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“A GENIAL Irishman, cutting peat in the wilds of Connemara, was once asked by a pedestrian Englishman to 
direct him on his way to Letterfrack. With the wonted enthusiasm of his race the Irishman flung himself into the 
problem and, taking the wayfarer to the top of a hill commanding a wide prospect of bogs, lakes, and 
mountains, proceeded to give him, with more eloquence than precision, a copious account of the route to be 
taken. He then concluded as follows: “‘Tis the divil’s own country, sorr, to find your way in. But a gintleman 
with a face like your honour’s can’t miss the road; though, if it was meself that was going to Letterfrack, faith, I 
wouldn’t start from here.” 1 

Overview 
The idea that we have entered a “low return” world is now consensus. The arguments are based on a 
combination of fundamental macro factors (a low growth world) and extended structural valuations in both 
equity and debt markets that suggest both bond and equity beta face significant structural return headwinds.  
 
Achieving solid real returns consistently in this environment will be challenging. That said, we believe CPI+5% 
pa over the medium term is still an appropriate and achievable return objective. This view is based on several 
key ideas: 

– The structural valuation challenges in asset markets are not uniform nor (in the case of equities), are they 
extreme (either in absolute terms or by historic standards). For example, while US equities look 
structurally the most extended of the major equity markets they are far from the extremes that prevailed at 
the end of the 1990’s “tech boom” and are only modestly overvalued on the basis of other longer run 
valuation metrics. Australian equities, having devalued against the collapse in commodity prices, look 
reasonable long term value. Bond market valuations though are more problematic given prevailing 
negative nominal and real yields in large parts of the sovereign universe;  

– Notwithstanding the structural challenges imposed by weak global growth and extended structural 
valuations in a number of assets, and the efforts of global central banks to suppress volatility, it is 
reasonable to expect asset markets to exhibit considerable cyclical volatility around these benign trends.  
Markets rarely move in straight lines – especially in challenging conditions. We highlight the behaviour of 
US equities (1966-1982), US equities (2000-2010) and Japanese equities (1990–today); 

– Active asset allocation (in fact active management generally) will be incredibly important in this 
environment. Capturing the upside of this cyclical volatility will be crucial, but more crucial will be avoiding 
the losses on the other side. This “ratchet” approach is consistent with the framework we apply in our 
objective based investment process, which is anchored by changes in both cyclical and structural 
valuations and supported by understanding the evolution of the business cycle (this later factor will likely 
need greater emphasis going forward if the Japanese experience is precedent); 

– Consistent with this, approaches that embed either the structural risk of either equities or bonds will likely 
struggle to deliver consistently. This includes both Balanced Funds with fixed Strategic Asset Allocations 
or Risk Parity approaches that embed duration risk (leverage) into the strategy as the risk around bonds 
becomes increasingly asymmetric;  

– Transparency, liquidity and the optionality of cash will be important elements of a successful strategy in 
this environment. 

1 The Hibbert Journal: A Quarterly Review of Religion, Theology, and Philosophy. Volume 22, 1924, Pg. 417  
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1. A “low return world” 
The concept of a “low return world” is underpinned by a structurally weak global economy with attendant 
consequences for growth rates, inflation, interest rates, bond yields and earnings. The structurally weaker 
growth outlook is underpinned by a range of factors including: 

– high debt levels and pressure to de-lever across the broader global economy; 

– demographic influences (especially in China, Japan and Europe); 

– moderating productivity growth and the potential “normalisation” of a structurally high US profit share; and 

– in Australia’s case, the additional unwinding of the China/commodity induced terms of trade boom is also 
placing significant structural pressure on national income.  

Compounding these factors is the prospect that the ability of policy makers to effectively manage the business 
cycle will be challenged by a number of factors including: 

– the extent to which monetary policy options have already been largely (arguably) exhausted (Europe, US 
and Japan); 

– in China where debt and overcapacity are problematic against the backdrop of an economy undergoing a 
structural transformation;  

– fiscal and structural policy has effectively been side-lined by high global debt levels (both public and 
private sector) and the absence of clear political mandates; and 

– rising income / wealth inequality and the associated rise in social and political instability. 
 
