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ANNUAL INVESTMENT OUTLOOK 
 
by Robert F. DeLucia, CFA 

Consulting Economist 

 
Summary and Major Conclusions: 

 
▪ The equity market posted a total return of 12% in the fourth quarter, as measured by the S&P 

500, led by large-cap growth and technology stocks. Market volatility in December reached the 

highest level since the onset of the pandemic, triggered by investor concerns over the new 

Omicron variant of COVID-19. 

 

▪ For the full year, the S&P 500 registered a total return of 28.7%, followed by the NASDAQ 

(+22%), the Dow Jones Industrials (+21%), and the small-cap Russell 2000 (+15%). 

 

▪ The equity market in 2021 was characterized by extreme portfolio concentration in a small 

group of stock market darlings. The stampede into mega-cap growth stocks throughout 2021 

created havoc for actively managed fund managers, the vast majority of whom trailed the S&P 

benchmark.  

 

▪ The central theme in my investment forecast is that the current positive outlook for world 

financial markets is likely to prove short-lived, and that the evolving economic cycle will create 

growing challenges for investors as the year unfolds. 

 

▪ My forecast assumes that the current very favorable economic landscape will gradually 

transition to a phase less supportive of equity investing. Investors must be vigilant and 

extremely sensitive to signals of a shift in the long-term prospects for financial markets.   

 

▪ In the meantime, financial markets should perform well during the first six to nine months of 

this year, bolstered by economic conditions supportive of equity investing. These include solid 

economic and profit growth, favorable financial conditions, historically low interest rates, and 

some moderation in inflation.   

 

▪ Despite their condition of overvaluation, common stocks should easily outperform bonds for two 

basic reasons: (1) The bond market is even more overvalued than the equity market; and (2) 

Prospective economic trends pertaining to growth and inflation are favorable for stocks at the 

expense of bonds.  

 

▪ Returns on economically sensitive stocks should exceed those of overowned technology stocks; 

defensive stocks, such as consumer staples; and bond substitutes, such as utilities. Select 

international equity markets should outperform those in the US, most notably those in Europe. 

 

▪ As occurred in 2021, stock returns should be positive, but price appreciation should lag the 

expected 10% growth in company earnings, with an estimated return of less than 5%. 

However, returns on small-cap, international, and value stocks could approach 10%.  

 

▪ Looking to the years beyond 2022, the most formidable economic challenges for equity 

investors include a sustained rise in inflation, an extended period of monetary constraint, and a 

rising trend in long-term interest rates. 
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▪ Selection by sectors, industries, and individual stocks is likely to be a significant determinant 

of equity portfolio performance over the next several years. Financials, industrials, and health 

care stocks should perform best in 2022. 

 

▪ I expect non-US stocks to outperform the S&P 500 this year. Many economies in Europe and 

Asia should benefit disproportionately from an expected improvement in public health 

conditions, a result of greater availability of COVID-19 vaccines and newly approved antiviral 

medications. 

 

▪ The composition of most foreign economies is more cyclical when compared to the relatively 

defensive domestic economy. History clearly shows that non-US stocks outperform those in the 

US during periods of strong growth in world GDP.  

 

▪ I expect euro area stocks to surprise on the upside this year. Economic and policy conditions 

should become increasingly favorable as 2022 unfolds. Earnings growth could exceed that in 

the US, while the outlook for inflation, interest rates, and central bank policies is less 

threatening. 

 

▪ Traditional valuation measures are extremely supportive of eurozone stocks. The current price-

to-earnings (P/E) ratio for the MSCI Europe Index is 16x, well below the P/E of 22x for the S&P 

500.  

 

▪ Investors should expect another year of losses in bond portfolios following a full year of negative 

returns last year. As during 2021, the bond market currently suffers from historically low 

starting-point yields and poor fundamental valuations.   

 

▪ I expect a new interest rate cycle to begin during this year and persist throughout 2023. A 

rising rate pattern should result from an extended period of strong economic growth, 

strengthening private credit demand, the onset of a new rate-tightening cycle, and a potential 

overheating economy. 

 

▪ Compared with a negative return of 1.5% last year, investment-grade bonds could post losses 

of 5% this year, with losses on 30-year US Treasury bonds approaching 10%. The 2022 bond 

market could resemble those of 2009 and 2013, when total return losses on long-term 

Treasury bonds were 15% and 11%, respectively. 

