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LONG-TERM RETURNS: CHALLENGES ABOUND 
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Consulting Economist 
 

 

Summary and Major Conclusions: 

 
▪ Investors should be prepared for subpar rates of return over the next five years in virtually all 

asset classes. The economic and investment landscape will be challenged by a confluence of 

adverse underlying forces of both a cyclical and long-term structural nature. 

 

▪ Virtually all asset classes are overvalued to a greater or lesser extent. The lesson is clear: The 

starting price level (or entry point) is crucial for prospective investment returns. History shows 

that expensive assets tend to generate subpar prospective returns when measured over many 

years.   

 

▪ A central theme of my analysis is that the next five years could be one of the most challenging 

periods of investing in recent decades. Financial markets face powerful headwinds pertaining to 

growth, inflation, government policy, and valuation. 

 

▪ The weakest five-year period for stock investing was from 1999 to 2004, during which time the 

return on the S&P 500 was a negative 2.5%. The worst five-year period for investing in long-

term government bonds was from 1964 to 1969, with an annual return of a negative 2.2%. 

 

▪ The common denominator of each of these episodes of very weak returns was overvaluation at 

the starting point of each five-year period. The lesson is clear: The starting price level is crucial 

for prospective investment returns. Over the long term, expensive assets tend to generate 

subpar prospective returns.  

 

▪ The period from mid-2021 through mid-2026 can be divided into two stages: (1) A period of 

rapid growth, moderate inflation, easy money, and stability in bond yields through 2023; (2) A 

period of slowing growth, rapidly rising interest rates and inflation, and declining company 

earnings from 2024 to mid-2026.  

 

▪ While the economic and policy trends that I foresee over the next 12 to 18 months are 

favorable for financial markets, the underlying trends likely to emerge during the second half of 

this five-year period should be detrimental to stocks and bonds. 

 

▪ The US corporate sector is benefitting from several forces that are contributing to an outright 

boom in company earnings. However, the current profits boom is finite and should lose 

momentum during 2022 in response to slower GDP growth and accelerating wage growth.  

 

▪ Inflation is the principal wild card in the outlook. An acceleration in the inflation rate will be 

triggered by two events: A strong recovery in credit creation and a return to full employment. 

My forecast for inflation over this entire five-year period is 4%, which would be the fastest five-

year period for inflation since the late 1980s.  

 

▪ High inflation is negative for long-term financial assets because it leads to a rise in interest 

rates and a loss of economic momentum. Most importantly, the threat of rising inflation results 

in a tightening of monetary policy and shrinkage in financial liquidity. 
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▪ The Federal Reserve is in a box and faces enormous challenges in normalizing interest rates. 

The implications could include higher interest rates and inflation along with slower earnings 

growth, all of which would negatively impact investment returns. 

 

▪ Fiscal policy will transition from a major economic positive this year to a source of serious 

economic problems over the next several years, with negative implications for financial markets. 

The most significant legacy of the fiscal policy excesses of the past two years will be higher 

interest rates and inflation. 

 

▪ The risk/reward ratio for bond investors is unambiguously negative. Over the next several years, 

the bond market will face a confluence of unfavorable trends that could result in negative rates 

of return. 

 

▪ The long-term outlook for equity market returns is not encouraging, as both earnings and 

valuations could come under severe pressure as the next five years unfold. From a starting point 

of July 1, the prospective total return on US large-cap stocks through mid-2026 would be 

3.5%. 

 

▪ A total rate of return of 3.5% on the S&P 500 would rank among the weakest five-year periods 

for equity market returns dating back to 1945, and well below the very long-term average of 

10%. After adjustment for expected inflation of 4%, the real return on stocks would be close to 

zero.  

 

▪ Along with attractive relative valuations, economic and policy conditions appear conducive for 

non-US stocks to outperform the S&P 500 over the next five years. International equities 

perform best during periods of strong synchronized global economic growth and expanding 

world trade. 

 

 

It can be useful for investors to step back from the routine emphasis on short-term 

investment performance and to embrace a longer time horizon that extends well 

beyond the next year or two. This intellectual process involves transcending  

short-term economic data and policy trends and shifting focus to longer-term 

economic trends and structural forces within the world economy. This week’s 

Economic Perspective provides a summary of potential long-term investment returns 

by asset class — using a five-year investment time horizon — by exploring probable 

economic and policy trends likely to unfold in future years.  
 

