensive assets during the quarter. Areas of 

greatest uncertainty include the outlook for economic growth and inflation; supply-chain 

disruptions; monetary and fiscal policies; public health trends; and economic, political, and 

geopolitical developments pertaining to China.  

 

▪ Risk assets performed very well on a year-to-date basis, as the powerful risk-on rally earlier in 

the year more than offset investor retrenchment during the third quarter. Through September 

30, the S&P 500 compiled a total return of 15.9%, while returns on investment-grade bonds 

were slightly negative. 

 

▪ Financial markets could be entering an increasingly difficult environment over the next two to 

three years as many of the positive forces supporting the stock and bond markets are expected 

to reverse course. 

 

▪ The medium-term economic and market prospects are more favorable because many of the 

recent economic pressures undermining investor confidence should begin to fade near yearend, 

supporting a risk-on investment strategy in the medium term. 

 

▪ Financial market trends will be governed by the following: The trend in infections of COVID-19; 

the magnitude of recovery consumer spending; the path of inflation; a resolution of current 

supply-chain logjams; fiscal and monetary policy; and the trend in profit margins. 

 

▪ There are indications that the Delta wave of the pandemic could be in a peaking process. New 

cases are declining rapidly, and inoculations could accelerate with FDA approval of vaccines for 

elementary school children by November 1. Merck’s antiviral drug could be a game-changer, 

with FDA approval expected before yearend. 

 

▪ Current yields within fixed-income markets are not sustainable, with the benchmark ten-year 

US Treasury bond at 1.5%. Long-term interest rates are totally inconsistent with an expanding 

economy and rising inflationary expectations.  

 

▪ The outlook for the fixed-income market is poor, and a maximum underweight is recommended 

for balanced portfolios. The Treasury yield curve should continue to steepen in coming months. 

Bond portfolio durations should be shortened to minimize loss of principal.  

 

▪ Corporate bonds are also overvalued and are unlikely to generate profitable inflation-adjusted 

returns. Nominal yields to maturity around 2% on high-grade corporate bonds and 4% on 

speculative-grade bonds are unattractive relative to current and expected inflation. 

 

 

The cyclical bull market 

in equities could be 

entering a final phase, as 

a combination of cyclical 

and structural forces 

along with rich valuations 

could begin to 

progressively undermine 

investor confidence later 

next year and during 

2023. However, the 

equity bull market is 

unlikely to end until the 

Federal Reserve 

aggressively tightens 

policy, and the powerful 

expansion in company 

earnings comes to an 

end. Investors should 

anticipate another shift 

in market leadership in 

favor of cyclical stock 

groups during the first 

half of next year. 
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▪ Common stocks tend to perform best in an environment of sustained economic growth, rising 

corporate profitability, accommodative monetary conditions, and stability in inflation and long-

term interest rates. Each of these critical variables appear favorable in the short term but could 

be undergoing significant changes over the next several years. 

 

▪ Businesses continue to demonstrate a strong ability to post higher earnings, through unit 

volume growth, increases selling prices, and excellent cost controls. The outlook for earnings 

should be supportive of the equity market over the next year but could transition to a headwind 

later next year and in 2023. 

 

▪ A significant rise in bond yields appears unlikely until the second half of next year. The path of 

least resistance for the equity market should be upward until bond yields rise at a faster pace 

relative to company earnings. 

 

▪ The bottom line is that the cyclical bull market in equities could be entering a final phase as 

2022 unfolds. However, the bull market in common stocks is unlikely to end until the Federal 

Reserve tightens policy decisively and the powerful expansion in company earnings comes to an 

end. 

 

▪ Cyclical stock groups should resume market leadership at the expense of technology, defensive, 

and high-quality growth stocks. Value stocks tend to perform best during periods of accelerating 

economic growth, high inflation, moderately rising bond yields, and accommodative monetary 

conditions. 

 

▪ World equity markets could be approaching an important inflection point during the next six 

months, wherein returns on non-US stocks could begin to exceed those in the US for the first 

time in many years.  

 

▪ The primary rationale for this shift in leadership involves an expected transition to a healthy 

synchronized global expansion that would support faster profit growth outside the US. The two 

critical variables in this outlook are a recovery in domestic demand in China and a continued 

consumer-led economic rebound in the eurozone.   