 

▪ Balanced account investors should reduce fixed-income exposure to a maximum underweight 

position while avoiding long-duration bonds. Losses on corporate and mortgage-backed bonds 

are also likely, although to a much smaller extent. Non-US bond markets are also vulnerable to 

negative returns this year, most notably German bunds.  

 

 

 

FINANCIAL MARKET REVIEW 

 

The equity market posted a total return of 11% in Q4, as measured by the S&P 

500, led by large-cap growth stocks. Market volatility in December reached the 

highest level since the onset of the pandemic nearly two years ago, triggered by 

investor concerns over the new Omicron variant of COVID-19, which originated in 

November and spread rapidly through yearend. Both investment-grade and 

speculative-grade bonds were flat in the quarter. 
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Full-Year Returns: The S&P 500 closed at a record high on 70 days during the 

year, the highest since 1995. For the full year, the index registered a total return 

of 28.7%, followed by the NASDAQ (+22%), the Dow Jones Industrials (+21%), 

and the small-cap Russell 2000 (+15). According to S&P, growth stocks (+32%) 

once again significantly outperformed value stocks (+25%) during the year. 

Commodities were the best-performing asset class with a gain of 38%, led by a 

57% rise in crude oil (see chart 1).  

 

▪ Negative Returns on Bonds: International stocks once again lagged the 

domestic equity market with a total return of 8%, although the MSCI Eurozone 

Index distinguished itself with a 24.5% total return, led by a 30% return for 

France. Negative returns in the government sector contributed to a 1.5% loss 

in US investment-grade bonds, while high-yield corporate bonds managed a 

total return of 5.3%. Global bonds lost 4.5% last year. 

 

Investment Market Trends: Despite strong gains in the major averages, the past 

year was a challenging one for most investors, because of several key factors: An 

exceptionally high concentration of returns in a relatively small number of 

advancing stocks; heightened volatility; extreme divergences across segments of 

the equity market; and sudden shifts in market leadership. The economic backdrop 

also provided considerable challenges for equity investors: 

 

▪ Economic growth followed a roller-coaster pattern during the year, with 

quarterly GDP growth alternating between 6.5% and 2%.  

 

 

 

Chart 1: Growth Stocks Outperformed Value Stocks in 2021 

     Growth Stock Index ———— 

     Value Stock Index ———— 

Source: Standard and Poor’s 
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▪ As in 2020, the random and unpredictable direction of the COVID-19 

pandemic greatly reduced economic confidence, thereby adding to 

uncertainty.   

 

▪ The disintegration of global supply chains accentuated uncertainty regarding 

the outlook for economic growth, inflation, and company profit margins.   

 

▪ A crisis in China’s property market triggered a flight to safety, as a  

near-collapse of its largest real estate developer raised the specter of a 

potential financial crisis.  

 

Market Paradox: The ultimate paradox of 2021 was that financial markets 

generated very strong returns despite widespread investor caution and a prevailing 

risk-off mentality for most of the year. Equity investors as a group maintained 

equity exposure but only in a very selective manner. Investment flows from both 

institutional and individual investors were highly concentrated in select assets 

widely perceived as safe havens, for which cross-correlations were exceptionally 

high.  

 

▪ Safe Havens: These safe-haven asset groups included US Treasury bonds, the 

US dollar, and equity sectors viewed as high quality and defensive. Defensive 

economic sectors such as utilities, real estate investment trusts, consumer 

staples, heath care, and mega-cap technology stocks ended the year either at 

or near all-time highs. Conversely, profound weakness was evident in  

small-capitalization stocks, economically sensitive stock groups, and emerging 

market equities.   

 

Market Concentration: There is considerable evidence of extreme concentration in 

a small group of stock market darlings. The stampede into mega-cap growth stocks 

throughout 2021 created havoc with actively managed portfolios. The seven largest 

stocks in the S&P 500 comprise more than 25% of the market value of the index 

and managed an average total return of more than 50%; the return on the 

remaining 493 stocks in the index lagged significantly with a return of only 20%.  

 

Active Managers Lag Passive: The total return on the median stock in the broader 

domestic market was a comparatively low 17%, while the return on small-cap 

stocks was 14%, far below the 30% return in the market-capitalization index.  

