
INVESTING OVER 
THE NEXT DECADE



“Investors should consider nontraditional assets.
There’s a whole spectrum…of asset classes at our
disposal. Seek out the ones that offer higher yield, or
higher growth, or both. Seek out ones that diversify
against the mainstream 60/40 classic stock/bond
blend...”

- Rob Arnott
Research Affiliates
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Many financial planning methods rely on estimates of forward
stock and bond returns in order to calculate a recommended
portfolio. Even if explicit calculations are not used, these
estimates are often implicit in asset allocation rules of thumb.
But when these estimates simply default to long-term average
returns for each asset class, an investor’s outcome may not
align with their expectations.

The periods used to estimate asset class returns are
frequently longer than any individual investor would ever
experience. A long-term average may be good for convincing
an investor that stocks have been a strong driver of growth
over the last century, but the individual investor’s experience
is never “average”.

Investors operate in a world of short-term financial demands
(education, health care, mortgages, cars, etc.), major life
changes, and shifting risk preferences and tolerances.
Investing for the long run without considering performance
over the intermediate term may lose sight of investors’ needs.

The market cycle encountered by each individual will
determine their portfolio’s growth prospects. As we enter into
a rising interest rate environment with elevated equity
valuations, this may be one of the worst times to use long-
term averages as forecasts for the immediate future.

So what does the next decade look like?

Over the period from 1871-2015, the S&P 500 has returned an
average of 9.0% annually, 6.8% after inflation. But this
performance was most certainly not consistent. Below we plot
the rolling 10-year annualized real return for the S&P 500.

While most of the periods have historically had positive
returns, many of the periods exhibited real returns that were
well below the long-term average. We may be at the cusp of
another one of those decades.

John Bogle, godfather of passive investing, recently gave an
interview with Morningstar where he discussed his outlook for
U.S. equities. And the outlook is grim.

John uses a very simple framework to estimate forward long-
term returns. First we start with the dividend yield. Then we
add on our expected earnings growth. Finally, we add on any
“speculative return” that might be due to re-pricing back to
long-term means. For example, if the S&P 500 is above its
long-term P/E average, we might expect a negative
speculative return as the market “re-prices” back to a normal
P/E level.

Bogle believes we will see a dividend yield of 2%, earnings
growth of 5%, and a speculative return of -3%. This puts the
long-term nominal expected return at 4%. Once you factor in
inflation of 2%, we end up with an expected real return of a
meager 2%.
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This graph plots annualized inflation-
adjusted total returns for the S&P 500
over rolling 10-year periods. We see
that when an investor invests can be
critical in determining her financial
outcome over the subsequent
decade.
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Bogle’s return forecasts are right in line with historical norms
based on price-to-earnings ratios. Using Nobel Prize winning
economist Robert Shiller’s cyclically adjusted P/E ratio
(CAPE), which is currently at 26, we can see that historical
forward real returns have been between 0% and 6%.

And Bogle is not alone.

Research Affiliates actually publishes its forward expected
returns online and uses a similar framework. As of 9/30/2015,
Research Affiliates’ forward expected real return for large cap
U.S. stocks is a mere 1.1% (yield of 2.0%, growth of 1.3%
and a valuation of -2.1%).

Whether it is 1.1% or 2%, the takeaway is obvious: it will be a
tremendous surprise if stocks return anywhere close to their
long-term historical averages over the next decade.

So if equity returns over the next decade will be muted,

maybe bonds will drive growth.

Over the period from 1871-2015, a constant maturity index of
10-Year U.S. Treasuries has returned 4.8% nominally and
2.3% after inflation.

The chart below shows that bonds have also gone through
many 10-year periods with negative real returns. And with
current yields on Treasuries near historical low levels all along
the yield curve, we do not expect that the next 10 years will
be much better based on the fact that current nominal yields
have historically been a good predictor of forward yield on
Treasuries.