CENTRAL INVESTMENT THEME 
 

Investors should be prepared for subpar rates of return over the next five years in 

virtually all asset classes. The economic and investment landscape will be 

challenged by a confluence of adverse underlying forces of both a cyclical and  

long-term structural nature. In addition to economic and policy considerations, 

virtually all asset classes are overvalued to a greater or lesser extent. There are six 

primary impediments to satisfactory investment returns:   

 

▪ The potential for rising interest rates and inflation  

▪ Progressively slower GDP growth as the next five years unfold  

▪ Progressively more intense cost pressures affecting profit margins 
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▪ Shifts in monetary and fiscal policy from expansionary to contractionary 

▪ Financial pressures associated with large federal budget deficits  

▪ Excessive valuations based on traditional metrics  

 

A central conclusion of my analysis is that the next five years could be one of the 

most challenging periods of investing in recent decades. 

 

HISTORICAL RETURNS 
 

What does history say about the worst possible return outcomes for stocks and bonds 

using a five-year time horizon? The weakest five-year period for stock investing was 

from 1999 to 2004, during which time the nominal return on the S&P 500 was 

negative 2.5%. The worst five-year period for investing in long-term government 

bonds was from 1964 to 1969, with an annual return of negative 2.2%. The worst 

five-year period for commodities was from 2011 to 2015, when the SPGS 

Commodity Index suffered a cumulative peak-to-trough decline of 60%. 

 

The common denominator of each of these episodes of very weak returns was the 
level of prices at the starting point of each five-year period. Valuations for common 

stocks in 1999 were the highest in modern stock market history. Yields on 

government bonds were depressed in 1964, at 4%, and proceeded to double over 

the next five years to 8% at the end of 1969.  

 

Finally, commodity prices were near all-time highs in 2011 before plunging 60% 

over the next five years. The lesson is clear: The starting price level (or entry point) 

is crucial for prospective investment returns. History clearly shows that expensive 

assets tend to generate subpar prospective returns when measured over many years.   

 

BUSINESS CYCLE PERSPECTIVE 
 

Following the deep but brief recession last spring, a new business cycle expansion 

began approximately one year ago. The initial recovery phase during 2020 has 

quickly transitioned into the dynamic expansion phase, with growth expected to 

exceed its long-term trend by a wide margin. However, this phase is unlikely to 

persist beyond the next 12 to 18 months, strongly suggesting that the US economy 

is likely to transition to a period of much slower growth. Slower growth in GDP is 

consistent with a sharp slowdown in the growth rate of company earnings.  
 

Two Discrete Phases: The period from mid-2021 through mid-2026 can be divided 

into two stages: (1) A period of rapid growth, moderate inflation, easy money, and 

stability in bond yields through 2023; (2) A period of slowing economic growth, 

rapidly rising interest rates and inflation, and declining company earnings from 

2024 to mid-2026.  
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▪ Early Versus Late Cycle: This split highlights the opposing economic and policy 

forces over the next five years: While the trends that I foresee over the next 12 

to 18 months are favorable for financial markets, the underlying trends likely to 

emerge during the second half of this five-year period should be detrimental to 

stocks and bonds. Consistent with textbook business cycle theory, history 

reveals that financial markets perform best during the early years of a business 

cycle expansion, while the latter years of an economic cycle are characterized 

by weaker returns.  

 

CRITICAL ECONOMIC VARIABLES 
 

The current growth spurt is a result of many one-time factors that are likely to 

reverse within the next two years. These include massive pent-up consumer demand 

resulting from previous economic lockdowns during 2020; the surge in cumulative 

household savings from government income-support programs; unprecedented fiscal 

policy stimulus, which will peak this year; and ultra-accommodative monetary policy, 

which will reverse course within the next two years. Beyond 2022, economic trends 

could begin to deteriorate, thereby dampening the prospects for future returns in 

financial assets.  

 

 

Table One 

Key Long-Term Economic Assumptions 

Independent Economic Variables 

Next Five Years: 2021-2026 

Source: Veritas Economic Analysis LLC 

July 2021 
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Company Earnings: The US corporate sector is enjoying a perfect storm whereby a 

confluence of forces is contributing to an outright boom in company earnings. 