 

 

FINANCIAL MARKET REVIEW 

 

Financial markets consolidated in the third quarter with only minor changes in 

market prices across all asset classes. The domestic equity, fixed income, 

international stocks, and commodity markets traded within a narrow range during 

the quarter, as global investors paused to assess the direction of key economic, 

government policy, geopolitical, and public health trends.  

 

The total return on the S&P 500 in the quarter was barely positive at 0.58%, 

roughly comparable to the 1% total return on speculative-grade bonds and zero 

return on investment-grade bonds. Commodity prices were roughly flat. Small-cap 

stocks declined by nearly 5% in the quarter, while growth stocks slightly 

outperformed value stocks. International stocks were also flat in the quarter  

(see chart 1). 
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September Weakness: Equity market weakness during the quarter was even worse 

than appeared in the major indexes. September was the worst month for stocks 

since March of last year. While the peak-to-trough decline in the S&P 500 during 

September was less than 5%, a vast majority of component stocks in the index fell 

by more than 10%.  

 

▪ Broad Market Weakness: For the small-cap Russell 2000, nearly 90% of the 

component stocks in that index suffered a decline of more than 10%; and 

except for energy, all sectors in the S&P 500 were in the red. As has been the 

case for some time, the major averages were supported during most of the 

quarter by a small number of mega-cap growth stocks, which remain investor 

favorites in a period of heightened uncertainty.  

 

Heightened Uncertainty: Following a strong risk-on investment climate during the 

first five months of the year, global investors adopted a more risk-averse portfolio 

posture during the third quarter. Risk and uncertainty associated with virtually all 

critical variables affecting financial markets were accentuated during the summer 

months.  

 

▪ Economic Weakness: Weekly and monthly economic indicators for the 

domestic economy fell far short of investor expectations, raising doubts about 

the business expansion, most notably household spending.  

 

▪ Supply Pressures: Supply-chain disruptions worsened over the summer, 

causing investors to lower expectations for manufacturing output and 

company earnings and to raise their forecasts for inflation. 

 

 

Chart 1: A Roller-Coaster Ride for Government Bonds 

Nominal Market Yield, Ten-Tear US Treasury Bond 

Source: Federal Reserve 
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▪ Rising Inflation: The highest inflation data in several decades increases the 

risk of a more preemptive tightening in monetary policy. 

 

▪ Delta Variant: New COVID-19 cases increased from only 12 thousand on July 

1 to nearly 200 thousand in early September. Hospitalizations rose from 10 

thousand to 100 thousand, while deaths rose from two hundred to two 

thousand over the same period. 

 

▪ Domestic Politics: Intense partisan politics created uncertainty regarding 

congressional passage of President Biden’s ambitious spending programs, the 

federal debt ceiling, and a potential government shutdown.  

 

▪ Concerns Over China: GDP growth in China has weakened, raising concerns 

about the global economic recovery. In addition, the collapse of China’s 

largest real estate developer raised fears of another world financial crisis. 

Although another financial meltdown like that of Lehman is unlikely, the fall 

of Evergrande is a stark reminder of the dangers lurking within China’s highly 

leveraged property market.   

 

Nine-Month Returns: Risk assets have performed very well on a year-to-date basis, 

as the powerful risk-on rally earlier in the year more than offset investor 

retrenchment during the third quarter. Through September 30, the S&P 500 

compiled a total return of nearly 16%, with returns on value stocks (+16.5%) 

surpassing those on growth stocks (+13.5%).  

 

Stocks Versus Bonds: Equity market gains were driven by the three most relevant 

economic and policy factors: (1) Surging company earnings; (2) Exceptionally low 

bond yields; and (3) Extremely accommodative monetary conditions. Speculative-

grade corporate bonds — which have investment characteristics comparable to 

both stocks and bonds — posted a total return of 4.5% for the nine months. 

 

▪ S&P 500 Leads: Most other major stock indexes lagged the S&P for the nine 

months, including the tech-heavy NASDAQ (+12.8%), small-cap stocks 

(+14.4%), and international stocks (+6.5%). Commodities were the best-

performing asset class with price gains of greater than 30%. High-grade 

bonds were the worst-performing asset class with a negative return of 1.5%.  