Figure 1: Monetary Policy Limits may be near? 
 

 

Valuations matter more 

The correlation though between economic factors and market performance is often overemphasised. Strong 
economic growth does not necessarily mean strong market performance. The difference can be in large part 
explained by valuations as the link between valuations and future returns is significant – particularly over the 
medium to longer term. This is true for both equity and bond markets. 
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While there is no unique and absolute valuation metric for equities, research shows a strong relationship 
between longer run, cycle adjusted PE multiples (like Shiller PE / CAPE2 ratios) and subsequent 10 year 
returns for US equities.  
 
Figure 2: US CAPE Ratio and 10 year Real Returns for US equities since 1900.  

 
Source: GFD, Yale, Schroders 
 
There are several points to highlight from this:  

– high CAPE ratios have consistently been followed by structurally low returns (ie. CAPEs above 25x have 
never been followed by nominal returns above 10% pa over the subsequent decade, while CAPEs above 
35x have never been followed by nominal returns above 5% pa over the following decade); 

– the current CAPE ratio of around 23x, while high in an historic context, is well below the 45x  level that 
prevailed at the end of the tech boom of the 1990’s, which was subsequently followed by a decade of 
negative real returns (more on this point later); 

– while current structural valuations in the key US equity market are extended and consistent with longer run 
returns below long run averages, there is not the same downward pressure on returns that prevailed at 
past extremes (like the 1970’s or 1980’s). 

 
This relationship also broadly holds for other markets, but as Figure 3 shows, the picture is mixed in terms of 
current structural valuations and future return implications. For example structural valuations are moderately 
extended in the US and consistent with relatively low (albeit not extremely low) prospective returns. However, 
in the UK, Europe and Australia, structural valuations are reasonable (around long run averages) and 
therefore consistent with reasonable longer run rates of return. 
 
Figure 3: Global Comparisons 
 

 
Source: MSCI, Datastream, Schroders  

2 The Shiller PE or Cyclically Adjusted PEs are calculated as price divided by 10 year trailing earnings, adjusted for inflation.  
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Percentile

90th 
Percentile

P/E Ratio 22.0 16.9 9.1 25.0 13.8 25.2 11.2 83.1 16.2 17.5 9.6 28.4 21.5 13.4 7.9 19.5 16.8 15.5 10.2 20.6
CAPE Ratio 23.2 20.3 9.2 31.5 19.7 42.4 19.8 72.2 15.0 20.4 10.8 35.4 12.2 14.7 9.0 21.1 14.8 17.1 11.8 23.4
P/B Ratio 2.8 2.4 1.3 3.6 1.1 2.1 1.2 3.3 1.5 1.9 1.2 2.8 1.7 1.9 1.0 2.8 1.8 1.7 1.1 2.5
P/CF Ratio 13.2 9.6 5.4 13.7 6.9 9.1 5.8 13.9 6.8 5.7 3.5 8.6 9.6 8.2 4.9 11.3 11.6 9.8 6.0 13.3
Dividend Yield 2.1 3.0 1.6 5.1 2.4 1.6 0.7 2.6 3.1 3.4 2.1 5.0 4.1 4.3 2.9 5.8 4.9 4.2 3.0 5.4

Ratios are based on MSCI Indices. Data is from 1970 onwards, with the exception of the P/B ratio which is from 1975 onwards and the CAPE ratio which is from 1980 onwards. Australian Dividend Yield excludes franking credits.

USA Japan Germany UK Australia
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The bottom line with respect to the structural valuation backdrop for equities is that while it will be challenging 
in some areas (especially the US), we expect a positive longer run trend in equity markets (unlike Japan over 
the last two and a half decades or the US through the 2000’s.) 

The problem with bonds 

The situation with respect to bond markets is potentially more difficult with record low bond yields implying 
low/negative returns from sovereign bonds and for assets priced directly from bond yields. This issue has 
become particularly more acute, with negative yields prevailing across large swathes of the global sovereign 
bond market (especially Europe and Japan) with extremely low yields in the residual. 
 
