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Summary and Major Conclusions: 

 
▪ Recent trends in world financial markets reveal widespread uncertainty among investors 

regarding future economic and policy trends. There are five plausible economic scenarios that 

could unfold over the next few years, with a large variation with respect to financial market 

implications.  

 

▪ The most likely scenario assumes an extended period of economic growth. The US economy 

would remain on a sustained growth path throughout 2023. A protracted business expansion 

cycle is dependent upon a decline in inflation to a more moderate pace, which would allow the 

Federal Reserve to tighten policy less aggressively. 

 

▪ Under this scenario, real GDP would expand at an average annual 3% rate over the next two 

years, while inflation would average 3.5%. Corporate earnings would increase by 8% to 10% 

annually. The probability of this sustained growth scenario is 40%. 

 

▪ The equity market would be the best-performing asset class under this scenario. A combination 

of sustained economic growth along with a continued uptrend in corporate earnings and 

interest rates would favor economically sensitive stocks, value managers, and small-cap stocks. 

 

▪ Stagflation refers to an economic condition characterized by a combination of sluggish growth 

(stag) and high inflation (flation). As a result of excessive government stimulus, the risk of 

stagflation is currently the highest since the 1970s. The probability of this scenario is 15%. 

 

▪ Rates of return on both large-cap stocks and bonds would be disappointing. The best-

performing asset classes would include commodities, real estate, and precious metals. As 

during the 1970s, small-cap, international, and value stocks would likely outperform the S&P 

500.  

 

▪ Similar to stagflation, a scenario of boomflation would consist of an extended period of very 

high inflation. However, unlike stagflation, this scenario would involve a boom in spending and 

output, unlike the sluggish economic growth in stagflation. 

 

▪ The probability of a boomflation scenario would increase if the Federal Reserve refrains from 

tightening monetary conditions sufficiently to slow the pace of spending and output. The 

probability of a boomflation scenario is 25%. 

 

▪ Boomflation is the quintessential scenario for risk-on investments. Stocks would massively 

outperform bonds, while economically sensitive stocks, small-cap stocks, value managers, and 

international stocks would significantly outperform the S&P 500. Government bonds would be 

the worst-performing asset class. 

 

▪ Secular stagnation refers to an economic condition whereby profound weakness in aggregate 

demand results in a stagnant economy, accompanied by low interest rates and inflation. This 

scenario differs from stagflation in that a stagnant economy is accompanied by low interest 

rates and inflation.  
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▪ Under a condition of stagnation, real GDP and consumer prices would increase at annual rates 

of 1% and 2%, respectively. Nominal GDP growth of 3% would be the slowest in American 

history. The probability of this scenario is 10%.  

 

▪ Identifying profitable investments in this environment is challenging. Common stocks would 

suffer from stagnant earnings and reduced confidence, while fixed-income markets would likely 

generate very low returns because of depressed bond yields. 

 

▪ An outright recession would result from a combination of two factors: (1) Persistently high 

inflation; and (2) Aggressive monetary tightening by the Federal Reserve to restore inflation to 

its historical 2% level. The probability of a recession in the next two years is 10%. 

 

▪ Most asset classes perform poorly in a recession, which is the ultimate risk-off economic 

scenario. Long-duration US government bonds would perform best, while risk assets such as 

small-cap stocks, international equities, value stock managers, high-yield corporate bonds, and 

real estate could suffer significant portfolio losses.    

 

 

 

Heightened volatility in world financial markets reveals a profound uncertainty 

among investors regarding future economic and policy trends. Stock, bond, 

commodity, and foreign exchange markets have exhibited sharply higher volatility 

as investors grapple with the numerous risks facing the global economy. This 

week’s Economic Perspective explores five of the most plausible economic 

scenarios that could unfold over the next few years, with varying implications for 

financial markets.  

