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LONG-TERM INVESTMENT RETURNS 
 
by Robert F. DeLucia, CFA 

Consulting Economist 

 

Summary and Major Conclusions: 

 
▪ Investors should prepare 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. 

 

▪ The next five years is likely to witness a reversal of many of the established trends of the 

past ten years for many areas of the economy and financial markets. Investors should 

expect a permanently higher rate of price and wage inflation compared with the past 20 

years. 

 

▪ The next five years should also be characterized by a permanently higher level of interest 

rates compared with the past ten years; an upward shift in real wages relative to the past 

ten years; a gradual erosion in profit margins as wages rise faster than selling prices; and 

more modest equity valuations.  

 

▪ 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. 

 

▪ Virtually all asset classes are overvalued to a greater or lesser extent. The lesson of history 

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.   

 

▪ 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 weak returns was a starting point of 

overvaluation at each five-year period. The message for long-term investors is clear: The 

starting price level is crucial for prospective investment returns.  

 

▪ There are numerous powerful structural changes currently underway that will profoundly 

impact the economy and financial markets over the next five years. While some of these 

potential trends are positive for the economy, many are negative. 

 

▪ Demographic factors are negative for the labor market. Slow growth in the working-age 

population implies continued tightness in the labor market, suggesting that wage growth 

could remain elevated. Profit margins could be at risk if wages grow faster than selling 

prices.  

 

 

 

 

From a longer-term 

perspective, the equity 

market has entered a new 

phase of the investment 

cycle. While I expect 

positive rates of return from 

the equity market over the 

next year, the investment 

landscape is transitioning to 

a more volatile phase, with 

more modest equity 

portfolio returns in coming 

years. Higher interest rates 

and inflation imply lower 

valuations in comparison 

with the previous five years. 

From current levels, equity 

market returns are unlikely 

to exceed 3% annually 

through 2026.  
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▪ Passage of the $1.2 trillion Infrastructure Investment and Jobs Act last year will provide a 

meaningful boost to economic growth over the next five years. The primary beneficiaries 

will be the manufacturing and capital goods sectors. Improvements to infrastructure should 

also boost productivity.  

 

▪ A review of the history of national crises shows a tendency for the federal government to 

become more interventionist and to assume a bigger role in economic affairs. All else 

equal, big government is a negative for both economic growth and productivity.   

 

▪ The trend toward industry consolidation began in the 1990s but has gathered considerable 

momentum in recent years. Simply put, industry leaders are becoming even bigger, and 

enjoy large and growing market shares. The result could be higher inflation as these 

dominant firms exercise pricing power. 

 

▪ The supply-chain nightmare of the past year has been a wake-up call to corporate 

executives, who appear determined to place a higher priority on resilience and security and 

less emphasis on cost minimization. Future investments are likely to be located closer to 

end markets.  

 

▪ The outlook for fixed-income returns over the next five years is dismal in an environment of 

rising inflationary expectations and policy normalization by the Federal Reserve. Bond 

yields should continue to rise in a pattern of alternating waves of upward spikes and partial 

retracements of the previous increase.  

 

▪ The equilibrium market yields on five-year and ten-year US Treasury notes should be at 4% 

and 4.5%, respectively, up from 1.93% and 2.05% currently, respectively. Based upon 

these assumptions, the expected five-year annualized return on the benchmark  

ten-year Treasury would be a negative 2.5%. 

 

▪ Returns in the US equity market over the next five years are likely to be a small fraction of 

the 18.5% returns generated over the past five years. The investment landscape is 

transitioning to a less favorable phase, implying modest total returns on stocks in coming 

years. From current levels, equity market returns are unlikely to exceed 3% through 2026. 

 

▪ Equity market leadership is likely to shift away from technology and large-cap US growth 

stocks in favor of value stocks, economically sensitive stocks, small- and mid-cap stocks, 

and international equities, with an emphasis on equity markets in the eurozone. 

 

 

 

It can be useful for investors to take a step back from the routine emphasis on 

short-term investment performance and to contemplate a longer time horizon that 

extends well beyond the next year or two. Using a five-year time horizon, this 

week’s Economic Perspective provides a summary of potential long-term 

investment returns by asset class by exploring probable economic and policy trends 

that could unfold in future years.  
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MAJOR ECONOMIC TREND REVERSALS  

 

The next five years is likely to witness a reversal of many of the established trends 

of the past ten years for many areas of the economy and financial markets:   

 

▪ A permanently higher rate of inflation compared with the past 20 years  

▪ A permanently higher level of interest rates compared with the past ten years 

▪ An upward shift in real wages relative to the past ten years 

▪ A gradual erosion in profit margins as wages rise faster than selling prices 

▪ A decline in equity valuations consistent with higher bond yields 

▪ A budget deficit likely to exceed the 3.3% average of previous years 

 

CENTRAL INVESTMENT THEME  

 

Investors should prepare 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 factors, valuation 

could act as a powerful headwind: Virtually all asset classes are overvalued to a 

greater or lesser extent.   

