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MID-QUARTER ECONOMIC REVIEW 
 
by Robert F. DeLucia, CFA 

Consulting Economist 

 

Summary and Major Conclusions: 

 
▪ The US economy entered another slowdown phase in December triggered by the highly 

transmissible Omicron variant of SARS-CoV-2. Monthly data for December and January were 

disappointing, most notably in retail sales, industrial production, construction, and service 

sector spending.  

 

▪ Most of the temporary weakness caused by the pandemic should be recovered in future 

quarters as public health conditions improve. I am revising my outlook for first quarter GDP 

growth from 5% to 1.5% and for full-year output from 5% to 4%. Second quarter real GDP 

growth could return to a 6% annual rate. 

 

▪ It is impossible to exaggerate the impact of the pandemic on economic activity. Factory 

closures and a breakdown in transportation networks have obstructed the flow of materials, 

components, and final goods, causing inventories to decline to extreme levels, exerting upward 

pressure on inflation.  

 

▪ Looking beyond current sluggish economic trends, the underlying economy is healthy in 

virtually all respects. There is no shortage of pro-growth factors supporting the outlook for 

continued above-trend economic growth in future quarters.  

 

▪ There remains massive pent-up demand for consumer spending resulting from previous 

lockdowns during the pandemic. Personal consumption expenditures should expand rapidly 

again this year, led by spending on services rather than goods. 

 

▪ 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. Household income is 

increasing at a rapid clip. 

 

▪ The outlook for capital formation is favorable. Faced with rising employment costs, businesses 

are keen to invest in labor-saving equipment and software. Business investment should also 

benefit as companies redesign global supply chains to achieve greater resiliency and durability. 

 

▪ The housing cycle has several more years to run. Although rising mortgage rates will be a partial 

headwind, new construction should benefit from a strong labor market, solid household balance 

sheets, and an extreme shortage of single-family homes. 

 

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

Nonetheless, the cyclical peak in the profit cycle lies well into the future. My forecast assumes 

that both revenues and earnings will increase by 10% during the year. 

 

▪ It is crucial to differentiate between underlying inflationary pressures and monthly government 

data on inflation. Underlying price and wage pressures will continue to build over the next 

several years as massive government monetary and fiscal stimulus during the past two years 

work their way through the economy.  

 

 

From a longer-term 

perspective, the equity 

market has entered a new 

phase of the investment 

cycle. The investment 

landscape is transitioning to 

a more volatile phase, and 

absolute equity returns will 

be more modest. Corporate 

earnings will replace excess 

liquidity as the primary 

driver of stock prices, which 

means that individual    

stock-picking will replace 

top-down investment 

themes and sector selection 

as the main catalysts for 

portfolio returns. Equity 

investors are also likely to 

pay closer attention to 

valuation measures than 

was the case during the 

past two years.  
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▪ However, monthly inflation data should reflect a moderating trend over the next 12 months. 

From its peak of 6% in July, core consumer inflation could decline to 3% later this year, 

comprised of a 4% rise in service prices and a 1.5% rise in consumer goods prices.  

 

▪ The Federal Reserve has pivoted dramatically in recent weeks, shifting from a state of 

complacency to a more hawkish mindset with respect to inflation. The Fed will begin to raise 

its policy rate in March, with a total of four rate hikes this year. 

 

▪ Four rate hikes this year would lift the federal feds rate to 1% by yearend. Assuming an 

inflation rate of 3% at that time, a negative real rate of 2% is unlikely to have a meaningful 

impact on economic growth.  

 

▪ I believe that the Federal Reserve will tighten policy in a more cautious manner than expected 

by the bond market and most economists. A prolonged tightening cycle lies ahead, but at a 

slower pace than needed given the threat of inflation. 

 

▪ My assumption is that the Federal Reserve is extremely reluctant to accept economic risk. 

While obviously concerned about inflation, the Fed is more concerned about economic growth 

and employment, with a top priority of extending the economic expansion. 