However, the current profits boom is finite: A combination of slower economic 

growth, rapid acceleration in wage inflation, and rising corporate tax rates is likely to 

undermine company profitability over the next five years.  

 

▪ Growth Rates: For the five years ending in June 2026, corporate earnings 

growth is likely to fall far short of the long-term average of 6%. This would 

compare with annual growth of 11.5% in EPS during the five years ending in 

2021. The expected long-term trendline growth in EPS is 5.5%. Profit growth 

during the three years ending in 2026 could be exceptionally weak. The 

combination of sluggish profit growth and declining valuation does not bode 

well for equity returns. 

 

Inflation: The current burst of inflation is a result of short-term supply chain issues 

and is likely to run its course within the next six months. The annual core inflation 

rate — currently at 3.5% — could peak at approximately 5% later this year, and 

trend lower during the first half of next year. Far more dangerous than the current 

cost-push inflation is demand-pull inflation, which results from excessive monetary 

stimulus with a time lag of two years or more. 

 

▪ Demand-Pull Inflation: This source of inflation could emerge during the second 

half of next year and persist into 2024, at which time the core inflation rate 

could return to 5%. An acceleration in the inflation rate would be triggered by 

two events: A strong recovery in credit creation and a return to full employment. 

My forecast for inflation over this entire five-year period is 4%. High inflation is 

negative for financial assets because it triggers a rise in interest rates and a 

slowdown in real spending and output. 

  

FISCAL AND MONETARY POLICY 
 

A significant portion of the 90% advance in stock prices over the past 15 months 

can be attributed to exceptionally accommodative monetary policy during this 

period. As a rough approximation, two-thirds of the 90% cumulative return in the 

equity market can be attributed to earnings growth with one-third of the total return 

attributed to expanding valuations. While policy could remain expansionary over the 

next one to two years, the long-term outlook for monetary policy is negative for 

financial markets.  
 

▪ Policy Normalization: I expect the Federal Reserve to begin to normalize 

interest rates beginning in the second half of next year, a process that could 

persist into 2024 and possibly beyond. The basic conclusion is that monetary 

policy will shift from a strong tailwind for the equity market to a powerful 

headwind, in two respects: (1) Higher interest rates mean lower P/E ratios; and 

(2) Higher borrowing costs would result in slower economic and profit growth.  
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The Federal Reserve is in a box and faces daunting challenges in normalizing 

interest rates. The implications could include higher interest rates and inflation 

along with slower economic and earnings growth, all of which would be extremely 

negative for investment returns.  

             

Fiscal Policy: The economic impact of an expansionary fiscal policy can differ 

markedly depending upon underlying business conditions. Fiscal stimulus can be a 

highly beneficial policy tool during periods of recession. However, continued fiscal 

stimulus during periods of rapid economic growth can be problematic, while 

withdrawal of stimulus can be disruptive to sustained economic growth.  

 

No Free Lunch: Unprecedented fiscal stimulus during the past year provided 

enormous support to the economy in 2020 and is a major contributor to the fastest 

growth in GDP in decades. In short, fiscal policy has been extremely beneficial for 

the economy and financial markets over the past year. However, there is no free 

lunch. Beginning in 2022, fiscal policy will become a negative for the economy in 

several key respects: 

 

 

Table Two 

Expected Long-Term Returns 

Compound Annual Rates of Return 

Next Five Years: 2021-2026 

Source: Veritas Economic Analysis LLC 

July 2021  
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▪ Fiscal Cliff: Economic growth could slow significantly in 2022 as the massive 

stimulus administered during 2021 runs its course. The economy could suffer 

from a so-called fiscal cliff, as expenditures weaken and as tax receipts 

increase rapidly.  

 

▪ Shrinking Budget Deficits: Rapid shrinkage in the federal budget deficit is 

positive in the very long term but generally undermines economic growth in the 

medium term. The budget deficits of roughly $3 trillion in fiscal years 2020 

and 2021 could decline sharply over the next several years. 

 

▪ Higher Taxes: The Biden administration is determined to increase taxes on 

corporations and wealthy individuals, another headwind for healthy growth. 

 

▪ Debt Burden: As a share of GDP, US government debt outstanding could reach 

105% during the current year, the highest level since World War Two. The 

combination of record debt levels and rising borrowing costs will result in a 

increased debt burden in coming years. 