This graph plots annualized inflation-
adjusted total returns for a constant
maturity index of 10-Year U.S.
Treasuries over rolling 10-year
periods. We again see that when an
investor invests can be critical in
determining her financial future.
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As interest rates begin to creep back to more normal historical
levels with the U.S. Federal Reserve easing up on monetary
policy, we would expect the growth outlook for bonds to
improve. But this only benefits investors who buy the bonds
and hold them to maturity since any investment that rolls over
bonds into new issues will have to sell at a discount as rates
continue to rise.

With low forecasted returns in stocks and bonds, one hope is
that diversification between the two may mitigate the low
growth prospects.

Diversification is often considered the “free lunch” of the
market. Even with low expected returns for both stocks and
bonds, sufficient diversification can make the whole greater
than the sum of the parts, at least to some extent.

A stalwart of diversification in the past has been the 60%
stock/40% bond portfolio. Over the period from 1871-2015,
this portfolio has returned 7.8% annualized, 5.6% after
inflation. While this return is less than that of equities, the
diversified portfolio generated its return with approximately a
third less volatility.

On the next page we plot market valuations against 10-year
U.S. Treasury rates. Each point is colored based on the
forward 10-year compound annual growth rate (“CAGR”) of a
60/40 portfolio of the S&P 500 and a constant maturity index
of 10-Year U.S. Treasuries. We already saw that equities and
bonds both have low expected returns due to high valuations
and low interest rates. These two factors point to returns over
the next decade that are tepid, at best.

While diversification is a benefit in a portfolio, it is by no

means a panacea to anemic growth in the portfolio’s
components.

In order to combat these low growth expectations in U.S.
stocks and bonds over the next decade, we have to approach
the problem creatively. Even if stocks and bonds have a “lost
decade,” that does not mean that every single asset class will;
there may be better opportunities elsewhere. Five possible
tactics for combating low growth are:

1. Diversify Your Approach

2. Actively Manage Risk

3. Go Global

4. Pursue Alpha

5. Seek Higher Yields

By constructing a globally diversified portfolio, utilizing
nontraditional asset classes such as high income assets and
tactical strategies, and emphasizing long-term outperforming
factors we can seek growth in an environment where growth
is difficult to find.

While each of these ideas may go through periods of under-
performance over the next decade, we believe that taking a
diversified, disciplined approach will be crucial to the long-
term success of any investment strategy.
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Our first idea is the broadest of the five. We always emphasize
the importance of diversification as a risk management tool,
but simply diversifying across asset classes does not always
limit drawdowns during crisis periods. During these times, the
supposed diversification that was in place prior to the 2008
crisis dries up as assets become more highly correlated,
thereby erasing many of the intended benefits of
diversification. As an example, between June 2008 and
March 2009 many global asset classes crashed in unison.

This idea specifically refers to what we call process
diversification. The chart at the bottom of the page highlights
a few different processes that have been popular over the
past few decades. Some of these have gone through periods
of significant under-performance, only to eventually come
back into favor as the market environment evolves.

As shown in the chart below, chasing the best performing
strategy is actually the worst performing strategy. A better
approach is to realize that no strategy will out-perform all the
time. An equal allocation to all of them has historically
generated higher risk-adjusted returns than either chasing
performance or holding most strategies individually.

Along these same lines, the following four ideas are by no
means mutually exclusive. Many of them can be used in
combination by splitting the portfolio into sleeves, as shown
above.

By taking a multi-tiered approach, we can increase our
process diversification and aim for a more balanced
contribution to portfolio growth.