Figure 4: Negative Yields don’t auger well for future bond returns 

 
Source: Bloomberg, June 2016 

 
While in the short run, returns from bonds today will vary as expectations about the future course of interest 
rates ebb and flow, over the longer term we know with some certainty (in nominal terms anyway) what returns 
will be. Holding negative yielding bonds to maturity will generate negative returns.  
 
Figure 5: US Bond Yields vs 10 Year Real Returns  

 
Source: GFD, Schroders 
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Typically bonds have been held in portfolios to help diversify equity risk. Structurally low yields limit the ability 
of bonds to perform this function. The exception to this being in the context of deflation where the risk to 
nominal bond yields would still be to the downside. That said it does have implications for portfolio 
construction (more on this later). 

Implications for Long Run Returns 

The issues outlined above are factored into our long run return forecasts for key asset classes. These are 
primarily derived from a combination of the broader macro-economic backdrop, combined with an adjustment 
for long run valuations. As Figure 6 highlights, while we expect modest long returns from equities they are 
nonetheless still positive in real terms.  
 
Figure 6: Forecast Long Run Asset Class Returns 

Asset Class Actual 
Returns (100 
years to June 

2016 p.a.) 

Actual Returns 
(10 Years to 

June 2016 p.a.) 

Expected 
Returns (7-10 

years p.a.) 

Difference 
V 10 Year 
Returns 

US Equities (local) 9.9% 7.4% 4.2% -3.2% 

European Equities (local)  2.5% 5.2% +2.7% 

UK Equities (local) 10.0% 5.4% 5.3% -0.1% 

Japan Equities (local)  -0.5% 6.8% +7.3% 

Australian Equities (local) 11.9% 4.9% 8.0% +3.1% 

Global Equities – Ex Aust (Hedged $A)  6.5% 6.0% -0.5% 

Emerging Market Equities (Hedged $A)  6.5% 10.0% +3.5% 

Asia ex Japan Equities (Hedged $A)  8.7% 11.4% +2.7% 

Global REIT’s (Hedged $A)  9.5% 1.7% -7.8% 

Australian REIT’s (local)  3.1% 1.4% -1.7% 

Global High Yield Bonds (Hedged $A)  10.2% 5.9% -4.3% 

Emerging Market Debt (Hedged $A)  11.0% 5.3% -5.7% 

Australian Hybrids (Hedged $A)  5.9% 5.3% -0.6% 

Global IG Credit (Hedged $A)  8.2% 3.5% -4.7% 

Global Composite Bonds (Hedged $A)  8.1% 2.1% -6.0% 

US Government Bonds (Hedged $A) 5.3% 6.2% 1.5% -4.7% 

Australian Government Bonds (local) 6.7% 7.8% 2.0% -5.8% 

Source: Schroders as at 30 June 2016 
 
In summary, while the structural valuation backdrop is challenging, it is not uniform, nor in the case of equities 
as extreme as it has been historically. For example, while US equities look structurally the most extended of 
the major equity markets they are far from the extremes that prevailed at the end of the 1990’s “tech boom”. 
Australian equities on the other hand, having devalued against the collapse in commodity prices, look 
reasonable long term value. The situation in bond markets is more problematic given prevailing negative 
nominal and real yields.  
 
2. Cyclical considerations 
Section 1 (above) argues that the structural backdrop we face over say the next 7-10 years will be challenging 
and characterised by modest economic growth at a global level, a difficult political and policy environment 
(with policy levers compromised), modest trend returns from equities (but importantly positive and not uniform) 
and a very difficult environment for bonds. 
 
While this raises questions about the attainability of our real return objectives, there are a number of other 
factors to consider.  
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Firstly, while the characteristics of the investment environment are somewhat unique, history is littered with 
highly problematic investment environments. On this point I’d highlight the period 1966-1982 in the US 
(broadly characterised by stagflation) which was a period where an investor in US equities in 1966 made no 
money in real terms until 1983, the decade of the 2000’s in the US as the tech bubble deflated and the last 2 
and a half decades in Japan, where the structural and demographically driven de-rating of the Japanese 
economy has led to a halving of the Japanese sharemarket and an ongoing decline in bond yields.   
 