 

▪ Bonds have been in a bear market since August 2020, when the market yield on the 

benchmark ten-year Treasury bond bottomed at 0.5%. Bond yields should continue to rise in a 

pattern of alternating waves of upward spikes and partial retracements of the previous rising 

trend.  

 

▪ I expect the equity market to generate positive returns over the next year in an environment of 

rising corporate earnings and higher interest rates. A study of previous tightening cycles 

suggests that the equity market could continue to grind higher along with rising policy rates if 

corporate earnings remain in an uptrend. 

 

▪ From a longer-term perspective, the equity market has entered a new phase of the investment 

cycle. The investment cycle is also transitioning to a new and more volatile phase, during which 

equity portfolio returns will be more modest.  

 

▪ Corporate earnings will replace excess liquidity as the primary driver of stock prices, which 

means that individual stock-picking will replace top-down investment themes and sector 

selection as the primary catalysts for portfolio returns.  

 

▪ The momentum-driven market of the past several years will also likely fade, with a higher 

frequency of corrections within a generally rising trend in stock prices. Equity investors are also 

likely to pay much closer attention to valuation than was the case during 2021.  

 

▪ Outright cyclical bear markets occur only during periods of recession. Monetary restraint will 

eventually bring the bull market to an end, but not before real rates reach a level that threatens 

the sustainability of the economic expansion and company earnings. 
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The US economy entered another slowdown phase in December triggered by the 

highly transmissible Omicron variant of SARS-CoV-2. Monthly data for December 

and January were disappointing, most notably in retail sales, industrial production, 

and service sector spending. Business sentiment has fallen while demand for 

office space remains depressed. Inflationary cost pressures remain widespread. 

The coronavirus continues to weigh on both the supply and demand sides of the 

economy. Consumer confidence has plunged to the lowest level in a decade  

(see chart 1). 

 

Fourth Quarter GDP: The US economy expanded at a 6.9% annual rate in Q4 after 

adjustment for inflation, although most of the growth was generated by inventory 

restocking as opposed to end market demand, which increased by only 2%. The 

core consumer price deflator rose at a 5% annual rate.  

 

▪ Pent-Up Demand: Most of the temporary weakness caused by the pandemic 

should be recovered in future quarters as public health conditions gradually 

improve. I am revising my outlook for first quarter GDP growth from 5% to 

1.5% and for full-year output from 5% to 4%. Second quarter real GDP growth 

could rebound strongly to a 6% annual rate. 

 

Declining Infections: Coronavirus infections have plummeted in the northeast 

following a similar path evident in South Africa, Canada, and Australia. Cases and 

hospitalizations remain elevated in other regions of the country but should begin to 

decline with a time lag of several months. A continued steady decline in infections 

should pave the way for a normalization of commercial activity and a resumption of 

above-trend economic growth in the final three quarters of this year.  

 

Chart 1: Consumer Confidence Plunges to the Lowest Level in a Decade 

Index of Consumer Sentiment 

Source: The University of Michigan 
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▪ New Variants: The obvious risk to the outlook is the emergence of new variants 

to SARS-CoV-2. A new sub-variant of Omicron labeled BA.2 has been 

identified in various parts of the world and in states across the US. Emergence 

of new variants to the original coronavirus will remain a risk to the economy for 

the foreseeable future.  
 

The Pandemic Effect: It is impossible to exaggerate the impact of the pandemic on 

economic activity, which has been negatively impacted through multiple channels 

including employment, inflation, education, travel, hiring, and international trade 

flows. Factory closures and a breakdown in transportation networks have 

obstructed the flow of materials, components, and final goods, causing inventories 

to decline, exerting upward pressure on inflation. 
 

▪ Worker Shortage: The pandemic has also undermined employment, causing 

wages to rise at the fastest rate in decades. According to the US Census 

Household Pulse Survey in January, a staggering 8.75 million workers were not 

working because of pandemic-related factors. The key point is that the supply 

side of the economy has been severely compromised but should gradually heal 

along with improving public health conditions.   
 

