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Capital Market 
Returns

“The investor’s chief problem-and even 
his worst enemy-is likely to be himself”

—Benjamin Graham
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More Than You Want to Know  
About Investment Returns
“The investor’s chief problem-and even his worst enemy-is likely  
to be himself” —Benjamin Graham

Ben Graham’s statement is supported by many studies including one by Morningstar in which 
that Company found that the average investor in mutual funds and ETFs underperformed 
the funds themselves by 1.67% per annum over a ten year period. This gap is attributable 
to a strong tendency on the part of investors to buy after the market has risen and engage 
in panic selling near the bottom. By the way, that deficit in return results in having about 
15% less money at the end of ten years! There is an entire field known as Behavioral Finance 
that describes the influence of human psychology on investment decision making and 
market outcomes. So, how does one overcome the potentially destructive impact of human 
emotions and biases? One answer is knowledge; in 1597, Sir Francis Bacon made the simple 
but powerful statement that “Knowledge itself is Power.” More recently, successful investor 
Howard Marks said that “You can’t predict, but you can prepare.”

We develop recommended portfolios on the basis of expected future returns which are 
constructed using a combination of internal analysis, judgement, and input from several 
outside organizations. However, future returns are obviously subject to debate so a good 
way to provide some initial education is to simply focus on historical data. Of course, the 
future could well be different, and knowledge of what can happen in markets does not 
automatically prevent either excessive optimism or panic. Nevertheless, a strong grounding 
in capital market history should contribute to emotional stability as it relates to your 
finances. Trigger warning-the volume of data in this paper may well give you a headache!!
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THE BASICS
Returns are multidimensional which requires that we peel back a number of layers of the 
onion. Let’s begin by looking at compound annual returns for the most common asset 
categories. The convention in the financial world is to focus on total return which consists 
of both current income and annual appreciation or depreciation. This data was provided 
by NYU’s Stern School of Business and it covers a period of 96 years. These numbers are 
nominal (not adjusted for inflation) and do not take into account taxes or transaction costs.

These are very appealing returns which reminds us that those with patience and longer 
time horizons can be relatively confident of achieving reasonable investment objectives. 
While cash and bonds tend to fluctuate within a moderate band, equity outcomes differ 
significantly from the average more often than not. In fact, returns were more than 10% 
greater or less than the average in 61 of the 96 years, or 64% of the time. (The blue dots 
outside of the band created by the red lines) This graph also highlights the fact that equity 
returns vary a great deal from year-to-year.

COMPOUND TOTAL RETURNS (1928-2023)

U.S. Stocks 9.80%

US Treasury Bills 3.30%

US Treasury Bonds 4.57%

Corporate Bonds 6.68%

Inflation 3.1%

ANNUAL STOCK RETURNS (1928-2023)
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Therefore, in addition to knowledge of average returns, we need to spend a lot of time on 
the range and pattern of returns.

Treasury Bill returns have been tightly clustered around the average of 3.3% with the 
exception of three periods. Returns were under 1% through the Great Depression as well 
as in the post Great Financial Crisis era of 2009 to 2021. At the other extreme, they reached 
an annual rate of 14% during the bout of high inflation and its aftermath which lasted 
from 1978 to the early 1990’s. T-Bills have never provided a negative return.

The next graph shows annual returns on U. S Treasury Bonds. As compared to stocks, bond 
returns are more tightly clustered around the average (the black line) although they have 
been subject to greater fluctuation since the 1970’s.

After a long period of modest returns, bonds offered unusually high returns in the 1980’s 
and 1990’s as interest rates declined from record levels. One point of interest is that the 
worst return for the entire period occurred in 2022 at -17.8%.