 

SUSTAINED ECONOMIC GROWTH 

 

The most likely scenario assumes an extended period of economic growth, with the 

US economy on a sustained growth path throughout 2023. This scenario is highly 

plausible because of numerous drivers for economic growth. Sources of growth to 

prolong the current expansion include consumer spending on services, business 

investment in equipment and software, housing construction, and inventory 

restocking. Continued steady improvement in public health conditions is a critical 

prerequisite for a strong recovery in consumer services. 

 

The crucial variable with respect to this scenario is inflation. An extended business 

expansion cycle is dependent upon a decline in inflation to a more moderate pace. 

While it is unlikely to return to its historical average of 2% anytime soon, inflation 

could moderate somewhat during this year. A shift in consumer spending from 

durable goods to services along with fewer supply-chain blockages should allow 

inflation to moderate, at least temporarily.  

 

A declining trend in inflation later this year would allow the Fed to remove 

monetary accommodation at a more measured pace, with favorable implications for 

aggregate spending, output, and employment. Conversely, stubbornly elevated 

inflation would prompt the Federal Reserve to tighten policy with a greater sense of 

urgency, placing the business expansion at risk. 
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Under this scenario, real GDP would expand at an average annual 3% rate over the 

next two years, while inflation would average 3.5%. Corporate earnings would 

increase by 8% to 10% annually over this two-year period. The Fed’s policy rate 

would peak at 2.75% in 2024 and long-term Treasury bonds would climb to 

3.75%. The probability of this sustained growth scenario is 40%. 

 

Investment Implications: The equity market would be the best-performing asset 

class under this scenario. A combination of sustained economic growth along with 

a continued uptrend in corporate earnings and interest rates would favor 

economically sensitive stocks, value managers, and small-cap stocks. Commodity 

and real estate prices would likely remain strong. Large-cap growth stocks would 

likely generate positive returns but could trail other segments of the market. 

 

STAGFLATION 

 

Stagflation refers to an economic condition characterized by a combination of 

sluggish growth (stag) and high inflation (flation). The 1970s was a decade of 

stagflation: During the five years ending in 1979, real GDP increased at an anemic 

1.9% annual rate at a time when inflation averaged 8%. From 1969 to 1979, 

earnings per share (EPS) for the companies in the S&P 500 increased from $6.10 

to $14.55, a compound annual growth rate of 9%. However, after adjustment for 

an average 8% inflation rate over this period, real EPS was only 1%.   

 

The risk of stagflation is currently the highest since the 1970s. The Federal 

Reserve has pursued the most expansionary credit policy in 50 years, while fiscal 

stimulus has been unprecedented. The US Treasury is currently running the 

highest budget deficit in decades (as a share of GDP) and US government debt 

outstanding exceeds 100%, the highest level since World War Two. This forecast 

assumes that inflation will remain elevated until the next recession. The probability 

of this scenario is 15%. 

 

Investment Implications: Stagflationary conditions could begin to emerge during 

2023 and 2024, with real GDP growth stabilizing at a stall speed of 1.5%, and 

with inflation entrenched at 5% or higher. After adjustment for inflation, rates of 

return on both large-cap stocks and bonds would be disappointing. The best-

performing asset classes would include commodities, real estate, and precious 

metals. As during the 1970s, returns on small-cap, international, and value stocks 

would likely exceed those on the S&P 500. Materials, real estate, industrials, and 

financial sectors would perform best.  
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BOOMFLATION 

 

Like stagflation, a scenario of boomflation would involve an extended period of very 

high inflation. However, unlike stagflation, the US economy would continue to 

expand at a robust pace, very different from the sluggish economic growth 

associated with stagflation. A scenario of boomflation would become plausible 

under two key circumstances:  

 

1. The Federal Reserve continues to lag the economic cycle, and refrains from 

tightening monetary conditions aggressively. As a result, the cost of capital 

remains depressed and fails to reduce the pace of economic growth. The Fed’s 

failure to fully address the current liquidity boom allows spending, output, and 

employment to expand at a rapid pace. This forecast assumes that inflation 

will remain elevated until the next recession. 