 

▪ Interest Rates and Inflation: The most notable legacy of the fiscal policy 

excesses of the past two years will be a higher level of interest rates and 

inflation. 

 

Fiscal policy will transition from a major economic positive to a source of serious 

economic challenges over the next several years, with negative implications for 

financial markets. 

 

ASSET CLASS RETURNS 
 

The next five years are likely to be a mirror image of the past five years in terms of 

investment returns. For the five-year period ending June 30, annualized returns on 

the S&P 500 exceeded 17%, while annual returns on high-yield bonds and 

commodities were a respectable 7.5%. International stocks posted annualized total 

returns of 12%. Total returns on commercial property exceeded 6%. Virtually all 

asset classes exceeded the inflation rate of less than 2% over this period.  

However, the next five years are likely to be vastly different, with very low single-digit 

or negative returns in most asset classes.  

 

The Fixed-Income Market: The risk/reward ratio for bond investors is unambiguously 

negative. Over the next several years, the bond market will face a confluence of 

unfavorable trends that could result in negative rates of return: 

 

▪ Steadily rising inflationary pressures 

 

▪ A long-term period of policy normalization by the Federal Reserve, whereby 

interest rates are gradually restored to normal 
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▪ Large federal budget deficits and a growing national debt 

 

▪ More rapid growth in the debt of businesses, households, and governments 

 

Rising Bond Yields: The upshot is that interest rates are likely to be in a rising trend 

in coming years, exerting downward pressure on bond prices. My forecast assumes 

that the yield on the benchmark ten-year US Treasury bond will rise to 4% in 2026, 

triple the current market yield of 1.35%. Under these circumstances, the annual 

rate of return on government bonds is unlikely to exceed zero over this five-year 

period, while corporate bond returns are likely to be within a range of 1% to 2%.  

 

The US Equity Market: The long-term outlook for equity market returns is not 

encouraging, as both earnings and valuations could come under severe pressure as 

the next five years unfold. The current price of the S&P 500 Index of 4375 is 

comprised of 12-month EPS of $200 and a current P/E ratio of 22.  

 

▪ Expected Returns: My projection for total returns for large-cap equities is based 

upon my assumptions of EPS growth of 5% through mid-2026 and a terminal 

P/E ratio of 18.5, resulting in a terminal value for the S&P 500 of 4800 in 

June 2026. From current elevated levels, the compound annual appreciation in 

stock prices would be only 2%; including dividend income, the prospective 

total return for the S&P 500 through mid-2026 would be 3.5%. This would 

rank among the weakest five-year periods for equity market returns dating back 

to 1945, and well below the very long-term average of 10%. 

 

International Equity Markets: Conditions appear conducive for non-US stocks to 

outperform the S&P 500 over the next five years. International equities perform best 

during periods of strong synchronized global economic growth and expanding world 

trade. Earnings for international companies have lagged those of the S&P 500 but I 

expect a catch-up phase beginning later this year and in 2022. Valuations also favor 

non-US stocks.  

 

▪ Europe and Asia: Euro and emerging Asian equities are likely to perform best, 

while Japanese and UK equities are cheap and should generate respectable 

returns over this period. Eurozone GDP growth should exceed 4% in both 2021 

and 2022, while the UK economy could expand at close to a 5% rate in both 

years. European politics have stabilized and the risk of a breakup of the 

eurozone is the lowest in many years.   

 

▪ Attractive Valuations: P/E ratios are approximately 16x for eurozone, Japanese, 

and emerging Asian equity markets, comfortably below the P/E of 22x for the 

S&P 500 Index. The 3.5% dividend yield for UK stocks is among the highest 

within the developed world and more than double that of the US, while its P/E 

ratio of 14x is among the lowest.    
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Alternative Assets: Commodity prices are likely to stabilize within the next year as 

supply chains are restored to normal and new capacity is added in current shortage 

markets. Crude oil prices are likely to be a drag on the commodity complex as the 

global economy continues to gradually de-carbonize, and growth in world demand is 

unable to keep pace with growth in oil production. Commercial real estate returns 

are expected to lag historical averages, as major structural shifts in lifestyle 

regarding work-from-home, e-commerce, and business travel negatively impact the 

demand for commercial space.  
END 
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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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