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Introduction 
Following a strong year for benchmark indices in 2021, we think speculation and inflation are two key narratives, 
amongst many, that may impact markets in 2022. Prof. Shiller views the current environment as being somewhat like 
the Roaring Twenties in which, on the tail end of the 1918-1919 Spanish Influenza pandemic, there were frenetic 
celebrations, spending sprees, and a “carnival of extravagance unheard of in history” – and yet ultimately, a U.S. stock 
market priced at its lowest level in history by December 1920. 

The stock market during most of the Roaring Twenties was the biggest bull stock market in US history when you factor 
in inflation. Prof. Shiller calculates that the real total return for the Standard & Poor’s Composite Index (an S&P 500 
predecessor), including dividends, from September 1919 to September 1929, averaged 20% a year. That implies a 
sixfold increase in real value over the decade. At the end, however, the index dropped 77% from September 1929 to 
June 1932.

Today, the annualized returns for the S&P Price Return Index are 14% over the last decade. Not as spectacular but 
certainly solid, and we are seeing strong parallels between the Roaring Twenties and the environment today. In the 
1920s there was a sharp rise in trades by inexperienced retail investors, a surge in technological innovation and new 
mass media. The world entered homes electronically with radio, giving people an immediate sense of the possibility 
of new technologies and access to a global narrative about financial success. This is not dissimilar today as we gingerly 
enter a post-COVID world filled with latest technologies such as crypto coins, artificial intelligence, NFTs and the 
metaverse. 

But there are differences. First, we have examined the returns for bitcoin versus other traditional asset classes such as 
stocks, bonds, and gold. Speculation is certainly more rife in crypto coins than other asset classes. Another key factor 
is that interest rates are very low. We have done some work on the relative attractiveness of equities versus bonds – in 
short, equities are more attractive than bonds and it is the reason why we are constructive on equities. That said, we do 
detect areas of speculation in US equities (SPACs) and prefer value-orientated stocks in the US, Europe and Japan. For 
long-term investors, we think value investing can assist in identifying pockets of relatively cheap stocks or sectors.

Inflation is a narrative that is picking up. As we write this in early January, annual inflation has hit 7% and appears not 
to be “transitory.” While the path of inflation is highly uncertain, we do think the central banks will raise interest rates if 
inflation remains persistently high. In recent years, central banks have earned and garnered great respect. Statements 
such as Mario Draghi’s “whatever it takes to preserve the Euro” comment during the 2010-12 crisis can send shockwaves 
through the markets quickly. We believe the central banks will not risk losing their hard-earned credibility easily by 
letting inflation persist over the long term.

Most of us remember when Paul Volcker pushed rates up in the 1980s and became known as the person who turned 
the inflation tide. No central bank governors would want to leave a legacy of being the Arthur Burns of the day! (Arthur 
Burns was the Fed Governor before Paul Volcker and was ridiculed for not raising rates sooner.) With the potential risks 
of rising inflation and higher interest rates, we reiterate our preference for equities over bonds. 

With the current backdrop in mind, we update our long-term 10-year annualized forecast for equity benchmarks in the 
US, Europe and Japan. We use the CAPE ratio1 as the basis for our long-term forecasts; the CAPE is a long-term market 
valuation metric that averages 10 years of inflation-adjusted earnings. Averaging earnings over 10 years smooths out 
year-to-year fluctuations and provides an earnings estimate that should be, for most companies, a better measure of 
long-term fundamental value. 

1 The CAPE ratio was developed by Robert Shiller and John Campbell in the late 1980s for forecasting 10-year equity market returns. John Y. Campbell and  
  Robert J. Shiller, “Stock Prices, Earnings and Expected Dividends,” Journal of Finance, 43:3, 661-76, July 1988. 
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A Note About Forecasting 
These are long-term forecasts with a horizon of 10 years. These forecasts are intended to provide a framework and 
guide investors around strategic equity allocations. They are not intended for those seeking to time markets or obtain 
short- to medium-term forecasts, as short-term forecasts are unreliable. The forecasts are presented as nominal total 
annualized returns in local currencies and are presented as a guide only. The forecasts make no attempt to judge the 
impact of one-of-a-kind transient factors like COVID-19, political changes or monetary policy changes, not because 
these are not potentially important, but because we are not able to quantify them without guesswork.

Q1 2022 Review  
The CAPE ratio in the US is 39.6, which is one of the highest recorded values, rising from 37.2. The CAPE ratio for 
Europe is 24.3 (23.5 last quarter). In Japan2, the CAPE ratio is 23.3 (24.4 last quarter). In contrast, the CAPE ratio showed 
its lowest value ever, 4.8, in December 1920, just before the Roaring Twenties stock market boom.