 

2. Underlying economic conditions are healthier and more resilient than currently 

believed by most investors. Healthy balance sheets in the household, business, 

and banking sectors support rapid growth in consumption, residential 

construction, business capital investment, manufacturing, and bank lending. 

Income growth in both the household and business sectors remains robust. 

 

The probability of a boomflation scenario is 25%. 

 

Investment Implications: Boomflation is the ultimate scenario for risk-on 

investments. Stocks would massively outperform bonds, while economically 

sensitive stocks, small-cap stocks, international stocks, and value managers would 

significantly outperform the S&P 500. Commodities and real estate would also 

perform well. Government bonds would be the worst-performing asset class by a 

wide margin. 

 

SECULAR STAGNATION 

 

The term secular stagnation originated in 1939 in a research paper by Harvard 

economist Alvin Hansen following the Great Depression. It was later resurrected by 

former Secretary of the Treasury Larry Summers in 2015 following the Great 

Recession. The term refers to an economic condition whereby profound weakness 

in aggregate demand results in a stagnant economy, accompanied by low interest 

rates and inflation.  

 

Rather than cyclical factors, structural factors are at work. In this scenario, 

persistent economic weakness is unrelated to the business cycle or government 

policy but rather to long-term structural factors internal to the economy:  

 

▪ Stagnant population growth  

▪ Excessive debt accumulation 
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▪ High personal savings 

▪ Slow growth in employment and incomes 

▪ An elevated role of the federal government in the economy 

▪ An absence of incentives for businesses to make long-term investments 

▪ Sluggish growth in labor productivity  

 

A stagnant economy is characterized by very weak economic growth, low interest 

rates and inflation, a low pace of capital formation, and slow growth in 

employment. This scenario is different from stagflation primarily because of a very 

different trajectory for inflation and a somewhat weaker economy. Under a 

condition of stagnation, real GDP and consumer prices would increase at annual 

rates of 1% and 2%, respectively. Nominal GDP growth of 3% would be the 

slowest in American history.  

 

Chronic weakness would be evident in all sectors:  

 

▪ Personal consumption because of sluggish job creation and high savings 

▪ Business investment spending, because of soft consumer demand and 

overcapacity  

▪ Residential construction, because of slow growth in employment and wages  

▪ Net exports because of a lack of competitiveness  

 

The probability of this scenario is 10%.  

 

Investment Implications: Identifying profitable investments in this environment is 

challenging. Common stocks would suffer from stagnant earnings and reduced 

confidence, while fixed-income markets would likely generate very low returns 

because of depressed bond yields. And weakness in economic growth and inflation 

would limit the merits of tangible assets such as commodities, real estate, and 

precious metals. Large-cap high-quality growth stocks, including technology, would 

likely perform best. 

 
OUTRIGHT RECESSION 

 

An outright recession would result from a combination of two factors: (1) 

Persistently high inflation; and (2) Aggressive monetary tightening by a Federal 

Reserve determined to restore inflation to its historical 2% level. The Federal 

Reserve would finally embrace the reality that it has fallen far behind the inflation 

curve and needs to play rapid catch-up in an endeavor to prevent a vicious 

wage/price inflation cycle.  
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There are several indicators pointing to recession within the next 12 to 18 months. 

Consumer confidence is extremely depressed, and the Treasury yield curve has 

flattened considerably. Current supply-chain problems could lead to an inventory 

recession if businesses are caught with excess inventories next year because of 

aggressive ordering now to secure the supply of goods. The probability of a 

recession this calendar year is close to zero and 10% within the next two years. 

 

Investment Implications: Most asset classes perform poorly in a recession, which is 

the ultimate risk-off economic scenario. Long-duration US government bonds 

would perform best, while high-beta risk assets could suffer significant portfolio 

losses. Included in this category are small-cap stocks, international equities, value 

stock managers, economically sensitive stocks, high-yield corporate bonds, and 

commercial real estate. Defensive economic sectors within the S&P 500 would 

perform best, including consumer staples, health care, utilities, and 

communications services.   
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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.     

 
©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. 


