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Introduction 
The prices of stocks, bonds and real estate – the three major asset classes in the United States – have been high. In 
Europe and Japan, equity markets are well above the COVID-19 pandemic lows. What we are experiencing isn’t caused 
by any single objective factor. It may be best explained as a result of a confluence of popular narratives that have 
together led to higher prices. 

One widely discussed model blames the high pricing on the actions of the Federal Reserve, which set the federal funds 
rate near zero for years and has engaged in innovative policies to push down the yield on long-term debt. This central-
bank-at-the-center model says that when the Fed, or another central bank, lowers the interest rate, all long-term asset 
prices rise. There is an element of truth to this model. But it is oversimplified.

The Fed over the years has largely followed a simple stabilization rule in setting short-term interest rates. Prof. John 
B. Taylor of Stanford University has created so-called “Taylor Rules” that fit fairly well in describing Fed actions over 
decades, despite interruptions and innovations after financial crises. If there is a major decline in asset prices one of 
these days, it is unlikely to be a simple reaction to the Fed, which has, for the most part, behaved predictably. In reality, 
most investors think in terms of contagious narratives that excite the imagination, not complex mathematical models. 

The economist John Maynard Keynes wrote that speculative prices are determined by intuitive guesses. He said that 
most people arrive at a “conventional basis for valuation” for asset prices like stocks or homes, and that they accept it 
without much thought because everyone else seems to be accepting it. But Keynes warned that sooner or later, the 
basis for these prices is likely to “change violently as a result of a sudden fluctuation of opinion.” Whether these markets 
will continue to rise over the short run is impossible to say. 

Prices in the American stock market have been elevated for years, yet despite periodic interruptions, they have kept 
rising. The Cyclically Adjusted Price Earnings (CAPE) ratio today is 37.2, the second highest it has been since my data 
began in 1881. The average CAPE ratio over the last twenty-five years is 27. The 10-year Treasury yield has been on 
a downtrend for 40 years, hitting a low of 0.52% in August 2020. Because bond prices and yields move in opposite 
directions, that implies a record high for bond prices as well. The yield is still low around 1.50 this month, and bond 
prices, on a historical basis, remain quite high. In real estate, the S&P/CoreLogic/Case-Shiller National Home Price 
Index, which I helped develop, rose 17.7%, after correcting for inflation, in the year that ended in July. That’s the highest 
12-month increase since these data began in 1975.

Equity markets had a wobble leading up to the third quarter end and into the first few days of October. Interest rates 
rose as markets digested the begging of the end of stimulus from the Fed. Market participants are cognizant of the 
central-bank-at-the-center model and are considering asset prices without the stimulus from the Fed.  

Finding pockets of undervalued areas to invest in is paramount currently. Simply investing in cash will produce a 
negative real return. Our methodology using the CAPE ratio to identify undervalued sectors to stocks is one method to 
identify undervalued equities. Annuities certainly have a place in an investor’s portfolio. 

We recommend remaining diversified and, in this report, we update our long-term 10-year annualized forecast for 
equity benchmarks in the U.S., Europe and Japan. It is important to consider forward looking forecasts as returns will 
differ from region to region and in general returns will mostly likely be lower than what we have witnessed in the last 
decade. We use the CAPE ratio as the basis for our long-term forecasts.1 The CAPE ratio 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. 
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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.

Q4 2021 Review  
The CAPE ratio in the U.S. is 37.2, which is slightly down from the last quarter. The ratio peaked at 44.2 in December 
1999, just before the collapse of the millennium stock market boom. The CAPE ratio for Europe is 23.5 (24 last quarter). 
In Japan, the CAPE ratio is 24.4 (23.8 last quarter).2 

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 6.3%, the U.S. comes in at 4.3% and Europe at 4.2%. These 
are nominal returns and the equalization of expected returns between the U.S. and Europe is partly being driven by 
different inflation expectations. We use OECD inflation expectation numbers; the U.S. inflation expectations are now 
higher at nearly 2.7% vs. Europe at 1.3% and Japan 0.6%.

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

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.  
2 Note our forecasts include the bubble period in Japan in the 1980s and this may overstate some of the numbers. The ECY is defined as defined the difference  
  between the reciprocal (or the inverse) of CAPE – that is, 10-year average annual real earnings divided by real price – and the real long-term interest rate.
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UNITED STATES FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 4.3%

Forecast Price Return 1.99%

Historical CAPE ratio – United States: 
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United States – Forecasts Based on the S&P 500 Index 
The CAPE ratio for the U.S. is 37.2 and the expected 10-year annualized nominal total return is 4.3%. Returns for the 
S&P 500 Price Return Index are expected to be around 2%; here we subtract the average dividends over the last 10 
years. Professor 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 23.5 and the expected 10-year annualized nominal total return is 4.2% as of the end this 
quarter. Price returns for the MSCI European Price Return Index are forecast to be around 1.7%, when we subtract the 
historic dividend yield and assume this holds true for the next 10 years. 

EUROPE FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 4.2%

Forecast Price Return 1.68%

Historical CAPE ratio – Europe: 
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Japan – Forecasts Based on the MSCI Japan Index 
The CAPE ratio for Japan is 24.3 and the expected 10-year annualized nominal total return with the CAPE ratio is 6.3%. 
Price returns for the MSCI Japan Price Return Index are forecast to be 4.3%; again we subtract the historic dividend yield 
and assume this holds for the next 10 years. Note that 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 6.3%

Forecast Price Return 4.32%

Historical CAPE ratio – Japan: 

60

70

80

90
100

50

40

30
20

10

0

24.2

Japan CAPE 25-Year Average

9/30/1994 9/30/1999 9/30/2004 9/30/2009 9/30/20199/30/2014



6

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.