 

FINANCIAL MARKET OUTLOOK 

 

Financial markets will be entering an increasingly difficult environment over the 

next two to three years as many of the positive forces supporting the stock and 

bond markets during the past year reverse course. Investment conditions should 

improve in the short term — mainly the result of an expected amelioration of 

public health pressures — but the investment landscape could begin to deteriorate 

beyond the next year as the traditional business cycle continues to evolve.  
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Medium-Term Reversal: The medium-term economic and market prospects are 

more favorable, although most likely not sustainable beyond 2022. Most of the 

short-term economic pressures undermining investor confidence should begin to 

fade during the fourth quarter, paving the way for healthy growth along with a 

decline in inflation and continued robust growth in company earnings. In short, the 

economic cycle should become a favorable factor on an interim basis, at least 

through the middle of next year, before turning less favorable later next year.  

 

Independent Variables: The direction of world financial markets over the next 12 to 

18 months will likely be governed by developments in several critical areas, the 

most important being the trend in infections of COVID-19; growth in consumer 

spending; inflation and business input costs; timing of a restoration of supply 

chains to normal; thrust of fiscal and monetary policy; and trends in corporate 

profit margins. 

 

[1] The Coronavirus Pandemic: Consumer spending, manufacturing, and 

employment have been severely impacted by the deterioration in public health 

conditions since May and June. There are positive signs on the horizon:  

 

▪ Preliminary evidence of a peak in new infections, most notably in the south 

▪ A modest pick-up in vaccinations as company mandates become more 

widespread  

▪ Likely approval of vaccines for children between the ages of 5 and 11 prior to 

November 1 

▪ The real potential for COVID-19 therapeutics, such as Merck’s antiviral drug 

Molnupiravir — which exhibited very encouraging test results in slashing 

hospitalization rates — and which could receive FDA approval before yearend   

 

My assumption is that the US will reach herd immunity — defined as an 85% 

vaccination rate for the population — by the spring of next year, which should 

result in a full reopening of the economy during the second quarter of the year.    

I also expect world vaccination rates, currently at 35%, to more than double 

during 2022.  

 

[2] US Economic Growth: The US and world economies will benefit greatly from 

continued progress in the war against COVID-19. The major negative impact of 

the Delta variant should gradually diminish on a nationwide basis during the 

fourth quarter of this year, with a more significant strengthening during 2022.  

 

[3] Corporate Earnings: Businesses have been very successful in adapting to the 

pandemic and have achieved record profitability. Company earnings increased by 

an estimated 30% in the third quarter on revenue growth of 15%. Growth is 

expected to persist in coming quarters, albeit at a less rapid pace. My forecast 

assumes annual growth greater than 20% over the next four quarters, nearly triple 

the long-term average.  
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[4] Inflation: The outlook for inflation is complicated by supply-chain disruptions 

and production bottlenecks caused by the coronavirus pandemic. Following a 

steep rise from 1.5% to 5%, core inflation is expected to enter an interim 

moderating trend over the next 12 months, with a gradual decline to 2.5% later 

next year. However, far more dangerous than this cost-push inflation, demand-pull 

inflation is likely to emerge later next year as the economy reaches full 

employment. Financial markets will enter a new phase of the investment cycle 

when the Fed begins to tighten policy later next year to combat inflation. 

 

[5] Federal Reserve Policy: Although there is always some uncertainty surrounding 

the thrust of monetary policy, there appears to be somewhat greater assurance 

over the next year. The key driver of policy will be employment trends. There is a 

high likelihood that the Fed will keep its policy rate on hold until the economy 

moves closer to full employment, which is expected in the second quarter of 

2023. Inflation is a secondary issue: In the absence of runaway inflation, which 

seems unlikely, the Fed has signaled that it is prepared to temporarily tolerate 

higher inflation rates until the economy is at full employment. 

