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Executive Summary 
We update our long-term 10-year forecasted returns from the second quarter for the third quarter of 2020. We use the 
principles of the CAPE Ratio developed by Robert Shiller and John Campbell in the late 1980s for forecasting the 10-
year returns.1

Key Quarterly Findings 
The third quarter, July through September, in the US, Europe, and Japan was very volatile.  The first half of the quarter 
was characterized by strong gains, perhaps even exuberance. This was followed by market volatility and a retreat of 
risk assets in September, with the US markets falling more than Europe and Japan. This appears to have been driven by 
valuation fears of the technology sector, which has a large weight in the US market, and increased political uncertainty. 
The US technology sector had a CAPE Ratio of 39 in January of 2020 and ended the first quarter at 52. Despite this, the 
US stock market outperformed, returning 8.93% versus Europe at 4.58% and Japan at 7.08%, all in local currencies.

We show the CAPE Ratios by country to enable a macro view of valuations. We illustrate the historical minimum, maximum, 
average, and current CAPE levels, 1981-2020, to gauge the range of valuations across the three equity markets we cover.

The current United States CAPE Ratio is 30.7; this is only just below the recent high of 33 reached in the summer of 
2018, and it has retraced to the levels prior to the pandemic and remains above the long-term average. While it can 
certainly remain at these levels, it is interesting to note that apart from the last few years, we have only seen two periods 
in history where the CAPE Ratio has been above 30, namely the 1920s prior to the Great Depression and in early 2000 
as the Nasdaq bubble peaked. Even during the 2007/2008 Financial Crisis, the CAPE Ratio did not exceed 30. In fact, 
the US CAPE Ratio sits in the 95th percentile of observations since 1981 (Note that the CAPE Ratio history for Japan 
includes the Japanese bubble period in the late 1980s; thus when forecasting using the lower Japanese CAPE Ratio, 
forecasted returns may be elevated, as the sample includes this bubble period).

The CAPE Ratio for both Europe and Japan remain in reasonable ranges, as the plots indicate. The CAPE Ratio is 19.6 
for Europe and 20.6 for Japan as of the end of September. Europe remains around long-term averages. Japan remains 
somewhat cheaply valued and is at the lowest levels seen in the last 40 years, and much of our data covers the Japanese 
bubble period.

Valuation ratios can remain stretched for long periods, and we think that any further US equity advances will need to be 
driven by earnings improvements. We recommend remaining diversified.
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We use the CAPE Ratio to forecast long-term equity markets, and we also forecast excess equity market returns over 
bonds. For the US stock market, we forecast annualized nominal returns of 3.7%, and for the excess equity returns 
over fixed income we expect 3.9%. For Europe and Japan, we forecast annualized nominal returns of 6.1% and 7.8%. 
Regarding straight excess equity returns over fixed income, we expect 6% for Europe and 9.3% for Japan, driving our 
belief that readers should remain diversified. We note the extremely low yields of bonds, and future bond returns may 
be meager. Research Affiliates have a paper that notes there is a 96% correlation with starting bond yields and the long-
term realized bond returns.2 

The graph below highlights our 10-year (from the end of the second quarter 2020 to the end of the second quarter 
2030) annualized nominal forecasts using the CAPE Ratio and excess equity returns (over bonds) for the three key regions.

The Forecasts 
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.

United States – Forecasts Based on the S&P 500 Index 
The CAPE Ratio for the United States is 30.7, and the expected 10-year annualized nominal total return is 3.7%. Returns 
for the S&P 500 Price Return Index are expected to be 1.4%; here we subtract the average dividends over the last ten 
years. Regressing on both the CAPE Ratio and the level of interest rates, we find that the straight expected 10-year 
excess equity returns over bonds is 3.9%.

Professor Shiller created a series of value-based indices with Barclays, 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.

Forecasted CAPE Annualized Total Returns Excess Equity Returns Based on CAPE and Interest Rates
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2) RAFI, Chris Brightman, “Negative Rates Are Dangerous to Your Wealth.” April 2016.

UNITED STATES FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 3.7%

Forecast Price Return 1.4%

Forecast Excess Return (Equity over Bonds) 3.9%
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Europe – Forecasts Based on the MSCI Europe Index 
The CAPE Ratio for Europe is 19.6, and the expected 10-year annualized nominal total return is 6.1% as of the end of 
this quarter. Price returns for the MSCI European Price Return Index are forecast to be around 3.4% when we subtract 
the historic dividend yield and assume this holds true for the next 10 years.  

We find that the straight expected 10-year excess equity returns over bonds is 6%. We run this regression as interest 
rates are negative in Europe, and these historically low rates may justify higher CAPE Ratios. Value-based indices such as 
the Shiller Barclays CAPE Family may generate higher returns than forecast if the value factor performs and if the index 
is held over the long term.

Historical CAPE Ratio – United States: 

EUROPE FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 6.1%

Forecast Price Return 3.4%

Forecast Excess Return (Equity over Bonds) 6.0%
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Japan – Forecasts Based on the MSCI Japan Index 
The CAPE Ratio for Japan is 20.6, and the expected 10-year annualized nominal total return with the CAPE Ratio is 7.8%. 
Price returns for the MSCI Japan Price Return Index are forecast to be 5.5%; again we subtract the historic dividend yield 
and assume this holds for the next 10 years.3 

Expected 10-year excess nominal equity returns over bonds are 9.3% when forecasting on both the CAPE Ratio and 
interest rates. A value-based index such as the Shiller Barclays CAPE Family may generate higher returns than forecast if 
the value factor performs and if the index is held over the long term.3

Source:  
3 The CAPE Ratio history for Japan includes the Japanese bubble period in the late 1980s; thus when forecasting using the lower Japanese CAPE Ratio, 
forecasted returns may be elevated, as the sample includes this bubble period.

Historical CAPE Ratio – Europe: 
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Forecast Total Return 7.8%

Forecast Price Return 5.5%
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Europe (19.6) Average 25 Yrs (22.0)



FOR FINANCIAL PROFESSIONAL USE ONLY

5

Approach to Forecasting 
We outline our approach to forecasting in this section. Firstly, we predict expected returns based on the CAPE Ratio, as 
developed by Robert J. 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 by 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.

Historical CAPE Ratio – Japan: 
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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.