The Ivy portfolio consists of a 40% allocation to global equities
(VHGEX) a 20% allocation to fixed income (VBIIX), a 20%
allocation to commodities (DGL and DBC and related indices
prior to ETF launch), and a 20% allocation to REITs (VGSIX).
The permanent portfolio consists of a 25% allocation to U.S.
Equities (VTSMX), a 25% allocation to long-term Treasuries
(VUSTX), a 25% allocation to cash equivalents (VFISX), and a
25% allocation to gold (DGL). The risk- parity portfolio
consists of an equal risk contribution allocation to global
equities (VGHEX), fixed income (VUSTX and VBIIX), and
commodities (DGL and DBC). The 60/40 portfolio consists of a
60% allocation to global equities (VHGEX) and a 40%
allocation to fixed income (VBMFX). The tactical equity
portfolio allocates to U.S. equities (VTSMX) when its 50-day
moving average is above its 200-day moving average and to
cash equivalents (VFISX) otherwise. U.S. equities are
represented by VTSMX. While we have attempted to create
simulations of these portfolio strategies that are as realistic as
possible, we are not claiming that any of these strategies or
simulations would have been implemented, or were historically
implementable, as described.
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One way to possibly sidestep a decade of muted growth is to
incorporate tactical strategies that actively manage risk. Lost
decades are often caused by large equity drawdowns that
cannot be avoided solely by strategic asset allocation. Even if
the returns are low on average, the decade may contain
shorter timeframes that exhibit stronger growth.
Opportunistically adjusting a portfolio’s equity exposure may
be able to reduce the severity of drawdowns, leaving the
capital base intact to capitalize on periods of short-term
growth.

Consider an investor with a strategic 60/40 portfolio who is
willing to vary her allocations within the range of 40/60 and
80/20. The tactical solution she wishes to employ is
completely unconstrained and can range between 0/100 and
100/0. By reconfiguring her portfolio to now be 40% stocks,
20% bonds and 40% tactical, she has a flexible solution that
will vary within the allocation limits she feels comfortable with.

To see this benefit, she can implement this simple tactical
strategy by utilizing momentum signals on stocks and bonds:

A signal (“buy” or “sell”) is generated on
equities and fixed income using a simple 12-
month moving average.

If the equity signal is a “buy,” then the investor
gets a 20% overweight to equities (80/20). If
the equity signal is a “sell,” then the investor
gets a 20% underweight to equities (40/60).
The remainder of the portfolio is invested in
fixed income if the fixed income signal is a
“buy.”

If the fixed income signal is a “sell,” then the
remaining allocation is put into cash. Without
cash return data going back to 1871, we
assume an annual return of 0% after inflation.

Assuming no diversification benefits, the expected real return
on a 60/40 portfolio is 1-2% using the estimates from either
Research Affiliates or Bogle. Historically, returns have been at
or below this level 18% of the time, as shown in the chart
above. During these periods, the average outperformance of
the tactical strategy was 107 bps.

With low expected returns over the next decade, simply
relying on a strategic allocation that has produced good
results historically may set investors up for a lost decade.
Merely keeping up with a low growth market over the next ten
years may not be an option for investors needing to meet ever
financial obligations that grow at a faster rate.

Strategic approaches and tactical solutions are by no means
mutually exclusive within a portfolio. In fact, we advocate
strongly for the incorporate of both within an investor’s
portfolio. This is an example of process diversification – which
was idea #1.

By opportunistically adjusting asset class exposures,
investors can take advantage of opportunities to protect
capital on the downside and bolster growth on the upside. As
1999 to 2009 illustrated, a low average return environment
can still present ample opportunity to improve growth
prospects through diligent risk management through a
flexible, tactical solution.
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Valuations are the biggest drag on forward looking returns for
U.S. equities. Even though economic growth globally may not
differ significantly from growth in the U.S., many foreign
markets are much more fairly priced and thus offer higher
expected returns.

A common question when investing in global equities is
whether or not to hedge against the foreign currency
exposure. We do not believe this is necessary.

With increasing globalization, many companies earn a
significant portion of their profits outside of their own country
in different currencies. While determining an individual
company’s currency exposure may be manageable, it may be
difficult to pinpoint the exact currency exposure of an ETF,

which may contain well over 100 companies.

By hedging a single currency exposure in a global equity ETF,
it is possible that you may be hedging against a risk that is not
even present. Hedging currency exposure may actually add
risk to a portfolio.

Additionally, currency exposure may be a beneficial diversifier
in a portfolio. For instance, when you buy a Japanese
company, you really are placing two separate bets: a) a bet on
the company itself and b) a bet that the Yen strengthens
relative to the dollar. These bets are not perfectly correlated
and so tend to offset each other to some extent; an unhedged
global investment may contain prepackaged diversification.