Key Findings: Our Forecasts based on the CAPE ratio 
The graph below highlights our 10-year annualized nominal forecasts using the CAPE ratio for the three key regions. 
Japan has the highest expected annualized returns at 6.5%1, the United States comes in at 4.6% and Europe at 
4.8%. These are nominal returns and the equalization of expected returns between the United States and Europe is 
partly being driven by different inflation expectations. We use OECD inflation expectation numbers; the US inflation 
expectations are now higher at nearly 3.5% vs Europe at 1.82% and Japan 0.72%.

Forecasted CAPE Annualized Total Returns
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Source: Data Robert Shiller online data, MSCI and OECD.

 
2 Note our forecasts include the bubble period in Japan in the 1980s and this may overstate some of the numbers.                                     
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UNITED STATES FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 4.6%

Forecast Price Return 3.3%

Historical CAPE ratio – United States: 

9/30/1994 9/30/1999 9/30/2004 9/30/2009 9/30/2019

30

35

40

45

50

25

20

15
10

5

0

US CAPE 25-Year Average

39.6

9/30/2014

United States – Forecasts Based on the S&P 500 Index 
The CAPE ratio for the United States is 39.6 and the expected 10-year annualized nominal total return is 4.6%. Returns 
for the S&P 500 Price Return Index are expected to be around 3.3%; here we subtract the forecast dividends of 1.3% 
(from Bloomberg). Prof. Shiller created a series of value-based indices with Barclays, namely the Shiller Barclays CAPE 
Family of Indices, which seek to identify undervalued sectors or stocks using the CAPE ratio. These indices aim to earn a 
long-term value premium. While past performance is not guaranteed, if an investor purchased a value-based index and 
held this for the long term, they may generate higher returns than forecast if the value factor performs.
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Europe – Forecasts Based on the MSCI Europe Index 
The CAPE ratio for Europe is 24.3 and the expected 10-year annualized nominal total return is 4.8% as of the end this 
quarter. Price returns for the MSCI European Price Return Index are forecast to be around 2.5% when we subtract the 
forecast dividend yield from Bloomberg and assume this holds true for the next 10 years. 

EUROPE FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 4.8%

Forecast Price Return 2.5%

Historical CAPE ratio – Europe: 
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Japan – Forecasts Based on the MSCI Japan Index 
The CAPE ratio for Japan is 23.3 and the expected 10-year annualized nominal total return with the CAPE ratio is 6.5%. 
Price returns for the MSCI Japan Price Return Index are forecast to be 4.8%, again we subtract the projected dividend 
yield from Bloomberg and assume this holds for the next 10 years. Note our forecasts include the bubble period in 
Japan in the 1980s and this may overstate some of the numbers.

JAPAN FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 6.5%

Forecast Price Return 4.8%

Historical CAPE ratio – Japan: 
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Approach to Forecasting 
We outline our approach to forecasting in this section. First, we predict the expected returns based on the CAPE ratio, 
as developed by Robert Shiller and John Campbell in their paper “Stock Prices, Earnings and Expected Dividends.” To 
generate the forecast, we take the prevailing CAPE level and regress this against long-term data sets and project returns 
based on the line of best fit. 

Professor Shiller noted that returns are influenced both by the CAPE and an estimated real long-term interest rate in the 
3rd Edition of Irrational Exuberance. Given that interest rates are unusually low by historical standards, we also produce 
a third forecast of excess equity returns over bonds where we regress excess equity returns, the CAPE ratio as well as 
the prevailing level of interest rates. Some commentary has noted that higher CAPE ratios may be justified by low rates. 
Given the low level of interest rates, this is an important facet to consider.

DISCLAIMER: Any past or simulated past performance including back-testing, modelling or scenario analysis contained herein is no indication as to 
future performance. No representation is made as to the accuracy of the assumptions made within, or completeness of, any modelling, scenario analysis 
or back-testing. All opinions and estimates are given as of the date hereof and are subject to change. The forecast of any return may also fluctuate as a 
result of market changes. The authors are not obliged to inform the recipients of this communication of any change to such opinions or estimates.  
This paper represents the opinion of Robert J. Shiller, RSBB-I, LLC, and its consultant, IndexVestLAB, LLC and consultants thereto. It is not intended 
to be a forecast of future events, a guarantee of future results or investment advice with respect to any securities or other investment products. The 
presentation should not be deemed an offer or sale of any securities or other investment products and should not be relied on for such purpose. This 
presentation should not be distributed to any person other than the intended recipient. The user of this information assumes the entire risk of any 
use made of the information provided herein. Professor Shiller is the Sterling Professor of Economics at Yale University and Fellow at the International 
Center for Finance, Yale School of Management. None of Professor Shiller, Yale University or any other party involved in making or compiling any of the 
information included in this presentation, makes any express or implied warranty or representation with respect to its content, form, or any use thereof.