 

[6] Fiscal Policy: The impact of fiscal policy on the economy in 2022 and 2023 is 

predicated upon three primary variables:  

 

▪ Congressional passage of the bipartisan infrastructure bill 

▪ The size of tax increases in the currently debated tax bill 

▪ The extent to which households draw down their massive surplus savings from 

COVID-relief government payments received over the past 18 months 

 

My forecast assumes that households will spend a large portion of their excess 

savings during 2022, as a fading pandemic sparks an increase in consumer 

confidence. Tax increases are likely to have only a minor impact on spending and 

investment over the next two years, while spending on infrastructure projects 

should support faster growth in 2023 and 2024. The bottom line is that fiscal 

policy will provide less direct stimulus to the economy in 2022 than in the 

previous two years, but that policy will contribute to growth.  

 

INTEREST RATES AND BONDS 

 

The current strong global demand for fixed-income assets is not sustainable, with 

the benchmark ten-year US Treasury (UST) bond at 1.5%. From an interim peak of 

1.75% in March, the market yield on long-term government bonds declined to a 

low of 1.18% in July but rebounded strongly in September. Nonetheless, long-term 

interest rates are still depressed and are inconsistent with a growing economy and 

rising inflationary expectations.  
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The outlook for the fixed-income market is poor, and a maximum underweight is 

recommended for balanced portfolios. Bond portfolio durations should be 

shortened to minimize loss of principal in an anticipated environment of rising 

market interest rates. Corporate bonds are also overvalued and are unlikely to 

generate profitable inflation-adjusted returns. Nominal yields to maturity of 2% on 

high-grade corporate bonds and 4% on speculative-grade bonds are unattractive 

relative to current and expected inflation. 

 

I expect both inflationary expectations and real bond yields to rise over the next 

several years, culminating in much higher nominal bond yields. As measured by 

the benchmark ten-year UST bond, market yields could approach 2% early next 

year and 3% during 2023. The outlook for investment in global fixed-income 

markets remains dismal. 

 

OBSERVING RECENT HISTORY 

 

How can investors gauge the potential rise in government bond yields from current 

levels? An examination of fixed-income markets prior to the pandemic can be very 

helpful. In that regard, from the middle of 2016 to the fall of 2018, the market 

yield on the ten-year UST bond rose from 1.35% to 3.25%. This sharp increase 

resulted from a rise in both expectations for future inflation and from a higher real 

yield. The Federal Reserve played a major role, raising its policy rate from 0.5% to 

2.5% over this period (see chart 2). 

 

 

Chart 2: Will Financial Market History Repeat Itself? 

Rising US Treasury Bond Yields Consistent  
With Higher Inflation and a Rate-Tightening Cycle 

   Market Yield Ten-Year Treasury ———    

   Federal Funds Rate ——— 

   Core Consumer Inflation ———— 

Source: Bloomberg 

 

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

2015 2016 2017 2018

Market Yield

Ten-Year Treasury

Core Consumer

Inflation

Federal Funds

Rate

%



 

1001317-00198-00           Available for Participant Use 
 

8 

October 11, 2021 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

▪ Inflationary expectations peaked at 2% in 2018, compared with 2.3% 

currently, and down from 2.6% earlier this year. Based upon expected 

inflation trends in coming years, it is plausible that market expectations could 

return to 3%.   

 

▪ Over the same period, the real yield increased from zero to 1.15%. The 

current real yield of a negative 1% is the lowest in the 250-year history of the 

Treasury market and should move higher with evidence of a strengthening 

economy (see chart 3).  

 

My conclusion is that yields on ten-year UST bonds could return to 3% within the 

next two years. The expected make-up of this 3% yield could be a real yield of zero 

and inflationary expectations of 3%. Depending upon the future path of inflation, 

government bond yields in excess of 4% cannot be ruled out. 

 

DOMESTIC EQUITIES 

 

Common stocks tend to perform best in an environment of sustained economic 

growth, rising corporate profitability, accommodative monetary conditions, and 

stability in inflation and long-term interest rates. Each of these critical variables 

should be equity friendly in the medium term, but each is susceptible to reversals 

over the next several years.  

 

▪ Economic Growth: Following a temporary pandemic-induced slowdown, US 

and world economic growth should accelerate over the next year, serving as a 

support for world equity markets. A recession is not imminent. Leading 

economic indicators signal solid growth ahead (see chart 4). 