In both foreign developed and emerging market equity, a
significant portion of forward returns may actually come from
currency exposure.
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Hedged Un-hedged

U.S. Large Cap Emerging Market Equity EAFE Equity

Yield 2.0% 3.1% 3.3%
Growth 1.3% 1.5% 1.3%
Valuation -2.1% 1.3% -0.4%
FX 2.1% 1.1%

Expected Real Return 1.1% 7.9% 5.3%

Volatility 14.6% 23.7% 17.1%

Source: Index data from MSCI, calculations performed by Newfound Research

Source: Research Affiliates



Equity factors such as value, size, momentum, low-volatility,
and dividend growth have historically out-performed broad
market benchmarks on a total and risk-adjusted basis. These
factors are widely used by institutional investors to earn
premiums (alpha) above market returns.

Unfortunately, short-term performance of these factors is
unpredictable. Individual factors go through periods –
potentially periods of multiple years – where they
underperform the broad market equities.

Factors also frequently exhibit stark shifts between stellar
performance and lagging performance over time horizons of 3
to 5 years. Chasing factor performance can be very
detrimental to both risk-adjusted performance and tax-
efficiency.

Rather than attempting to predict which factor(s) will

outperform over the short-run. accessing a diversified basket
of factors can help smooth out short-term randomness and
harvest their long-term out-performance more consistently.

Value is represented by the Guggenheim S&P 500 Pure Value
ETF (ticker: RPV) and the underlying index prior to the ETF’s
launch. Minimum volatility is represented by the iShares MSCI
USA Minimum Volatility ETF (ticker: USMV) and the underlying
index prior to ETF launch. Momentum is represented by the
iShares MSCI USA Momentum Factor ETF (ticker: MTUM) and
the underlying index prior to ETF launch. Dividend Growth is
represented by the ProShares S&P 500 Dividend Aristocrats
ETF (ticker: NOBL) and the underlying index prior to ETF
launch. Size is represented by Vanguard Small-Cap Index
Fund (ticker: NAESX). The S&P 500 is represented by the
SPDR S&P 500 ETF (ticker: SPY). While we have attempted to
utilize data that is as realistic as possible , we are not claiming
that any of these factors would have been implemented or
implementable as described.
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At Newfound, we break total return into two general
components: income and capital appreciation. As we saw in
the outlook for equities, it is the capital appreciation side that
looks shaky over the next decade. So how might we be able
to offset this?

With a larger focus on income.

We don’t just mean a larger portfolio allocation to core bonds,
though – we already saw that growth in Treasuries looks
subdued. Dividend equities also show a similar trajectory. We
mean finding asset classes that offer high income
opportunities.

We can see that all of these high income asset classes have
at least double the expected real return Research Affiliates
predicts for large-cap U.S. equities.

Under the hood of these predictions, we can also see just
how important the yield component is. Most of these income
focused asset classes actually have negative earnings growth
expectations – but the yield is large enough to offset it from a
total return standpoint.

For investors holding these assets in tax-deferred accounts,
there is generally no tax disadvantage whether returns are
earned as income or capital appreciation.

For investors utilizing taxable accounts, while the tax
treatment of income is not as favorable as that on long-term
capital gains, especially for those who are in higher tax
brackets, reinvesting income after taxes can act as a hedge

against increasing capital gains tax rates in the future. It is
generally better to postpone taxes and let gains compound
tax-free, but as taxes are paid on the income, the basis of the
investment increases and reduces the outstanding tax liability
due upon liquidating the assets. These effects are more
pronounced in a low growth environment.

Ironically, income may be the largest portfolio driver of growth
over the next decade.
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High U.S. equity valuations and low interest across the yield
curve point to lower growth in these core assets over the next
decade. While these assets have driven portfolio growth over
the long-term, investors must turn to alternative methods to
generate portfolio growth in the immediate future.

First and foremost taking a diversified approach may be more
essential than in periods of high growth. By allocating across
a number of different growth prospects, we can reduce the
impact of individual strategy short-term underperformance.