US TREASURY BOND RETURNS
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A DEEPER DIVE INTO STOCK RETURNS
One way to grasp the pattern of historical stock returns is to review a histogram which 
displays the frequency of returns within a given range. As just two examples, note in 
the following graphic that there were eight years in which the return fell between -10% 
and -5% and 12 years in which it fell between 15% and 20%. A couple of interesting 
characteristics stand out. First, severe annual losses are fairly rare as demonstrated by the 
fact that were only 12 years with declines of 10% or greater. Moreover, negative annual 
returns occurred in only 26 of the 96 years or 27% of the time. However, this points to 
an important lesson which is that we should reasonably expect annual losses on stocks 
around 25% to 30% of the time. Jack Bogle, the Founder of Vanguard, said “If you have 
trouble imagining a 20% loss in the stock market, you shouldn’t be in stocks.” Second, 
very strong returns are quite common in that were 47 years with returns in excess of 15%.

While this picture is comforting, the stock market still has the ability to generate a panic 
attack over shorter periods of time.

In the following graphic, the solid black bars represent the return for each calendar year 
whereas the red dots and associated percentages show the largest peak-to-trough decline 
during that year. Notice that there are temporary declines in most years including those 
that end up enjoying attractive returns. The fact that most end up in positive territory 
demonstrates the destructive impact of reacting to interim fluctuations.

HISTOGRAM OF ANNUAL STOCK RETURNS
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Calendar year returns do not tell the entire story in that bull and bear markets generally 
encompass a number of years. Therefore, we need to evaluate the duration and extent of 
market cycles. The following chart, which was provided by Visual Capitalist, contains some 
very interesting insights. First, bear markets last about 11 months on average whereas bull 
markets enjoy average duration of 51 months. Second, bear markets are typically less severe 
than bull periods are strong. As indicated, the average cumulative loss in bear markets is 
34.2% as compared to the whopping gain of 151.6% in bull periods. Another interesting 
statistic that is not shown on the chart is that an average of 19 months is required to recover 
from a bear market. Anyone with patience and a longer time horizon should be able to 
tolerate a period of this length without too much indigestion.

S&P INTRA-YEAR DECLINES VS. CALENDAR YEAR RETURNS 
Despite average intra-year drops of 14.2%, annual returns were positive in 33 of 44 years
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About 40% of the world’s aggregate stock market value is found outside of the U.S. so we 
should also have some understanding of the behavior of these markets. We only have returns 
dating back to 1970 because it was very difficult for U.S. investors to participate in other 
markets prior to that time. During this 54 year period, Non-U.S. stocks provided a compound 
annual return of 8.1% as compared to 10.3% for their U.S. counterparts. Non-U.S. stocks are 
about 25% more volatile than the S&P 500 and they experienced losses in 16 of the 54 years 
as compared to 11 for the S&P 500 during the same period. The worst case calendar year loss 
for Non-U.S. stocks was 43.3% as compared to 36.6% for our market. Based on these figures, 
one might ask why investors include Non-U.S. stocks in their portfolios. The first answer is 
that they provide a very important diversification benefit which dampens volatility. Second, 
there have been five multi-year periods when Non- U.S. stocks significantly outperformed 
which means that their inclusion in a portfolio enhanced overall returns. Finally, while Non-
U.S. markets in aggregate have underperformed, there are a number of individual companies 
around the world that provide a portfolio manager with exciting growth opportunities.
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Some interim conclusions are:

•	 Overall, historical returns have been quite compelling.

•	 Stock returns vary considerably from the long term average in any given year; 
this should be neither a surprise nor concern.

•	 Treasury Bill or money market returns generally fall within a tight range.

•	 Bond returns fluctuate in a range that is a good bit tighter than stocks. Bonds 
do experience losses about 20% of the time but they are generally mild.

•	 Intra-year stock market declines are very common, even in years that enjoy 
attractive returns.

•	 Bear markets are typically short and mild as compared to bull markets, and 
bear market losses are generally recovered in less than two years.

•	 International stock returns have trailed U.S. markets but these stocks provide 
a diversification benefit and offer the opportunity to capture areas of the 
world that enjoy very strong economic growth.