In short, while the major indexes were supported by a relatively small number of 

mega-cap leaders, the average stock lagged because of growing economic 

uncertainty surrounding the future course of the COVID-19 pandemic and the 

outlook for monetary policy. Unsurprisingly, more than 85% of active managers 

trailed the S&P 500 during the year. An index of hedge fund managers tracked by 

Goldman Sachs posted a return of only 11% last year. 
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INVESTMENT OUTLOOK 

 

The central theme in my investment forecast is that the current positive outlook for 

world financial markets is likely to prove short-lived, and that the evolving 

economic cycle will create growing challenges to investors as the year unfolds. 

Investors must be vigilant and extremely sensitive to signals of a marked shift in 

the long-term prospects for financial markets as the business cycle enters a more 

mature phase. As investors perceive the onset of this inflection point in economic 

conditions, a gradual shift in market direction is likely to occur, accompanied by 

sharply higher volatility.  

 

Window of Opportunity: In the meantime, financial markets should perform well 

during the first six to nine months of this year, supported by favorable economic 

conditions:  

 

▪ GDP growth should persist at an above-trend pace. 

▪ Inflationary pressures are likely to moderate as supply conditions improve.   

▪ Credit risk should remain under good control (see chart 2). 

▪ Long-term interest rates are likely to rise only modestly.  

▪ Company earnings growth should remain strong.  

▪ Corporate balance sheets are in good health with record cash holdings. 

▪ Corporate returns on invested capital are at an all-time high (see chart 3). 

Chart 2: US Financial Conditions Have Never Been Better 

An Index of Factors Reflecting US Credit Market Risk 

Source: Goldman Sachs 

 

96

97

98

99

100

101

102

2011 2013 2015 2017 2019 2021

Chart 3: Return on Invested Capital at an All-Time High   
Net Income as a Percentage of Shareholder’s Equity 

S&P 500 Companies 

Source: Standard and Poor’s 
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▪ Federal Reserve policy should be accommodative throughout this period.  

▪ Medical progress against COVID-19 could be significant as the virus shifts 

from pandemic to endemic.  

 

Stocks Versus Bonds: Despite their condition of overvaluation, common stocks 

should easily outperform bonds, for two basic reasons: (1) The bond market is even 

more overvalued than the equity market; and (2) Prospective economic trends are 

favorable for stocks at the expense of bonds. Returns on economically sensitive 

stocks should exceed those of technology stocks; defensive stocks, such as 

consumer staples; and bond substitutes, such as utilities. Select international 

equity markets should outperform those in the US, most notably those in Europe. 

 

A Potential Reversal in Fortune: However, beginning later in the year and extending 

into 2023, many of these favorable economic trends could shift dramatically.  

This expected transition in fundamental trends is fully consistent with classic 

business cycle theory and could significantly alter the outlook for investment 

returns over the next several years:  

 

Business Cycle Maturity: The economic expansion will be entering a mature phase 

during 2023 and 2024. Equity market returns tend to be the highest during the 

early-recovery and middle-expansion phases of the business cycle, and lower in the 

later phases of the cycle.   

 

1. Slower GDP Growth: One of the reasons that stocks perform best early in an 

expansion cycle is because of faster economic growth, which generally results 

in more rapid earnings growth. Investors could begin to anticipate more 

moderate growth later this year and in 2023, thereby reducing the demand for 

equity ownership. 

 

2. Peaking Earnings Cycle: There is a close correlation between GDP and profit 

growth. The double-digit percentage growth of the previous quarter should 

persist through the middle of this year but begin to decelerate later this year 

and during all of 2023. 

 

3. Company Profit Margins: Currently at an all-time high, profit margins for 

companies in the S&P 500 are likely to erode as the business expansion 

matures, because of a combination of slower top-line growth and faster growth 

in wages relative to selling prices (see chart 4).  

 

4. Rising Inflation: Looking beyond the temporary cooling in price pressures early 

in the new year, my forecast assumes a rapid escalation in inflation during 

2023 and 2024. These anticipated inflation trends should become an 

increasing headwind to financial assets in the long term. 
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5. Monetary Restraint: My forecast assumes that monetary policy will remain 

accommodative for most of this year, but gradually shift to restraint in 2023 

and 2024. Investors should be prepared for an aggressive tightening in credit 

conditions in 2023 and 2024.   
 

To conclude, the investment outlook for 2022 is straightforward: Following a 

favorable first half of this year, economic and policy conditions could begin to shift 

in a negative direction, slowly at first, but more rapidly later in the year and during 

all of 2023. The attractiveness of common stocks should diminish as the economic 

cycle matures.  
 