Employing a tactical approach to manage risk can combat the
low growth potential in equities and fixed income by
protecting capital during drawdowns so that a sufficient
portion of the portfolio remains intact to capitalize on growth
opportunities as they manifest themselves in the market.

Looking for growth outside the U.S. can also open up
opportunities for overall portfolio growth. With positive
expected returns in foreign currencies, maintaining currency
exposure on equities through an unhedged investment may
also lead to high returns with the added benefit of
diversification that currencies have historically provided.

Shifting core equity allocations to investments that target
institutional caliber factors such as small size, momentum,
value, dividend growth and low volatility may generate alpha
in a portfolio, especially with a ten-year time horizon.
Diversifying across multiple factors can reduce the risk of

short-term underperformance in any specific factor.

Finally, focusing on income generating assets, which generally
have higher expected returns over the next decade, is another
possibility to combat sluggish growth in traditional asset
classes. Income is a key component of total return, and it may
be a key component of overall portfolio growth over the next
ten years.

While investors are averse to losses, they plan their financial
goals around portfolio growth. Stagnating for a decade, while
better than losing value, is not an option for many investors.
As investors look to re-position their portfolios for the next
decade, the old heuristics of “stocks for growth, bonds for
safety” may lead them astray. By enriching a portfolio with
other drivers of growth, such as income focused assets and
tactical strategies, investors may be able to weather the
decade of low core stock and bond returns and emerge in a
position healthy enough to reap better growth prospects in
subsequent decades.
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The information set forth herein has been obtained or derived from sources 
believed by Newfound Research LLC to be reliable. However, Newfound does 
not make any representation or warranty, express or implied, as to the 
information’s accuracy or completeness, nor does Newfound recommend that 
the attached information serve as the basis of any investment decision. This 
document has been provided to you for information purposes and does not 
constitute an offer or solicitation of an offer, or any advice or recommendation, 
to purchase any securities or other financial instruments, and may not be 
construed as such. This document is intended exclusively for the use of the 
person to whom it has been delivered by Newfound and it is not to be 
reproduced or redistributed to any other person. Newfound hereby disclaims 
any duty to provide any updates or changes to the analyses contained in this 
presentation. Information provided in this document was derived from 
Newfound Research LLC, Robert Shiller’s Online Data, Federal Reserve Bank of 
St. Louis, MSCI, Research Affiliates and Yahoo! Finance.

Certain of the information included in this document is backtested and 
hypothetical, and do not reflect actual investment performance. Hypothetical 
performance results (e.g., quantitative backtests) have many inherent 
limitations, some of which, but not all, are described herein. No representation is 
being made that any fund or account will or is likely to achieve profits or losses 
similar to those shown herein. In fact, there are frequently sharp differences 
between hypothetical performance results and the actual results subsequently 
realized by any particular trading program. One of the limitations of hypothetical 
performance results is that they are generally prepared with the benefit of 
hindsight. In addition, hypothetical trading does not involve financial risk, and no 
hypothetical trading record can completely account for the impact of financial 
risk in actual trading. For example, the ability to withstand losses or adhere to a 
particular trading program in spite of trading losses are material points which 
can adversely affect actual trading results. The hypothetical performance results 
contained herein represent the application of the quantitative models as 
currently in effect on the date first written above and there can be no assurance 
that the models will remain the same in the future or that an application of the 
current models in the future will produce similar results because the relevant 
market and economic conditions that prevailed during the hypothetical 
performance period will not necessarily recur. There are numerous other factors 
related to the markets in general or to the implementation of any specific trading 
program which cannot be fully accounted for in the preparation of hypothetical 
performance results, all of which can adversely affect actual trading results. A 
backtested return, for any period, may vary depending on the date it is 
run. Diversification does not eliminate the risk of experiencing investment 
losses.

Past performance is not an indication of future performance.
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For more information about Newfound 
Research call us at +1-617-531-9773, 
visit us at www.thinknewfound.com
or e-mail us at info@thinknewfound.com
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