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Summary and Major Conclusions: 

 
▪ There is accumulating evidence that the US economy could be at the early stage of a new 

inflation cycle. As measured by the Consumer Price Index (CPI), core consumer inflation has 

nearly tripled in the past three months, from a low of 1.3% in February to 4.5% in May. 

 

▪ An analysis of underlying economic and policy trends strongly suggests that the fundamental 

conditions that typically precede a sustained outbreak of inflation have begun to materialize. 

Most notably, monetary and fiscal policy conditions — the two primary drivers of long-term 

inflation — have been highly inflationary over the past 18 months. 

 

▪ The key question for investors is the extent to which high and rising inflation is a relevant 

consideration for asset allocation. Based upon traditional finance theory, the answer is a 

resounding yes. An analysis of returns during previous periods of steadily rising inflation 

confirms the powerful influence of inflation on financial asset returns. 

 

▪ As a start, one must differentiate between income-producing assets — such as stocks, bonds, 

commercial real estate, and farmland — and tangible assets, such as commodities, precious 

metals, artwork, and raw land. 

 

▪ The impact of inflation on financial markets is based upon a fundamental principle of finance 

theory, which postulates that the present value of an asset is equal to the future stream of 

income generated by that asset in perpetuity, discounted by an appropriate capitalization rate. 

 

▪ The specific discount rate for any income-producing asset is based upon the general level of 

interest rates, adjusted for a risk premium. Interest rates are highly sensitive to changes in the 

current and expected rate of inflation. 

 

▪ Returns on income-producing assets generally suffer from rising inflation in the short and 

medium terms because the present value of future income is discounted more heavily in the 

context of rising interest rates. 

 

▪ Conversely, there is a strong positive correlation between inflation and most tangible assets. 

There is a very strong negative correlation between changes in inflation and changes in fixed-

income market returns.  

 

▪ Previous periods of high and rising inflation are extremely useful in observing asset class 

returns. The period from the mid-1960s through the early 1980s was the worst inflationary 

episode of the past century and provides context for analyzing real investment returns. 

 

▪ An analysis of asset class returns during this period of hyperinflation is revealing but not 

surprising. Various tangible assets performed best, followed by common stocks, while the fixed-

income market was by far the worst-performing asset class.  

 

 

 

 

 

Rising inflationary 

expectations should trigger 

an increase in interest 

rates and a new monetary 

tightening cycle, all of 

which would raise the 

discount rate and reduce 

the present value of future 

income streams on long-

term financial assets. 

Inflation-adjusted equity 

market returns could 

remain depressed for 

several years until inflation 

is in decline and monetary 

conditions begin to 

improve, marking the onset 

of a new cyclical bull 

market. Bonds should be 

the worst-performing asset 

class, while tangible assets 

and inflation-indexed 

bonds should generate the 

best returns. 
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▪ From 1976 through 1980, the average inflation rate was 10.3%. Gold (+42%), crude oil 

(+30%), and commodities (+13.5%) were the best-performing asset classes. Common stocks 

(+10.5%), residential property (+10%), and US Treasury Bills (+9%) proved to be satisfactory 

hedges against inflation, while government bond returns were a negative 2%. 

 

▪ The fixed-income market performed poorly during all previous periods of accelerating inflation. 

Bonds differ from equities in that the former promise to repay investors in historical dollars with 

regularly scheduled fixed payments, rather than cash payments (dividends) that are in effect 

indexed to inflation.  

 

▪ In addition to generating income that is indexed to inflation, stocks also provide investors with 

a claim on the real assets of the underlying corporation — including machinery, factories, land, 

software, patents, and intellectual property.  

 

▪ Each of these assets has one thing in common: Their intrinsic values increase over time along 

with inflation. Therefore, it makes sense that with the normal passage of time the market price 

of common stocks should reflect these higher values that result from inflation.  

 

▪ My forecast assumes that inflation will trend higher over the next several years, reaching a 

cyclical peak of 5% in 2024 or 2025. Stock and bond investors should be prepared for subpar 

rates of return over the next three years. Tangible assets such as commodities and inflation-

indexed bonds should perform best. 

 

▪ However, this sequence of events is unlikely to commence until later next year and in 2023, 

assuming current inflationary pressures prove transitory and Federal Reserve policy remains 

highly accommodative, as I expect. 

 

 

The rate of inflation is arguably the most important economic factor in building a 

model to optimize long-term investment returns. Following a protracted period of 

high and rising inflation in the 1970s and 1980s, the rate of inflation was 

extremely stable during the 25 years ending in 2020, with an average annual rate 

of 2.2%. The compound annual rate of return on the S&P 500 Index over this 

period was 9.5%, more than 7% above the inflation rate.   

