
has been an effective risk-adjusted 
strategy. It’s also difficult to argue 
with basic arithmetic.  

Prospective returns for a balanced 
portfolio are at some of the lowest 
levels in history. Intermediate-term 
government bond prices have a yield 
of about 2 percent over the next dec-
ade. Stocks could earn more but with 
greater volatility. Bonds may not 
provide the same offset to declining 
equity values like they have in recent 
equity bear markets, unless already 
low inflation drops lower. So with 
the stock markets reaching new 
highs, many investors are looking 
forward to more favourable returns. 

However, stocks are optimistically 
valued today given the structural lim-
its to corporate profit growth. His-
toric stock returns likely overstate 
those we can expect in the future. 
Today, many investors use the price-
to-forward operating earnings meas-
ure as a proxy for long term corpo-

rate profitability.   

“From an investment standpoint, it’s 
important to recognize that virtually 
every assertion you hear that “stocks 
are reasonably valued” is an asser-
tion that rests on the use of a single 
year of earnings as a proxy for the 
entire long-term stream of future cor-
porate profitability. . . The difficulty 
here is that current profit margins are 
70% above the long-term norm (see 
chart) . . . Most important, the level 
of corporate profits as a share of 
GDP is strongly and inversely corre-
lated with the growth in corporate 
profits over the following 3-4 year 
period.”1  

In 1999, Warren Buffet said, “In my 
opinion, you have to wildly optimis-
tic to believe corporate profits as a 
percent of GDP can, for any sus-
tained period, hold much above 6%.” 
For a secular bull market to begin 
from here then we would have to see 
that percentage go yet higher in what 

“Truth is confirmed by inspection and de-
lay; falsehood by haste and uncertainty.”
         Tacitus 

In surveying the current financial land-
scape, it is easy to become confused. 
There are conflicting signs all about us 
and yet most investors have a rather 
sanguine view. This complacency has 
been caused by the orchestrated input 
of cash into the financial system by the 
world’s major central banks. Money 
must go somewhere as it is created 
which is one reason why the markets 
are at or close to all-time highs. But 
beware: those investing at today’s lev-
els may be disappointed by prospective 
returns. 

Markets have moved up strongly from 
their nadir of 2009 yet economic con-
ditions have deteriorated. What gives?  
For starters, there is a weak relation-
ship between equity returns and GDP 
growth. The Shanghai stock market, 
for instance, trades at less than half its 
2007 peak, even though the Chinese 
economy has performed much more 
strongly than that of America since 
then. 

Valuations do not drive the market in 
the short term. Historically, when in-
vestors buy assets at above-average 
valuations  they tend to suffer below-
average future returns, as anyone who 
bought at the peak of the 1990s dotcom 
bubble can attest.  

Investors appear to be relying on the 
prospect that the future will look like 
the recent past. They are carrying on 
much as they have over the past thirty 
years. Years of data show that a simple 
balanced portfolio of stocks and bonds 
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miserly bond yields, only a scenario 
of outright deflation results in mean-
ingful real returns over the next dec-
ade.  

Meanwhile, investors have driven 
stock prices up relative to corporate 
profits as shown by the cyclically ad-
just price earnings ratio (CAPE). The 
CAPE, which averages profits over 
ten years, is at 22.9X, about 39% 
above its long-term average of 16.5X.  
Ankur Shah uses CAPE to arrive at 
his return forecast.  While CAPE is 
not that practical for the immediate 
future, it is a useful measure when 
calculating prospective returns over a 
long time frame such as a decade. Us-
ing the current dividend yield of 2.6% 
on the S&P and a normalised CAPE 
of 16X, he estimates future returns of 
about 3.6% annually over the next 
decade (see table).4 

Prospective real investment returns of 
0% from bonds and of 3.0% - 3.6% 
from stocks. What a discouraging 
forecast! 

We are frequently wrong in our prog-
noses - but it would appear relying on 
past returns is risking your future on 
the prospect that the future will look 
like the recent past. It won’t.   

Returns are likely to be tempered over 
the next several years. Bottom line, 
investors will have to save more, re-
tire later and invest especially care-
fully in these confusing markets. 
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is a low-growth world. Profits as per-
centage of GDP are strongly mean 
reverting and will affect returns. So 
what of future returns given these 
market levels? 

Professors Elroy Dimson, Paul 
Marsh and Mike Staunton of London 
Business School analysed the returns 
of treasury bills, long-term govern-
ment bonds and stocks in 22 coun-
tries from 1900 to 2012 assessing the 
relationship between yields, valua-
tion and interest rate levels and sub-
sequent real returns.2 

“Their conclusion: Real returns over 
the next 20 to 30 years are going to 
be much lower than those experi-
enced historically. What is alarming 
is just how low. They predict that 
investors in long-term government 
bonds could earn an annual real re-
turn just slightly above 0%. As dis-
mal as this forecast is, it is still 
higher than the negative -0.5% an-
nual real return they expect from 
treasury bills. Their long-term out-
look for global stocks is higher - an 
annual real return of 3.0% to 3.5%, 
well below the norm of 5% experi-
enced since 1900. 

“Why such a tepid outlook? Because 

they believe today’s low-interest envi-
ronment will persist longer than many 
investors expect. A global shortage of 
safe assets, a bulge of Baby Boomers 
heading into retirement and a profusion 
of maturing pension plans all reinforce 
the demand for government bonds. 
Furthermore, with long-term bond 
yields barely matching inflation today, 
any upsurge in rates will impose capi-
tal losses on bond holders. 

“In their view, the historic real stock 
return of 5.0% per annum overstates 
the premium that investors demand for 
the risk of investing in equities. Stock 
markets now are much more diversi-
fied, transparent and liquid than they 
were in the first half of the last century. 
Hence, investors nowadays are satis-
fied with a much lower dividend yield 
than in yesteryears. One need only 
compare the current 2.7% dividend 
yield on global stocks to the average of 
4.1% since 1900. And lower dividend 
yields imply lower future returns. Also, 
in the past, periods of low interest rates 
like today have often been followed by 
weak equity returns.”3 

Naturally, any projection is an edu-
cated guess. However, the mathematics 
of bond returns is such that, at today’s 
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