One might ask why investors include non-U.S. stocks in their portfolios. 
First, they provide a very important diversification benefit which dampens 
volatility. Second, there have been five multi-year periods when non-U.S. 
stocks significantly outperformed which means that their inclusion in a 
portfolio enhanced overall returns.
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SIMPLE PORTFOLIOS
As exemplified by our name, we are strong believers in diversified portfolios. Given the 
roughly 4% difference between the compound return on stocks and a blend of Corporate 
and Treasury Bonds, it is obvious that the classic 60% stock/ 40% bond portfolio would 
have lagged the pure equity portfolio over the 96 year period. However, the difference in 
risk is significant. Whereas equities suffered losses in 26 of the 96 years, the simple balanced 
portfolio only experienced a negative return in 21 years. More important, the maximum 
annual loss on the balanced portfolio was 29% as compared to 43.8% for equities. Using 
standard deviation which is the most commonly quoted measure of risk, the balanced 
portfolio was 36% less volatile. One interesting side note is that our firm’s forecast for the 
next 7 to 10 years is for bond returns of a little over 4% and broad U.S. equity returns of about 
5.5%. Therefore, the sacrifice in return on a balanced portfolio in comparison to a pure equity 
fund may be fairly modest going forward and more than offset by the decrease in risk.

ALTERNATIVES
One way to potentially increase returns and further reduce risk in a balanced portfolio 
is to include allocations to so called “Alternative Assets.” A full discussion of alternative 
asset categories would require a tome, so what follows is a brief summary and some 
commentary. I was tempted not to include historical data because many of these data 
series are problematic requiring a number of caveats. For example, real estate returns are 
based on periodic property appraisals so they understate volatility in returns as well as 
correlation with equities. Second, the Hedge Fund category incorporates a huge number 
of strategies that actually behave very differently. We are very selective in this category 
focusing on strategies with near zero correlation to stocks and bonds as compared to the 
relatively high correlation with stocks shown in the table. (.83) Finally, the Commodity 
Indices are heavily weighted toward energy so they may not reflect the performance of any 
given individual commodity. The key message is that you should not view this data as the 
gospel but rather a crude indication of the performance of these asset classes.

ASSET PERIOD 
COVERED

ANNUAL 
RETURN

STANDARD 
DEVIATION

MAX 
RETURN

MIN 
RETURN

LOSS 
YEARS

CORRELATION WITH 
S&P 500/BONDS

Gold 1928-2023 6.6% 20.8% 126.6% -32.6% 34 of 96 -0.07 -0.01

Real Estate 1978-2023 8.6% 7.7% 21.2% -16.9% 5 of 46 0.10 -0.01

Hedge Funds 2005-2023 5.3% 8.5% 18.9% -18.9% 4 of 19 0.83 -0.30

Private Equity 1979-2023 16.6% 20.2% 99.3% -23.5% 4 of 43 0.52 -0.10

Commodities 1971-2023 6.6% 25.1% 74.9% -46.5% 17 of 53 -0.04 -0.21
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There certainly is a lot of information here and it probably appears to be gobbledygook 
unless you are accustomed to analyzing this type of data. Therefore, I will tease out the 
key conclusions regarding the role of these asset classes in a portfolio.

•	 With correlations close to zero or even negative versus both stocks and bonds, 
gold, real estate, and commodities do provide a diversification benefit.

•	 While not shown here, these three asset classes are moderately correlated 
with inflation. U.S. Treasury Inflation Protected Bonds represent a purer 
inflation hedge but are likely to generate lower returns.

•	 Both gold and commodities are very volatile which requires those who 
include them in portfolios to work hard at avoiding either jubilation or panic 
in response to their fluctuations.

•	 While we find many real estate strategies attractive, it is important to 
emphasize a point previously made that volatility and correlation with stocks 
are understated because property values are only adjusted periodically.

•	 While quite volatile, private equity may provide the best opportunity to 
significantly enhance overall portfolio returns.

