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Introduction 

The third quarter, along with the first half of 2022, has been difficult for investors. Most asset classes erased summer 
gains, with equities and bonds pushing Q3 deeper in the red amid growing fears that aggressive monetary tightening 
may tip the global economy into recession. In addition to the war in Ukraine and a slowdown in China, markets were 
jolted when the new U.K. government unveiled plans for unfunded tax cuts, igniting a sell-off in U.K. bonds that spread 
across borders. 

From 2011 to 2021, investors realized spectacular returns as benchmark indices had double-digit annualized returns. 
Apart from the COVID-19 pandemic, markets were on a relentless grind upwards. We saw stretched valuations and the 
U.S. CAPE Ratio1 hit 39, the second highest level after the record of 44 during the late 1999–2000 internet boom.

In 2022, investors have seen the worst conditions in decades. There were few asset classes to hide. At the end of Q3, 
the S&P 500 Index dropped almost 24% and the Bloomberg U.S. Aggregate Index was down over 14%. A 60/40 basket, 
supposedly a balanced portfolio, was down approximately 14%. 

We cannot predict when markets will stabilize, but with valuations falling, future expected returns are rising. The U.S. 
CAPE Ratio is 28, down from 28.9 in Q2 after beginning the year at almost 37. To put this into context, U.S. valuations 
are close to 25-year CAPE averages and back to 2019 levels for the U.S. CAPE, excluding the COVID-19 pandemic. The 
CAPE Ratio for Europe is 18 (19.7 last quarter). In Japan,1 the CAPE Ratio is 19.4 (20.2 last quarter). These levels are back 
to 2016 and 2012 respectively, excluding the COVID-19 pandemic. 

We have not been in favor of bonds for many years with yields being so low. We have a measure that examines the 
attractiveness between equities and bonds and, after years of favoring equities, our metric is shifting toward the 
inclusion of bonds.  The time to reconsider bonds will be when inflation starts to slow, and the Fed is less aggressive on 
rate hikes.

 
1The 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

A Note About Forecasting 

These are annualized long-term forecasts with a 10-year horizon. They 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.

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. 
Europe has the highest expected annualized returns at 9.9%, Japan at 9.7%2 and the United States at 6.7%. These are 
nominal returns, and the equalization of expected returns between the United States and Europe is driven partly by 
different inflation expectations. We use trailing OECD 5-year historical inflation numbers and include the Q4 2023 
expected expectation numbers. For the United States, this is 3.9%, 3.4% for Europe and 0.9% for Japan.

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

2Note that our forecasts include the bubble period in Japan in the 1980s, and this may overstate some of the numbers.                                                                        
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Historical CAPE Ratio – United States

United States – Forecasts Based on the S&P 500 Index

The CAPE Ratio for the United States is 28, and the expected 10-year annualized nominal total return is 6.7%. Returns 
for the S&P 500 Price Return Index are expected to be around 4.5% after subtracting the average historical dividends 
of 2.15%.

Professor Shiller created a series of value-based indices with Barclays, namely the Shiller Barclays CAPE Family of 
Indices, which identifies 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 investors purchased a value-based index and held it 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 18, and the expected 10-year annualized nominal total return is 9.9% as of the end of Q3. 
Price returns for the MSCI Europe Price Return Index are forecast to be around 6.3%, when we subtract the historical 
dividend yield from Bloomberg and assume this holds true for the next 10 years. 

EUROPE FORECAST RETURNS EXPECTED RETURNS

Forecast Total Return 9.9%

Forecast Price Return 6.3%
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Japan – Forecasts Based on the MSCI Japan Index

The CAPE Ratio for Japan is 19.4, and the expected 10-year annualized nominal total return with the CAPE Ratio is 9.7%. 
Price returns for the MSCI Japan Price Return Index are forecast to be 7% after subtracting the historical dividend yield 
from Bloomberg and assume it 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 9.7%

Forecast Price Return 7.0%
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Approach to Forecasting

We outline our approach to forecasting in this section. First, we predict the expected real 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 regress 10-year real returns on the prevailing CAPE level and a real long-term 
interest rate, and then we project returns based on the plane of best fit. These are then converted to nominal returns 
using average inflation rates from the OECD from 2017 to Q4 2023, which include historical and forecast inflation rates 
from the OECD. 

In the 3rd edition of “Irrational Exuberance,” 3 Professor Shiller noted that returns are influenced by the CAPE and 
an estimated real long-term interest rate. Given that interest rates are unusually low by historical standards, we also 
produce a third forecast of excess equity returns over bonds in which we regress excess equity returns, the CAPE Ratio, 
and prevailing interest rates. Some higher CAPE Ratios may be justified by low rates. Given the low level of interest rates, 
this is an important facet to consider.

3Shiller, Robert J. Irrational Exuberance: Revised and Expanded Third Edition. REV-Revised, 3. Princeton University Press, 2015. https://doi. 
 org/10.2307/j.ctt1287kz5 

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 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.