Market Nuances: At the same time, there are several developments that could 

override the textbook relationship between a maturing economy and the equity 

market, at least temporarily. In other words, investors should consider several more 

subtle factors that could prolong the current bull market in common stocks beyond 

2022:   
 

▪ Monetary Policy: An analysis of market history reveals a distinct lagging 

tendency between stock prices and rising short-term interest rates. Despite 

widespread investor consternation over the onset of a new tightening cycle, 

stock prices tend to move higher during the first year of a rise in policy rates. 

A sustained decline in stock prices typically does not occur until investors 

have concluded that real interest rates have reached a level that undermines 

economic growth.  
 

▪ Equity Risk Premium: Based upon current market prices, the earnings yield 

(4.5%) exceeds the market yield on the benchmark ten-year government bond 

(1.5%) by 300 basis points, roughly in line with the long-term average, 

suggesting that stocks are reasonably valued relative to bonds.  

Chart 4: Corporate Profit Margins at an All-Time High    
Net Income as a Percent of Revenues 

S&P 500 Companies 

Source: FactSet 
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▪ Inflation and Stocks: The narrative of common stocks as an inflation hedge 

could gather growing traction over time, augmenting the demand for equity 

investing. The vastly different fortunes between stocks and bonds in an 

inflationary environment are widely understood and could prompt a continued 

shift in asset allocation from bonds to stocks as inflationary expectations 

remain elevated.  

 

▪ Technology and Productivity: The current wave of technological innovation 

could have a profound impact on the economy and override the normal aging 

of the business cycle. Stronger growth in labor productivity and widening profit 

margins could sustain the equity bull market. 

 

▪ Investor Sentiment: There are growing signs of increased investor caution, 

which is a positive factor from a contrarian perspective. Some large investors 

began to de-risk at yearend. According to the most recent Bank of America 

survey, institutional money managers lifted their cash holdings to the highest 

levels in 18 months, while reducing their equity exposure to a 13-month low. 

Individual investors also turned cautious in December following the news of 

Omicron (see chart 5).  

 

▪ Equity Market Sectors: Selection by sectors, industries, and individual stocks 

is likely to be a significant driver of equity portfolio performance over the next 

several years, especially when the rates of GDP and earnings growth begin to 

slow later in the year and in 2023. Based upon underlying economic trends 

and relative valuations, the following sectors are likely to perform best this 

year: 

 

Chart 5: Investor Sentiment Plunges in December 

State Street Investor Confidence Index 

Source: State Street Global Markets 
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▪ Financial Sector: Financials are among the most economically sensitive sectors 

within the S&P 500 and perform best during periods of rapid economic 

growth, rising interest rates, and a healthy labor market. Each of these three 

conditions should prevail in 2022. In addition, the financial sector is 

extremely undervalued.  

 

▪ Industrials Sector: Machinery and other capital goods stocks should perform 

well in an environment of strong economic growth and rising inflation.  

Capital equipment stocks are best positioned to benefit from the expected 

strength in capital formation over the next several years, sparked by rapid 

growth in infrastructure spending.  

 

▪ Health Care Sector: Health care stocks could be a strong performer over the 

next several years based upon attractive valuations and prospects for strong 

growth in spending and a new wave of medical innovation. The pharmaceutical 

sub-group is especially attractive because of expectations for a robust pipeline 

of new drugs and very attractive valuations.  

 

INTERNATIONAL MARKETS 

 

With a few notable exceptions, 2021 was a challenging year for world equity 

markets, which once again trailed US equity benchmarks. Following a strong first 

half, international stocks traded sideways for the final six months of the year. 

However, a good case can be made for a solid recovery in equity markets outside 

the US this year, based upon steadily improving prospects for economic growth, 

earnings, government policy, and valuation: 

 

▪ Many foreign economies in Europe and Asia could benefit disproportionately 

from an expected improvement in public health conditions, a result of greater 

availability of COVID-19 vaccines along with an introduction of game-changing 

antiviral medicines. 

 

▪ The robust recovery in the world economy that I anticipate in 2022 and 2023 

should be relatively more beneficial for non-US markets. The composition of 

most foreign economies is more cyclical relative to the more-defensive 

domestic economy. Moreover, stock indexes in Germany and Japan are more 

heavily skewed toward cyclical and industrial stock groups. History clearly 

shows that non-US stocks outperform those in the US during periods of strong 

growth in world GDP.  