Figure 7: US Equities in Real Terms (1966-82) 

 
Source: Datastream, Schroders 
 
Figure 8: US Equities in Real Terms (2000-2010) 

 
Source: Datastream, Schroders 

 
Figure 9: Japanese Equities in Real Terms (1990 – today) 

 
Source: Datastream, Schroders 
 
 

50

60

70

80

90

100

110

120

130

66 67 68 69 70 71 72 73 74 75 76 77 78 79 80 81 82

D
ec

em
be

r 1
96

5=
10

0 

+26% +60% +33% +61% 

Avg Real Return = 0% pa 

40

50

60

70

80

90

100

110

99 00 01 02 03 04 05 06 07 08 09

D
ec

em
be

r 1
99

9=
10

0 

Avg Real Return = -3.4% pa  

+81% 

20

30

40

50

60

70

80

90

100

110

89 91 93 95 97 99 01 03 05 07 09 11 13 15

D
ec

em
be

r 1
98

9 
= 

10
0 

+44% +36% +134% +72% +137% 

Avg Real Return = -2.2% pa 

Schroder Investment Management Australia Limited   6 

 



Schroders Multi-Asset: Achieving Real Returns in a low 
return world  

 
While these highlighted periods represent protracted bear markets for risk assets, they reflect arguably a more 
difficult situation than faced by current investors given less extreme equity starting point valuations (especially 
compared to the US in 2000 and Japan in 1989). For the purpose of this paper though, the more important 
point is the considerable cyclical volatility evident in all cases which was both significant in magnitude and 
endured for relatively extended periods (3-5 years in some cases).  
 
This is important as it highlights that the returns are not linear. Even within structural “bear” markets, 
significant rallies are likely. As a consequence, investors who participate in the cyclical rallies but can avoid 
the inevitable downswings would achieve decent returns. This is in contrast to structural bull markets where 
set and forget (ie. beta alone) will deliver.  
 
The critical question is can this cyclical volatility be managed and captured? Clearly easier said than done. 
 
This cyclical volatility is in broad terms driven by 2 interrelated factors – changes in valuations and rotation 
through the business cycle. Our approach is effectively to condition the long run structural trend return in 
assets with shorter run valuation dynamics (in the case of equities we focus on earnings relative to trend and 
the earnings yield relative to the cash rate) to produce return forecasts over our investment horizon (3 years) 
and to overlay this with an assessment of where we are in the cycle, and what this means for asset price 
behaviour and policy. While by no means perfect, this nonetheless provides us with a disciplined framework as 
we attempt to buy when risk is low, and sell when risk is high. 
 
Figure 10: Forecast & Realised 3 Yr Returns – Major Markets 
 

  

  
Source: Schroders 

 
The key here clearly is the ability to capture the upswing but not ride the cycle down and this is likely to be a 
necessary characteristic to achieve decent returns going forward. A summary of our cyclical (3 year) return 
forecasts is shown in Figure 11 and these are compared to our longer run numbers.  
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It highlights equity markets could be expected to deliver reasonable returns to investors over the next few 
years (albeit not necessarily in a linear fashion), whereas bond markets, and assets that have been driven 
primarily from the decline in bond yields could be reasonably expected to struggle / deliver negative returns. 
The numbers in the table below also exclude the impact of currency and active security selection, which over 
time we would expect to be positive alpha contributors.   
 
Figure 11: Current Expected 3 Year Returns & Long Run Returns 

Asset Class Expected 
7-10 Year Returns 

(p.a.) 

Expected 
3 Year Returns (p.a.) 