•	 Hedge fund strategies vary widely. Those we select generally provide bond-
like returns with a significant diversification benefit.

One way to potentially increase returns and further reduce risk in a  
balanced portfolio is to include allocations to so called “Alternative Assets.”
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DIVERSIFIED PORTFOLIOS
Assuming I haven’t lost you by now, the real question is: What does all of this mean for 
me? Let’s take a reasonably conventional portfolio asset mix and combine it with return 
assumptions to provide a sense of how a fairly diversified portfolio might be expected to 
behave over time should historical relationships prevail. Of course, we know that the future 
will not exactly mirror the past but this kind of analysis represents a good starting point.

I excluded commodities and gold because of their volatility and moderately overweighted 
U.S. stocks because of what is known as “home country” bias which reflects the fact that 
most people prefer stocks listed in their own country. This portfolio is actually somewhat 
similar to the one that we currently recommend for people in the middle of the risk 
spectrum. I have simply extrapolated historical returns with the full knowledge that returns 
over the next ten years or so could well be lower because we are starting from valuations 
that are high by historical standards. Once again, we actually build portfolios using our 
forecasts of future returns but this exercise is designed to be purely educational and it 
avoids the debate as to the quality of our crystal ball. It does provide at least a crude sense 
of possible portfolio returns, knowledge of which should hopefully contribute to mental and 
emotional stability. One additional caveat is that this paper assumes market returns in each 
asset class; active management could either enhance or detract from actual results.

CATEGORY PERCENT OF PORTFOLIO

U.S. Stocks 30%

Non-U.S. Stocks 13%

Bonds 32%

Cash 2%

Real Estate 7%

Private Equity 9%

Hedge Funds 7%

Total Portfolio 100%
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This portfolio might be expected to generate an annual return of about 8% which is 
entirely consistent with actual historical experience on balanced portfolios and should 
be sufficient to accomplish most investment objectives. What about the downside? This 
portfolio could be expected to have a negative return in about 23 years out of 100 and a 
loss of 10% in five years out of each century. It’s worst case loss, which is defined as one 
in 100 years, is about 25%. Once again, these statistics are based on historical data and 
there is always the opportunity for a surprise. This information is graphically presented in 
the following histogram which depicts the number of years in every one hundred in which 
each bucket of returns should occur.

BENEDICTION
This admittedly is a “techie” paper, but I believe an investor will be more likely to stay the 
course with an investment program if she understands:

•	 The range of possible outcomes in any given year, both for individual asset 
categories and the entire portfolio.

•	 The fact that stocks and portfolios experience temporary declines in almost 
every year that are generally recovered by year end.

•	 That bear markets are generally short and losses are typically overcome in 
less than two years.

•	 That the focus should be on the entire portfolio because individual 
components will behave differently and may be quite volatile.

Famed investor Peter Lynch said “You get recessions, you have stock market declines. If 
you don’t understand that’s going to happen, then you’re not ready, you won’t do well in 
the markets.” You are now ready! 

PROJECTED PORTFOLIO RETURNS
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Important Notes and Disclosures

This White Paper is being made available for educational 
purposes only and should not be used for any other 
purpose. Certain information contained herein concerning 
economic trends and performance is based on or derived 
from information provided by independent third-party 
sources. Diversified Trust Company, Inc. believes that the 
sources from which such information has been obtained are 
reliable; however, it cannot guarantee the accuracy of such 
information and has not independently verified the accuracy 
or completeness of such information or the assumptions on 
which such information is based.
Opinions expressed in these materials are current only as of 
the date appearing herein and are subject to change without 
notice. The information herein is presented for illustration 
and discussion purposes only and is not intended to be, nor 
should it be construed as, investment advice or an offer to 
sell, or a solicitation of an offer to buy securities of any type 
of description. Nothing in these materials is intended to 
be tax or legal advice, and clients are urged to consult with 
their own legal advisors in this regard.
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CHARLESTON
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MEMPHIS
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NASHVILLE
877.386.7332