Multiple Sources of Growth: Looking beyond current economic trends, the 

underlying economy is healthy in virtually all respects. There is no shortage of  

pro-growth factors in the outlook: 
 

▪ There remains considerable pent-up demand for consumer spending resulting 

from previous lockdowns during the pandemic.  

 

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

by a sharp recovery in spending on services (see chart 2). 

Chart 2: Significant Pent-Up Demand for Consumer Services 

 Personal Consumption Expenditures, Services ($ Billions) 

Source: Bureau of Economic Analysis 
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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 businesses and households. Both 

consumer and business loan losses are extremely low. 

 

▪ Personal income is rising at an annual rate of 7.5%, the fastest growth rate in 

decades. 

 

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

households, and businesses. 

 

▪ The outlook for capital formation is favorable: Faced with rising employment 

costs, businesses are keen to invest in labor-saving equipment and software. 

Business investment should also benefit as companies redesign global supply 

chains to achieve greater resiliency and durability (see chart 3).   

 

▪ The housing cycle has several more years to run. Although rising mortgage 

rates will be a growing headwind over time, new construction should benefit 

from a strong labor market and an extreme shortage of single-family homes. 

 

 

 

 

 

Chart 3: New Orders for Capital Goods in a Strong Uptrend 

Factory Goods Orders ($ Millions) 

Nondefense Capital Goods 

Source: US Census Bureau 
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▪ Improving public health conditions should alleviate supply pressures, thereby 

contributing to a moderation in inflation. Medical experts expect SARS-CoV-2 

to shift from pandemic to endemic as the year unfolds. While the virus will not 

disappear, it should become a much-reduced burden on the economy and 

society in general. 

 

Corporate Earnings: Earnings are expected to increase at a much slower but still 

respectable pace in 2022. That said, the cyclical peak in the profit cycle lies well 

into the future. My forecast assumes that both revenues and earnings per share 

(EPS) will increase by 10% during the year. Profit margins are near all-time highs 

and are unlikely to expand from current levels. Consistent with slower GDP growth, 

EPS in 2023 could increase by 5%. History shows that corporate profitability 

remains in an uptrend until GDP growth begins to slow markedly.   

 

Moderating Inflation: The first wave of the inflation cycle is in a peaking process 

and should begin to moderate by midyear. It is crucial to differentiate between 

underlying inflationary pressures and monthly government data on inflation. 

Underlying pressures will continue to build over the next several years as massive 

government monetary and fiscal stimulus work their way through the economy.  

 

▪ Monthly Inflation Data: However, monthly inflation data should reflect a 

moderating trend over the next 12 months. Improving public health conditions 

should alleviate supply-side pressures, triggering a sharp decline in goods 

inflation, currently rising by more than 10%. From its peak of 6% in July, core 

consumer inflation could decline to 3% later this year, comprised of a 4% rate 

in service inflation and a 1.5% rise in goods inflation (see chart 4).  

 

 

Chart 4: Consumer Inflation Has Peaked But Still Elevated 

Core Personal Consumption Deflator 

Three-Month Average Annualized % Rate 

Source Bureau of Economic Analysis 

 

-1

0

1

2

3

4

5

6

7

2017 2018 2019 2020 2021

%



 

1001317-00227-00           Available for Participant Use 
 

7 

 February 14, 2022 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Monetary Policy: The Federal Reserve has pivoted dramatically in recent weeks, 

shifting from a mode of complacency to a more hawkish mindset with respect to 

inflation. The Fed will begin to raise its policy rate in March, with a total of four 

rate hikes this year. The critical question for investors is when the business 

expansion will be at risk because of more restrictive monetary conditions. Four rate 

hikes this year would lift the federal funds rate to 1% by yearend. Assuming an 

inflation rate of 3% at that time, a negative real rate of 2% is unlikely to have a 

meaningful impact on economic growth.  

 

▪ Moderate Pace: I believe that the Federal Reserve will tighten policy in a more 

cautious manner than expected by the bond market and by most economists. 

A prolonged tightening cycle lies ahead, but at a slower pace than needed 

given the threat of inflation.  