 

HISTORICAL RETURNS 

 

An analysis of historical returns provides an important insight. The worst five-year 

period for stock investing was from 1999 to 2004, during which time the nominal 

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 worst five-year period for commodities was from 

2011 to 2015, when the SPGS Commodity Index suffered a peak-to-trough 

decline of 60%. 

 

Elevated Valuations: The common denominator for each of these three asset 

classes was the level of market valuations 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 and 

proceeded to double over the next five years. Finally, commodity prices were near 

all-time highs in 2011 before plunging 60% over the next five years.  

 

▪ Entry-Point Prices: The lesson is clear: The starting price level (or entry point) 

is a crucial factor in determining prospective investment returns. History 

clearly shows that expensive assets tend to generate subpar prospective 

returns when measured over many years. The converse is also true: The most 

lucrative investment returns occur from starting points of unusually depressed 

valuations.  
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Current Market Conditions: Despite its recent decline, the equity market is priced 

at a relatively high valuation. Market yields in the fixed-income market are up from 

early pandemic lows but are well below the average of the past 40 years. 

Commodity prices are approaching the highest levels in nearly ten years. The 

implication of these elevated valuations is that prospective returns in virtually all 

asset classes over the next five years could be disadvantaged, as valuations 

gradually return to more realistic equilibrium levels.   

 

 

 

     

  

  

Economic Variable 

Forecast  
Next Five Years 
2021-2026 (%) 

Actual Average 
Previous Ten Years 

2011-2021(%) 

US Real GDP  +2.2% +2.0% 

World GDP 3.3 3.3 

World Trade 3.0 4.5 

Emerging Markets Real GDP 3.8 4.8 

US Consumer Inflation 3.5 2.0 

US Corporate Earnings Per Share 4.5 7.8 

Dividends Per Share 3.5 8.5 

World Oil Prices ($ per barrel) 70.0 65.0 

Federal Funds Rate 3.0 0.8 

Ten-Year US Treasury Bond Yield  4.5 2.0 

Table One 

Key Long-Term Economic Assumptions 

Independent Economic Variables 

Next Five Years: 2021-2026 

Source: Veritas Economic Analysis LLC 

February 2022  
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LONG-TERM STRUCTURAL CHANGES 

 

There are numerous powerful structural changes currently underway that will 

profoundly impact the economy and financial markets over the next five years. 

While some of these potential trends are positive for the economy, many are 

negative. 

 

Shift in Bargaining Power: Demographic factors are negative for the labor market. 

Slow growth in the working-age population implies a continued shortage of workers 

relative to the demand for labor, suggesting that wage growth could remain 

elevated. Profit margins could be at risk if wages grow faster than selling prices.   

 

Automation: A combination of a tight labor market and rapidly rising wages should 

incentivize businesses to invest in labor-saving equipment and software, with 

favorable implications for productivity.  

 

Infrastructure Act: Passage of the $1.2 trillion Infrastructure Investment and Jobs 

Act last year will provide a meaningful boost to economic growth over the next five 

years. The primary beneficiaries will be the manufacturing and capital goods 

sectors. Improvements to infrastructure should also boost productivity. 

 

Big Government: A review of the history of national crises shows a tendency for the 

federal government to become more interventionist and to assume a bigger role in 

economic affairs. All else equal, big government is a negative for both economic 

growth and labor productivity.   

 

Chronic Budget Deficits: Currently at 10% of GDP, the federal budget deficit 

should steadily decline over the next five years as the economy returns to full 

employment. However, the deficit is likely to remain above the levels of the past 

decade. As a share of GDP, the average size of the budget deficit was 3.3% during 

the five years ending in 2019. A level closer to 5% seems more likely for the next 

five years.  

 

Shift to Green Energy: The shift to renewable energy sources is a positive long-term 

trend but could be negative in the medium term. Current energy conditions are a 

classic case of Catch-22: Green energy sources are unable to come onstream fast 

enough to address growing energy demand, while oil and gas production is 

constrained by the expectation of a structural shift to alternative energy. The result 

could be continued upward pressure on world oil prices until green energy sources 

reach a more advanced stage.   
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Supply-Chain Resilience: The supply-chain nightmare of the past year has been a 

wake-up call to corporate executives, who appear determined to place a higher 

priority on resilience and security and less emphasis on cost minimization. Future 

capital investments are likely to be located closer to end markets. This trend will 

reinforce the current capital spending boom in the US but result in somewhat 

lower gross operating margins.  