Difference 

US Equities (local) 4.2% 4.2% 0% 

European Equities (local) 5.2% 7.0% +1.8% 

UK Equities (local) 5.3% 7.9% +2.6% 

Japan Equities (local) 6.8% 10.5% +3.7% 

Australian Equities (local) 8.0% 9.8% +1.8% 

Global Equities – Ex Aust (Hedged $A) 6.0% 6.6% +0.6% 

Emerging Market Equities (Hedged $A) 10.0% 11.3% +1.3% 

Asia ex Japan Equities (Hedged $A) 11.4% 12.6% +1.2% 

Global REIT’s (Hedged $A) 1.7% -1.9% -3.6% 

Australian REIT’s (local) 1.4% -3.6% -5.0% 

Global High Yield Bonds (Hedged $A) 5.9% 6.4% +0.5% 

Emerging Market Debt (Hedged $A) 5.3% 4.8% -0.5% 

Australian Hybrids (Hedged $A) 5.3% 4.6% -0.7% 

Global IG Credit (Hedged $A) 3.5% 0.9% -2.6% 

Global Composite Bonds (Hedged $A) 2.1% -2.8% -4.9% 

US Government Bonds (Hedged $A) 1.5% -1.8% -3.3% 

Australian Government Bonds (local) 2.0% -0.1% -2.1% 

Source: Schroders as at 30 June 2016 

 
3. Investment Implications  
There are a number of significant implications as a consequence of this from an investment perspective: 

– Beta will remain an important underlying requirement in the delivery of real return outcomes over coming 
years. That said, which Beta and when will be crucial. This means that appropriate and potentially 
aggressive shifts in asset allocation will be essential to both capturing upside, and more significantly, 
avoiding giving away gains as markets revert. 

– Until appropriate risk premia in bond markets are restored and monetary policy settings move towards 
more normal settings (albeit probably a “new normal”), the sovereign bond outlook looks poor (at best). 
Against this, we think equity markets are likely to be significant contributors to returns (albeit will likely 
struggle if/when bond markets re-rate). 

– Consistent with the point above, the most problematic assets (certainly from here) are likely to be 
strategies where performance is structurally linked to the decline in bond yields. At an asset class level 
these include sovereign bonds, infrastructure and REITs, all of which could be highly problematic for 
investors if and when the trend decline in bond yields comes to an end. 

– The trend to alternatives is again gathering pace. This is not unusual in late cycle markets as investors 
seek ways to boost returns against a backdrop of moderating beta (after all equities have gone broadly 
sideways for the last couple of years). We remain cynical, particularly in the current environment where 
market pricing has been heavily distorted by central bank policy. Alternatives, particularly hedge funds 
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have historically overpromised and under-delivered (particularly after fees). We’ve also seen the trend 
towards alternative sources of return. A good example of this was in the lead up to the GFC with 
structured credit (and we know how that ended). While conceptually it is logical in a world where returns 
from equities and bonds (the predominant market betas) are likely to be constrained, stepping down this 
path is unlikely to solve the low return problem faced by investors in the medium to longer term.  

– The latest trend is around seeking investments that produce returns that are largely uncorrelated to either 
equity or bond beta. They typically involve the identification and capture of factors that are relatively easy 
to identify in theory (such as a volatility risk premium or momentum) but much harder to capture in 
practice, often requiring relatively complex financial engineering. For these reasons they are difficult to 
scale and any attempt to do so in size means they may likely disappear quickly. They also require 
demonstrable skill to consistently identify and exploit. Identifying who has this skill and who doesn’t will be 
a key variable on successful implementation. The recent performance of strategies where this is a big part 
of the investment proposition is case in point. 

– With respect to the pursuit of non-directional alpha strategies, investors should be aware that these are for 
the most part relative value trades, requiring leverage, potentially bringing additional risk. The current 
environment is not one conducive to leverage. There’s also often more beta in these strategies than what 
appears on the surface. This is not to say they won’t be important contributors to returns going forward, it’s 
just that there are limits on their ability to solve the fundamental investment problem of decent real returns 
over time. 

– Transparency, liquidity and the optionality of cash will be important elements of a successful strategy in 
this environment. This is important given the implications of low bond yields on portfolio diversification. 
This may mean less aggregate equity (as the ability to diversify this risk through duration is curtailed), it 
may mean higher cash weightings than would be traditionally the case (especially given the very low 
yields on cash), or it may mean more aggressive use of lower risk equity substitutes (such as higher 
yielding and subordinate credit). As noted above though maintaining the optionality of liquidity will be 
paramount so liquid constrained alternative are not a substitute.  

– Traditional fixed SAA approaches (like balanced funds) may also be disappointing over the medium term 
as the structural return from equities moderates (our expectations while reasonable are nonetheless below 
historic norms) and bond returns collapse. That’s not to say positive returns over time won’t be achieved, 
but rather that volatility may be high given the expected cyclical volatility we would expect in returns.  