 

Chart 3: Real Yields on Government Bonds at All-Time Lows 

Market Yield, Adjusted for Inflation 

Ten-Year US Treasury Bonds 

Source: Federal Reserve 
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▪ Company Earnings: Businesses continue to demonstrate a strong ability to 

post higher earnings, through unit volume growth, increased selling prices, 

excellent cost controls, and strong productivity growth. The outlook for 

earnings should be supportive of the equity market over the next six to nine 

months but could become a headwind for common stocks later next year and 

in 2023 (see chart 5). 

 

▪ Monetary Conditions: Federal Reserve policy should remain a tailwind for 

equity prices for the next year, at a minimum. Even if the Fed begins a new 

rate-tightening cycle later next year, monetary conditions are unlikely to 

impact the economy until late 2023.  

 

▪ Inflation: The recent burst in inflation should peak before yearend, which 

could be followed by a period of disinflation, as supply constraints are 

resolved. Inflation is unlikely to become a headwind for stocks until later next 

year and in 2023. 

 

▪ Long-Term Interest Rates: Equity market valuations have been heavily 

supported by historically low bond yields, which are unlikely to prove 

sustainable beyond the short term. Even then, a significant rise in bond yields 

appears unlikely until the second half of next year. The path of least 

resistance for stocks should be upward until bond yields rise at a faster pace 

relative to the rise in company earnings.   

Chart 4: Leading Indicators Signal Strong Growth Ahead 

The Index of Leading Economic Indicators  

Source: The Conference Board 
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Chart 5: Exponential Growth in US Corporate Profits 
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The bottom line is that the cyclical bull market in equities could be entering a final 

phase, as a combination of cyclical and structural forces along with rich valuations 

begins to severely undermine investor confidence. However, the equity bull market 

is unlikely to reach a cyclical peak until the Federal Reserve tightens policy 

decisively, and the powerful expansion in company earnings comes to an end. 

History reveals a very strong statistical correlation between stock prices and 

company earnings per share (see chart 6). 

 

Market Leadership: Equally as important as the overall equity market outlook is the 

question of leadership within the domestic equity market. Following several 

months of marked underperformance, economically sensitive stock groups should 

resume market leadership at the expense of technology, defensive, and high-

quality growth stocks. Large-cap growth and technology stocks are overbought, 

overvalued, and overowned, and are vulnerable to rising bond yields. Value stocks 

tend to perform best during periods of accelerating economic growth, a steepening 

yield curve, high inflation, and accommodative monetary conditions. 

 

INTERNATIONAL EQUITIES 

 

Non-US stocks have lagged the S&P 500 for most of the past decade, consistent 

with faster GDP and corporate earnings growth in the US. However, world equity 

markets could be approaching an important inflection point, wherein returns on 

non-US stocks could begin to exceed those in the US. The primary rationale for 

this shift in leadership involves an expected transition from a desynchronized 

economic expansion to a global synchronized expansion. 

 

 

 

Chart 6: Strong Correlation Between Equity Prices and Company Earnings 

    S&P 500 Index———— 

    Earnings Per Share————     

Source: Standard & Poor’s FactSet   
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History has clearly demonstrated that international stocks perform best during 

periods of healthy growth in the world economy. Robust growth in world GDP is 

dependent upon economic strength in Europe and China, which combined 

comprise nearly 45% of world GDP. Europe appears to have entered a rapid growth 

phase that could extend well into 2022, but GDP growth in China has slowed 

markedly in recent quarters.  

 

A reacceleration of growth in China is predicated upon the direction of fiscal and 

monetary stimulus over the next year and a recovery in consumer confidence. My 

forecast assumes that policymakers will inject more stimulus to cushion the 

Chinese economy from the financial fallout stemming from the failure of 

Evergrande Property Group.  

 

Finally, a strengthening in domestic demand should boost Chinese imports, which 

will benefit the rest of the world, most notably the eurozone, Japan, and export 

economies in Southeast Asia and Latin America. Non-US stocks may continue to 

lag the global benchmark for a while longer but should post strong relative 

performance during 2022.   
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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.     

 
©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. 