 

▪ Most non-US economies are far less susceptible than the US to the risks of 

rising inflation, rising bond yields, and central bank tightening. In particular, 

the onset of rate-tightening cycles in Japan and the eurozone are almost 

certain to lag that in the US by many months. China is in the process of  

easing credit conditions.  
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▪ Non-US equities have a massive valuation advantage relative to the US. 

Compared with a P/E ratio of 15x for foreign equities, the S&P 500 is valued 

at a P/E of 22x, an unprecedented valuation premium of nearly 50%. 

 

A Repeat of 2017: The current economic and policy landscape offers many 

similarities to that of 2017. Compared with a very strong total return of 22% for 

the S&P 500 in 2017, the total return on international equities was even higher at 

28%. Non-US stocks benefitted from the following fundamental conditions during 

calendar year 2017:   

 

▪ Compared with US real GDP growth of 3%, world GDP increased at a 6% rate. 

 

▪ Although US company earnings increased by 12% in 2017, MSCI global 

earnings increased by nearly 20%.   

 

▪ The European Central Bank (ECB) held its main policy rate at zero for all of 

2017, while the Federal Reserve raised its policy rate from 0.75% to 1.5%  

at yearend.   

 

European Equities: I expect euro area stocks to surprise on the upside this year 

with returns well above the global benchmark. European stocks performed well last 

year with a total return of nearly 25%, as measured by the MSCI Eurozone Index. 

Economic and policy conditions should be even more favorable during 2022: 

 

▪ Improving public health conditions this year should allow the euro area 

economies to recover some growth lost during periods of lockdowns during 

2021. 

 

▪ Underlying economic conditions are favorable: The banking sector is the 

healthiest in decades, while household balance sheets are in excellent 

condition. 

 

▪ Eurozone inflation is almost certain to be less problematic relative to US 

inflation.  

 

▪ Eurozone corporate earnings increased at an accelerating rate in 2021, a trend 

that is expected to persist throughout this year.  

 

▪ Government policy should be supportive of euro area equities: The ECB is 

virtually assured of lagging the Federal Reserve, while additional fiscal 

stimulus is expected in both 2022 and 2023. 

 

▪ Traditional valuation measures are extremely supportive of eurozone stocks. 

The current P/E ratio for the MSCI Europe Index is 16x, well below the P/E of 

22x for the S&P 500. 
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FIXED-INCOME MARKETS 

 

The outlook for global fixed-income markets remains extremely poor. Investors 

should expect another year of losses in bond portfolios following a full year of 

negative returns in 2021. As in 2021, bonds suffer from low starting-point yields 

and poor valuations. Rising bond prices have pushed current market yields in most 

segments of the bond market into negative territory, after adjustment for inflation. 

Bond investors remain stubbornly complacent with respect to future inflation  

(see chart 6). 

 

Negative Returns: I expect a new interest rate cycle to begin during this year, with 

bond yields rising in waves throughout 2023. A rising interest rate pattern should 

result from a rapid pace of economic growth, strengthening private credit demand, 

and the onset of a new Federal Reserve rate-tightening cycle.  

 

▪ Rising Bond Yields: Compared with a market yield of 1.52% at the end of last 

year, the benchmark ten-year US Treasury bond could increase to 2.5% at the 

end of this year and 3% by the end of 2023. Corporate and mortgage-backed 

bonds are also vulnerable to a sustained rising trend in market yields.  

I expect the recent flattening of the Treasury yield curve to steadily unwind as 

the new year unfolds (see chart 7). 

Chart 6: Inflationary Expectations Remain Well Anchored 

Five-Year Forward Breakeven Inflation Rate 

Treasury Inflation-Protected Securities (TIPS) 

Source: Federal Reserve 
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Chart 7: Peculiar Flattening of the US Treasury Yield Curve 

 Maturity Yield Spreads 

     Ten-Year Treasury Minus Two-Year Treasury ———— 

     Thirty-Year Treasury Minus Five-Year Treasury  ———— 

Source: Federal Reserve 
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Maximum Underweight: Compared with a negative return of 1.5% last year, 

investment-grade bonds could lose as much as 5% in value this year, with full-year 

losses on 30-year US Treasury bonds approaching 10%. The 2022 bond market 

could resemble those of 2009 and 2013, when total return losses on long-term 

government bonds were 15% and 11%, respectively. Balanced account investors 

should reduce fixed-income exposure to a maximum underweight position and 

avoid long-duration bonds. Non-US bond markets are also vulnerable to negative 

returns this year, most notably German government debt instruments.  
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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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