 

 

Asset Class Next Five Years 
2021-2026 (%) 

Previous Ten Years 
2011-2021 (%) 

Global Equities +5.5%   +13.3% 

US Large-Cap Equities 2.5 16.5 

US Small-Cap Equities 6.5 13.2 

International Equities 7.0 7.8 

Emerging Market Equities 7.5 5.8 

US Government Bonds (2.5) 1.9 

US Corporate Bonds 0.5 3.9 

US High-Yield Bonds 3.5 6.8 

Emerging Market Debt 4.0 6.2 

US Commercial Property 3.5 9.2 

Global Commodities  5.0 2.5 

US Treasury Bills 2.5 0.6 

US Consumer Inflation 3.5 2.0 

Table Two 

Expected Long-Term Returns 

Compound Annual Rates of Return 

Next Five Years: 2021-2026 

Source: Veritas Economic Analysis LLC 

February 2022  
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Industry Consolidation: The trend toward industry consolidation began in the 

1990s but has gathered considerable momentum in recent years. Simply put, 

industry leaders are becoming even more dominant, and enjoy large and growing 

market shares. The result could be higher inflation as firms in consolidating 

industries exercise pricing power. 

 

Medical Innovation: History shows that major public health crises are followed by a 

wave of innovation as a surge in research and development by both the private and 

public sectors results in major medical advances.  

 

Residential Construction: While higher mortgage rates could slow the growth in 

housing in the medium term, the long-term outlook for residential construction 

remains very positive. The housing bust during the decade ending in 2018 resulted 

in a cumulative shortage in excess of four million single-family homes. Builders 

will be working overtime in coming years to satisfy this acute shortage of homes. 

 

China’s Economic Slowdown: The Chinese economy faces formidable economic 

headwinds of a cyclical and structural nature, implying slowing growth over the 

next five years. Real GDP increased at a 4% annual rate in 2021, the slowest 

growth rate in decades. While output will likely rebound over the next two years, 

economic growth could slow to 4% by the middle of the decade. The implications 

would be negative for emerging market economies, Germany, and Japan, along 

with world commodity markets.   

 

Geopolitical Tensions: There seems little doubt that geopolitical tensions will 

remain elevated over the next several years. Russia, China, Iran, North Korea, and 

the Middle East could remain sources of anxiety for investors for the foreseeable 

future. While unlikely to permanently impact the investment landscape, periodic 

crises are likely to be the source of sudden and severe financial market volatility. 

 

THE FIXED-INCOME MARKET 

 

The outlook for fixed-income returns over the next five years is dismal in an 

environment of rising inflationary expectations and policy normalization by the 

Federal Reserve. Bonds have been in a bear market since August 2020, when the 

market yield on the ten-year US 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.  

 

I expect interest-rate normalization to be reached by 2024 or 2025, with the Fed’s 

main policy rate at 3%. Under these circumstances, the equilibrium market yields 

on five-year and ten-year US Treasury notes should be at 4% and 4.5%, 

respectively, up from 1.93% and 2.05%, respectively. Based upon these 

assumptions, the expected annualized five-year return on the benchmark ten-year 

Treasury would be a negative 2.5%. 
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THE EQUITY MARKET 

 

Returns in the US equity market over the next five years are likely to be a small 

fraction of the 18.5% return generated over the past five years. Slightly more than 

two-thirds of this total return of 18.5% can be attributed to earnings per share 

(EPS) growth; 22% resulted from rising valuations; and 12% was derived from 

dividend income. Current dividend income will likely constitute the primary source 

of total returns over the next five years.  

 

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

investment cycle. While I expect positive rates of return from the equity market 

over the next year, the investment landscape is transitioning to a more volatile 

phase, with equity portfolio returns more modest in coming years. From current 

levels, equity market returns are unlikely to exceed 3% annually through 2026. 

There are four powerful headwinds to equity market performance over the next  

five years: 

 

▪ Maturation of the current business expansion implies slower earnings growth 

over the next several years. 

 

▪ Higher interest rates and inflation imply lower valuations in comparison with 

the previous five years. 

 

▪ Global central bank policy is almost certain to be less accommodative than 

during the past several years. 

 

▪ Government fiscal policy will likely be far less supportive of economic growth. 

 

Stock Selection: Corporate earnings will replace excess liquidity as the primary 

driver of stocks, 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.  

Cross-correlations among individual stocks within the major averages will likely be 

lower than in previous years. Finally, investors are likely to pay much closer 

attention to valuation than was the case during the past several years.  

 

Equity Leadership Shift: Value managers and international stocks should generate 

higher returns relative to those of the S&P 500 Index. The technology sector is 

likely to lag the overall market in an environment of higher interest rates and 

inflation. The eurozone equity market looks especially attractive and should 

outperform the global benchmark. Small- and mid-cap stocks are oversold and 

should also outperform the S&P 500 Index.  
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Global Equities: Eurozone, Japanese, and emerging market equities should 

outperform the global benchmark over the next five years. Prospects for eurozone 

equities are especially positive. Long-term structural conditions within the euro 

area economy have improved enormously over the past decade, and economic 

growth prospects are encouraging.  

 

▪ Relative Valuations: Eurozone earnings are at the highest level in a decade, 

while banking sector finances have improved massively over the same period. 

Valuations compare favorably with those of the US: The eurozone price-to-

earnings (P/E) ratio is 16x, well below the 21x for the S&P 500. P/E ratios in 

Japan and the Emerging Markets Index are also attractive, at 14x and 12x, 

respectively. 
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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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