 

However, the COVID-19 pandemic and massive government policy response have 

raised the risks of a sustained rise in inflation, with crucial implications for future 

rates of return in all asset classes. This week’s Economic Perspective explores the 

potential risks to financial markets emanating from a new inflation cycle, along 

with implications for all asset classes.   

 

BASIC FINANCE THEORY 

 

The relationship between rates of return on long-term financial assets and inflation 

can be best understood using one of the most basic principles of finance theory, 

which postulates that the present value of an income-producing asset is equal to 

the future stream of income generated by that asset in perpetuity. This cumulative 

future income stream is then discounted back to the present using an appropriate 

capitalization rate. The specific discount rate for any asset is based upon the 

general level of interest rates, adjusted for a suitable risk premium. 
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The Role of Interest Rates: It should be intuitively clear that asset values are highly 

sensitive to fluctuations in market interest rates. All else equal, falling interest 

rates result in an increase in the present value of future cash flows, and therefore 

the present value of an asset. Conversely, rising interest rates reduce current asset 

values, i.e., future income streams are “discounted” more heavily consistent with a 

higher level of interest rates.  

 
▪ Inflation and Interest Rates: Investor expectations regarding future inflation 

are a major contributor to changes in interest rates. This leads to the principle 

that changes in stock prices are negatively correlated with changes in market 

interest rates, which in turn are greatly influenced by inflation. Consequently, 

the basic conclusion is that inflation and stock prices are also negatively 

correlated. 

 
 

THE LESSONS OF HISTORY 

 
The Seven Percent Rule: An analysis of financial markets over very long periods 

shows that total returns on common stocks have exceeded inflation annually by 

nearly 7%. Over the past 75 years, the compound annual return on the S&P 500 

Index of 11% has exceeded the average inflation rate of 3.7% by 7%. Market data 

since 1802 show that the 10% return on stocks surpassed the inflation rate of 3% 

by seven percentage points per year.  

 
▪ Enhanced Purchasing Power: This means that investor wealth, as measured in 

terms of purchasing power, has doubled on average every ten years in the 

stock market over the past two centuries. By comparison, the compound 

annual return of 3.5% on government bonds after adjustment for inflation 

means that a doubling in wealth for bond investors requires 20 years of 

ownership.   

 
Periods of High Inflation: Previous periods of high and rising inflation provide a 

valuable frame of reference to observe relative returns across asset classes. The 

period from the mid-1960s through the early 1980s was the worst inflationary 

episode of the past century and provides context for analyzing real investment 

returns. The rate of inflation rose from 2% in 1965 to 6.5% in 1970 and to 

11.5% in 1975. Following several years of a temporary recession-induced decline, 

inflation then rose from 6% in 1976 to 14% in 1980. 
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▪ Tangible Assets: An analysis of asset class returns during this period of 

hyperinflation is revealing, although not surprising. Various tangible assets 

performed best, followed by common stocks, while bonds were by far the 

worst-performing asset class. Using the sub-period of 1976 through 1980 — 

when the inflation rate was at its highest — gold (+42%), silver (+37%), and 

crude oil (+30%) were the best-performing asset classes.  

 

▪ Income-Producing Assets: Large-cap stocks (+10.5%), residential property 

(+10%), and Treasury bills (+9%) proved to be satisfactory hedges against 

inflation, which averaged 10.3% from 1976 through 1980. Annual returns on 

long-term government bonds were a negative 2%. [The outsized returns on 

both crude oil, gold, and silver were somewhat exaggerated by several unique 

circumstances at that time.]  

 

▪ Equity Market Segments: Within the equity market, certain patterns were 

evident.  Value stocks outperformed growth stocks, while small-capitalization 

stocks (+12%) outperformed large-cap stocks. Across industry sectors, cyclical 

stocks performed best, including energy (+18%), chemicals (+17%), and 

machinery (+16.5%). The worst performers were classic growth stocks such as 

technology (+6.5%) and consumer staples (+8%) along with bond substitutes 

such as utilities (+3.5%). All data are in the form of annualized total returns.  

  

COMMON STOCKS AS AN INFLATION HEDGE 

 

Using these historical data, are there noteworthy conclusions regarding the 

effectiveness of common stocks as an inflation hedge? There are several notable 

conclusions:  

 
1. In the short term — when inflation is in an accelerating trend — the equity 

market performs poorly, generally declining in both nominal and inflation-

adjusted terms. A combination of rising inflation and monetary restraint leads 

to a decline in both valuations and earnings — the former because of higher 

interest rates and the latter because of an increased risk of recession.  

 

2. In the medium term, common stock returns tend to closely match the inflation 

rate during periods of high and rising inflation. Historically, the inflation-
adjusted return on common stocks during inflationary periods has 

approximated zero. This compares with average inflation-adjusted total returns 
of 7% on common stocks over the past 100 years.  