– Risk parity based approaches may find the going tougher given their embedded leverage to duration and 
the inability of most of these strategies to accommodate a change in bond risk. Whereas these strategies 
may have been able to offset rising bond yields by exposure to things like commodities, a low growth 
environment is unlikely to be particularly good for commodities over the medium to longer term.  

  
4. Conclusions 
We agree with the premise that the global economy has entered a world where growth will be structurally 
lower than what we have seen, and one in which the ability of policy makers to manage the cycle is 
constrained by a number of factors including high debt levels, already exceptionally low interest rates and 
paralysis with respect to substantive fiscal and monetary policy change. 
 
This environment has implications for asset returns but is not the only driver. Valuations continue to matter in 
both a structural and cyclical context. To this end we think bonds (and bond proxies) are significantly more 
challenged than equities. While for equities, valuation challenges are neither uniform nor particularly 
demanding by historic standards. We expect moderate, but positive structural trend returns from equities. 

– Notwithstanding the structural challenges imposed by weak global growth and the efforts of global central 
banks to suppress volatility, it is reasonable to expect asset markets to exhibit considerable cyclical 
volatility around these benign trends. This has been the case historically and we see no reason for this to 
be different going forward.  

– Active asset allocation (in fact active management generally) will be incredibly important in this 
environment. Capturing the upside of this cyclical volatility will be crucial, but more crucial will be avoiding 
the losses on the other side.  
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– Consistent with this, approaches that embed either the structural risk of either equities or bonds will likely 

struggle to deliver consistently. This includes both traditional Balanced Funds, with fixed Strategic Asset 
Allocations or Risk Parity approaches that embed duration risk (leverage) into the strategy, as the risk 
around bonds becomes increasingly asymmetric. 

– There is no doubt that achieving CPI+5% consistently against this backdrop will be tough. To do this we 
expect that we will likely be episodically biased to equities over bonds, need to be active and aggressive in 
managing asset allocation around these trends and utilise active management at a strategy level to ensure 
maximum incremental return through alpha generation. While the risk to delivering our return objective 
consistently is to the downside, avoiding material drawdowns and ensuring exposure on the upswings will 
be paramount. 

– At this stage we are not revising down our target. 

 
Finally, it is important to reconcile the above with current positioning in the Real Return Strategy, particularly 
with respect to the broader observation that over the  medium to long term we favour equities over bonds yet 
our current positioning has a relatively moderate equity exposure (28%) with elevated cash (27%). 
 
On this point the following observations are relevant: 
 
1. The points outlined in this article reflect a medium term outlook. As noted cyclical volatility around these trends will 

drive shorter run positioning. 

2. Concerns about bond valuations are important in that they (sovereign bonds) offer poor prospective returns and 
high risk of loss (except under deflation which is in effect the only reason we still hold duration). This means 
though our ability to diversify a higher equity exposure is reduced.  

3. While we are carrying some additional risk in global high yield credit and subordinated debt securities, spreads are 
at best fair value limiting our appetite to take too much risk in this area. 

4. If the risk to bonds is realised it is likely to unravel some of the current market support for equities.  

5. Given current market uncertainty (BREXIT, European Banks, Fed Policy, Geopolitics etc) a more temperate 
tactical stance is warranted. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Disclaimer: 
Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article. They do not necessarily reflect 
the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, AFS Licence 226473 ("Schroders") or any member of the 
Schroders Group and are subject to change without notice. In preparing this document, we have relied upon and assumed, without independent verification, 
the accuracy and completeness of all information available from public sources or which was otherwise reviewed by us. Schroders does not give any warranty 
as to the accuracy, reliability or completeness of information which is contained in this article. Except insofar as liability under any statute cannot be excluded, 
Schroders and its directors, employees, consultants or any company in the Schroders Group do not accept any liability (whether arising in contract, in tort or 
negligence or otherwise) for any error or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) 
suffered by the recipient of this article or any other person. This document does not contain, and should not be relied on as containing any investment, 
accounting, legal or tax advice.  
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