 

▪ Growth Is Top Priority: My assumption is that the Federal Reserve is extremely 

reluctant to accept economic risk and will therefore refrain from shocking the 

economy and financial markets. While obviously concerned about inflation, the 

Fed is even more concerned about economic growth and employment, with a 

primary goal of perpetuating the economic expansion. 

 

THE FIXED-INCOME MARKET 
 

Long-term interest rates have entered a prolonged uptrend that could persist 

throughout 2023, at a minimum. Bonds have been in a bear market since August 

2020, when the market yield on the benchmark ten-year Treasury bond bottomed 

at 0.5%. Bond yields should continue to rise in a pattern of alternating waves of 

upward spikes and partial retracements of the previous increase  

(see chart 5).  

Chart 5: Cyclical Uptrend in Government Bond Yields Well Established 

 Market % Yield to Maturity, Ten-Year US Treasury Note 

Source: Federal Reserve 
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Yield Curve Flattening: The spike in bond yields can be attributed to rising short- 

and intermediate-term rates rather than a rise in inflationary expectations. The 

Federal Reserve measure for expected inflation in five years has declined recently 

to a low of only 2.2%, down from 2.5% at yearend. The flattening of the yield 

curve reflects the low level of confidence in the US economy by the bond market 

and only modest expectations for future inflation.     

 

Negative Returns: Fixed-income portfolios are at risk to further losses in both 2022 

and 2023. Currently at 1.95%, the market yield on ten-year government bonds 

could rise to 2.25% by midyear and to 2.5% at the end of this year, causing the 

yield curve to steepen. The expected rise in interest rates should be driven by both 

higher real yields and rising inflationary expectations. 

 

THE EQUITY MARKET 

 

The equity market consolidation that began in early January has not yet fully run 

its course, implying continued heightened volatility until there is evidence that 

economic growth is once again in an accelerating trend. From a longer-term 

perspective, the equity market has entered a new phase of the investment cycle:  

 

▪ The investment landscape is transitioning to a more volatile phase, and 

absolute equity returns will be more modest.  

 

▪ Corporate earnings will replace excess liquidity as the primary driver of stock 

prices, which means that individual stock-picking will replace top-down 

investment themes and sector selection as the main catalyst for portfolio 

returns.  

 

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

with a higher frequency of corrections within a moderate rising stock trend.  

 

▪ Equity investors are likely to pay much closer attention to valuation than was 

the case during 2021.  

 

I expect the equity market to generate positive returns over the next year in an 

environment of rising corporate earnings and interest rates. A study of previous 

tightening cycles suggests that the equity market could continue to grind higher 

during a tightening cycle assuming corporate earnings remain in an uptrend.  

 

Company earnings should continue to expand well into 2023. However, a maturing 

business expansion — accompanied by more moderate growth in company 

earnings — means that the most profitable phase of the equity bull market has 

most likely ended. That said, the probability of a deep and sustained equity market 

sell-off is low. 
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History of Bear Markets: Outright cyclical bear markets as in 2008 and 2002 

occur only during periods of recession. Except for the October 1987 crash, the 

stock market has not posted a decline greater than 20% outside of recessions 

during the past 50 years. Monetary restraint will eventually bring the bull market to 

an end, but not before real rates reach a level that threatens the sustainability of 

the economic expansion and company earnings.  

 

Critical Variables: Investors should closely monitor sentiment measures along with 

key economic indicators such as inflation, credit spreads, company reports, service 

sector activity, the yield curve, and the trend in COVID cases and hospitalizations. 

Market volatility is likely to remain elevated over the next several months, but a 

sustained bottoming process should eventually create the foundation for the next 

phase of the cyclical bull market, possibly lasting through yearend. 

 

Market Leadership: A return to stronger economic growth in coming months could 

trigger a decisive shift in economic leadership. International stocks, cyclical stock 

groups, and value managers outperformed US stocks during the January correction 

and appear poised to outperform the benchmark during the remainder of this year.  
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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.     
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