 

3. The good news for stock investors is that these adverse inflationary effects are 

temporary, as stocks rapidly reverse course once inflation reaches a peak and 

begins a sustained decline. Fundamentally, a trend reversal in inflation 

triggers a massive catch-up phase whereby equity prices recover all the real 

losses incurred during the period of rising inflation.  
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4. The explanation for this systematic equity market recovery is straightforward: 

At some point, the Fed will be successful in conquering inflation and will then 

begin to ease monetary policy in order to restore the economy to its normal 

growth path. Investor expectations of lower interest rates and inflation along 

with an improving outlook for corporate earnings trigger a new bull market in 

stocks. 

 
This sequence of events can be better understood with the benefit of history. The 

following analysis uses a longer timeframe that includes periods of inflation and 

disinflation. 

 
▪ Hyperinflation and Disinflation: The 30 years from 1967 through 1997 can be 

divided into two discrete 15-year periods: (1) A period of accelerating inflation 

(reflation) from 1967 through 1982; and (2) A period of declining inflation 

(disinflation) from 1982 through 1997. Specifically, inflation rose from 2.5% 

in 1967 to 12.5% in 1982, followed by a dramatic decline to 6% in 1990 

and to 2% in 1997.  
 

▪ New Bull Market: During the 1967-82 inflationary period, the annualized 

nominal total return on the S&P 500 Index of 6.1% was slightly less than the 

average inflation rate of 7.5% over this 15-year period. However, the 

subsequent period of declining inflation and interest rates provided the 
catalyst for a new equity bull market and one of the best periods for stock 
investing since 1945. The annualized total return on the S&P 500 Index from 

1982 to 1997 was 17.5% — a tenfold increase in market value — and well 

above the average 3.5% inflation rate over this same period.  

 

▪ Inflation-Adjusted Return: During the entire 30-year span from 1967 through 

1997 — a period incorporating both hyperinflation and steady disinflation — 

the US equity market generated a total return of 12.2%, well above the 

average inflation rate of 5.3%. The average annual inflation-adjusted return 

over this entire 30-year period was 7%, almost identical to the very long-term 

average real return on commons stocks.   

 
Claims on Real Assets: How can investors make sense of these historical data? The 

unique properties of common stocks explain why the equity market is an effective 

inflation hedge in the long term. Common stocks provide investors with a claim on 
the underlying real assets of corporations — including machinery, factories, land, 

inventories, computer software, and telecommunication networks. Stocks also 

provide claims on other intangible assets such as patents and trademarks, 

intellectual property, brand loyalty, and distribution channels.  
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▪ Inflation Hedges: Each of these corporate assets has one thing in common: 

Their values increase over time along with inflation. Therefore, it makes sense 

that with the normal passage of time the market price of common stocks 

should eventually catch up and reflect the higher intrinsic values that result 

from inflation.  
 

Earnings and Dividends: In addition to asset values, company earnings, cash flow, 

and dividends also systematically adjust higher along with rising inflation. 

Corporate equities differ from bonds in that bonds promise to repay investors in 

historical dollars, with periodic fixed payments until maturity — rather than current 

dollars that increase along with rising inflation. Similar to corporate assets, 

company earnings and dividends are in effect “repriced” on a one-for-one basis as 

consumer prices move higher.   
 

Lagged Effect: Why is it that stock prices do not immediately reflect the inflated 

values of the underlying assets of businesses at the onset of a new inflation cycle? 

The answer pertains to timing differences in how markets react to economic and 

policy developments. The initial impact of rising inflation on the equity market 

includes rising interest rates, a shift in monetary policy toward restraint, and 

expectations for falling earnings that would result from a weakening economy. 

However, once these negative forces have run their course and begin to unwind, 

stock prices reflect the unique underlying properties of companies.   

 
INVESTMENT OUTLOOK 

 

My forecast assumes that inflation will trend higher over the next several years, 

reaching a cyclical peak of 5% in 2024 or 2025. On the basis of both theory and 

historical precedent, stock and bond investors should be prepared for subpar rates 

of return over the next several years. On a sub-asset-class basis, economically 

sensitive stocks and inflation-indexed bonds should perform best. 

 

Rising inflationary expectations should trigger an increase in interest rates and a 

new monetary tightening cycle, all of which would raise the discount rate and 

reduce the present value of future income streams. Inflation-adjusted equity 

market returns could remain depressed for several years until inflation is in decline 

and monetary conditions begin to improve. Bonds should be the worst-performing 

asset class, while tangible assets and inflation-indexed bonds should generate the 

best returns. 

 

This sequence of events is unlikely to commence until later next year and 

continuing in 2023, assuming current cost-push inflationary pressures prove to be 

transitory and Federal Reserve policy remains highly accommodative, as I expect. 

Under this scenario, the equity market could remain in a modestly upward trend 

over the next 9 to 12 months but could stumble once inflation begins to 

accelerate.      
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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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