
so. The required returns fixed into 
many of their expectations is in the 
range of 7% - 8%, and sometimes a 
bit higher.2 

On the fixed income front, real inter-
est rates could stay at today’s low 
levels if the global growth outlook 
remains gloomy for the foreseeable 
future. But when real interest rates 
rise, those borrowers, public and pri-
vate, that have yet to deleverage are 
bound to face some nasty moments.  

What then are reasonable expecta-
tions for future common stock in-
vestment returns? In financial litera-
ture, the equity premium is the ex-
cess return over the risk-free rate of 
return. The level of the equity risk 
premium is of vital concern to inves-
tors, because of the trade-off be-
tween risk and return. If investors 
did not expect excess returns from 
investing in stocks to be compen-
sated for the risk of holding them, no 
prudent investor would hold them 
because a risk-free alternative is 

available. 

Expecting a premium for taking 
on equity risk is reasonable. 
Therefore, the question is how 
much one should expect to earn 
from stocks going forward. 

The return for almost any asset 
class can be broken down into its 
constituent components: income, 
growth (real growth plus infla-
tion) and changing valuation mul-
tiples. 

Using these building blocks, Re-
search Affiliates, a research firm, 
estimates bonds can expect to re-
turn 2.5% while stocks may man-
age 5.2% (See chart on this 
page).3 

The return on the classic 60/40 
blend of stocks and bonds is not 
even 4.5%, considerably less than 
the required returns many pension 
managers are forecasting. How 
will pension fund managers 

"Prediction is very difficult, espe-
cially about the future.” 

Niels Bohr 

During the late 1990’s tech bub-
ble, the average investor felt 
rather confident about the returns 
from their equity portfolios. Just 
prior to the market bubble burst-
ing in March 2000, a survey 
found that the average investor 
expected to earn 33% per year 
from their stocks!1 

Over the past ten years, stock 
market investors have experi-
enced enormous fluctuations, 
including two separate market 
declines in excess of 50%. De-
spite periodic advances, at the 
end of it all, most investors have 
been rewarded  with an average 
annual total return of naught.  

Will this decade be different? A 
number of pension fund manag-
ers and investors seem to think 
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Expectations 

Baseline Return Assumptions Using Building Blocks 

   Stocks        Bonds                                          s                  

  Expected Return   Notes    Expected Return  Notes 

Income   2.2% Dividend Yield of S&P 500   2.6% Yield to maturity BarCap Aggregate 

Real Growth  1.0% 100-year average     -0.1% Expected default rate for BarCap Aggregate 

Expected Inflation 2.0% 10-year breakeven inflation    N/A Inflation expectation embedded in annual yield 

Change in Valuation ?? Shiller 10 year cyclically-adjusted P/E  ?? 

Nominal Expected Return 5.2%      2.5% 

Source: Research Affiliates, Fundamental Index Newsletter, October 2010 



investors require terminal valua-
tions to be stretched to the limit, 
years into the future, in order for 
their investment to succeed. At 
present, stock valuations are ele-
vated on a variety of metrics.7 

Today’s cyclically adjusted Shiller 
P/E is 23, significantly above its 
long-term average of 16. At these 
valuation levels, long-term real 
returns from US large cap stocks 
are likely going to be in the low to 
mid single-digit range. Keep in 
mind these returns are before the 
drag of transaction costs and taxes.  
For investors in or approaching 
retirement, such prospects are 
daunting.8 

There is no doubt these forecasts 
are going to be wrong; we just 
don’t know by how much.  What 
does seem certain is that pension 
fund managers and investors face a 
stark forecast: curb your return ex-
pectations and plan accordingly. 

Sources: 

1. Securities Industry Association’s Annual In-
vestor Surveys 

2. John West, ‘Hope is not a Strategy’, Funda-
mental Index Newsletter, Research Affiliates, 
October 2010 

3. Ibid 

4. Ibid 

5. John P. Hussman, ‘Lessons From a Lost Dec-
ade’, Weekly Market Comment, November 
2010, Hussman Funds (quoted almost verba-
tim) 

6. Ibid 

7. Ibid 

8. Michael Nairne, ‘What to Expect When 
You’re Expecting Returns’, Tacita Capital, 
December 2010 

 

square the circle? 

The first building block of income 
or dividend yield is what the market 
offers and is what investors have to 
accept. The next block, real growth 
in earnings and dividends, has 
been1% over the past 100 years, 
though it reached 2% during the 
second half of the 20th century. 
With a mature American economy 
saddled with unprecedented debt 
and an ageing workforce, the for-
mer growth estimate is more likely. 
Inflation may resume, boosting 
nominal growth but at the cost of 
increasing valuation multiples. 
Higher inflation-adjusted earnings 
yields historically have been associ-
ated with lower, real returns in sub-
sequent years.  

The remaining building block as-
sumption is “change in valuation.” 
Changes in the value that the mar-
ket is willing to pay for a dollar of 
earnings and dividends can have a 
huge impact on long-term returns 
for equity investors. The market 
paid twice as much for each dollar 
of earnings or dividends just ten 
years ago. Maybe we can return to 
those valuation levels?4  

If the past decade has a lesson for 
investors, that lesson should have 
two components. The first is that 
valuations matter. Though valua-
tions often have little impact on 
short-term returns over periods of 
less than a few years, they are un-
doubtedly the single best predictor 
of long-term market returns. More-
over, high valuations are ultimately 
followed by far deeper periodic 
losses than emerge from low valua-
tions. Put simply, greater risk does 

not imply greater reward if the 
risks that investors take are over-
valued and inefficient ones.5 

The second lesson is that the ef-
fects of wasteful misallocation of 
capital cannot be fixed by policies 
that encourage the wasteful misal-
location of capital. Policies can 
often prop up unsustainable pat-
terns of activity in order to post-
pone major economic adjustments, 
but often makes the ultimate ad-
justment even worse.6 

Put simply, policies and invest-
ment practices that are effective 
and friendly to the short-term can 
often be destructive to the long-
term, particularly when those poli-
cies and practices encourage the 
misallocation of capital. Presently, 
investors are resting their financial 
security on hopes about quantita-
tive easing - a policy that is in-
tended to skew the allocation of 
capital and provoke risk-taking in 
an environment where risk premi-
ums are already thin. 

When starting valuations are ele-
vated, investors require similarly 
elevated terminal valuations in or-
der for stocks to achieve accept-
able long-term returns. Investors  
miss the point when they propose 
that stocks are "fairly valued" 
based on a short-term condition, 
whether it is the prevailing level of 
10-year bond yields (which can 
change significantly over periods 
of much less than 10 years), the 
current inflation rate, or the ex-
pected level of next quarter's prof-
its. Once valuations become ele-
vated, particularly on profit mar-
gins that are also already elevated, 

Expectations cont’d  
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