
WHY 3% MATTERS 

This note puts forward the proposition that an additional 3% per annum return matters a great deal 
and, If achieved, will boost long term returns for the family investments in stock markets in a material 
way. 
  
We have tried to summarize a combination of relevant discussion points from both internal Manifold 
thinking as well as that of economists and some of the best market practitioners.  Let us start with 
market norms over long periods of time, what drives stock markets up (and sometimes down), and the 
prognosis for the next number of years. 
  
Market Norms 
  
The average compound after-inflation rate of return on stocks from 1802 through 2001 was 6.8 percent 
per year, and this number has remained remarkably steady over time.  It has changed little in the period 
from 2002 to 2017.  A 6.8 % annual rate of return means that if all dividends are reinvested, the 
purchasing power of stocks has doubled, on average, every ten years over the past two centuries. This 
return far exceeds that of other financial assets. This evidence shows that, over long periods of time, the 
price of stocks fully compensates stockholders for any inflation, as the real return on stocks since World 
War II is virtually identical to that prior to that war.  The following chart illustrates the growth rate of 
equites, bonds and Treasury Bills in the US since 1802 to the end of 2001, a two hundred year period 
(the years since 2002 have not altered the key observations about long term returns.  Growth is shown 
on a log scale, which is appropriate for this purpose. 
  

 
  
  
The 6.8% quoted above is for US markets.  While the data is not complete, it suggests that for global 
markets the historical annual return to equities after inflation is below that number.  For sake of 
argument, let us assume that 6.0% is a reasonable global number.  There is another reason to use a 
lower number that is discussed a little later. 
  



While I will not cite all the data and arguments, the equity risk premium over Treasury Bills has 
historically been in the order of 4% per annum in the US and probably a little lower globally. 
  
Market Expectations forThe Coming Years 
  
There are strong arguments that over the next number of years the return on equities, both nominal 
and real, will be below the period since the current equity bull market started in March 2009, and also 
below long term historical averages.  The argument to support this view has many facets but is perhaps 
well summarized as follows. 
  
In the 85 years for which Bureau of Economic Analysis in the US has calculated the annual change in real 
GDP there is only one ten-year stretch—2006 through 2015—when the annual growth in real GDP never 
hit 3 percent.  We now know that 2016 and year to date in 2017 have continued this trend of sub 3% 
growth.  During the last ten years, real annual growth in GDP peaked in 2006 at 2.7 percent. It has never 
been that high again, according to the BEA.  This reduction in US (and global) growth rates is in line with 
both medium term arguments on growth expectations put forward by many (see below) as well as long 
term arguments put forward by some economists, most notably Thomas Piketty. 
  

 
  
The argument that over the coming period (next decade?) the equity risk premium will be lower than 
recent years and the long-term average can by summarized from an article by Christopher Schelling in 
Institutional Investor on July 03, 2017. 
  
"We should all know by now that stock market returns come from underlying factors such as dividend 
yield, earnings growth, and the expansion of price / earnings multiples.  By digging into its various 
features, consider how the S&P 500 index has performed in the past 50 years. 
  



In 1966 the five-year annualized earning growth rate for companies in the index was 10% and the 
trailing 12 month price earnings-ratio was 14.8.  At the end of 2016, the five-year annualized growth 
rate was 2.3% and the market was paying 20.6 times earnings to own the S&P 500. 
  
Perhaps more importantly, the dynamics behind these measurements have changed significantly. 
  
Earnings growth in the past decades was fueled by massive improvements in productivity stemming 
from industrial and digital innovations, strong demographic tailwinds , and growing use of leverage 
financed at progressively lower interest rates.  Today we have a massive debt overhang with interest 
rates near all-time low, stagnating productivity and in increasing aging problem. 
  
Meanwhile, the eight year bull market persists, with the S&P 500 returning 16 % in the 12 months 
through May 19. 
  
Public equities may well outperform Treasuries, and I suspect they will.  But I am not sure there is any 
inherent reason to expect the equity risk premium to look anything like it used to just because, well, 
they are equities." 
  
I would add to this the idea that corporate earnings are at close the highest percentage of GDP they 
have ever been, leaving less room for expansion at the expense of labor costs.  Additionally, there are 
strong arguments to back the notion that GDP expansion will not rise again for a sustained period to the 
heady days of the 1980s or during World War II, the two longest periods with growth above 3% pa in the 
US ever recorded. 
  
There is an excellent, if long, discussion of long term economic growth rates in Thomas Piketty's book 
Capital in the Twenty-First Century.  In this he argues that due to declines in population growth rates 
and once fast growth economies like India and China catch up with the developed economies, the long 
term economic growth rate is likely to settle in at about 1.5% per annum.  While this may be unduly 
pessimistic about the impact of technology on growth rates, the argument is cogent, and makes it clear 
that high economic growth rates in the area of 3% per annum (let alone the 4% promised by Donald 
Trump) are very likely a phenomenon of the past. 
  
While I am reluctant to predict a major problem in equity returns, I do think there as strong reason to 
believe that we will not see sustained economic growth in the advanced industrial economies that 
exceeds 2.0% to 2.5% per annum.  This will eventually have an impact on equity returns. 
  
Given the current state of global economies (near full employment in the US, almost a decade of 
uninterrupted economic expansion, etc.) we believe the case is strong that global equites will struggle to 
return more than the long term average of 6.0% to 6.8% over the next decade. 
  
In such a world, adding 3% per annum to the returns on an equity portfolio is equivalent to adding 
about 50% to real returns over inflation, a considerable improvement in wealth creation if achieved. 
  
It should be pointed out that adding 3% per annum to returns is a goal that is not easy to achieve.  In the 
past decade in the US, once survivorship bias is accounted for, only about 9% of active mangers beat the 
S&P 500 index.  While I have not seen good data on this globally recently, I suspect the global number is 
similar.  Beating markets is hard, for all of the reason pointed out by Nobel Laureate Bill Sharpe in his 
article on the arithmetic of active management.  In summary Sharpe points out that since all investors 



are the market, they must collectively underperform the market by an amount equal to the costs 
associated with managing all of the assets.  Of course, when I was the CIO of the largest indexing 
business in the world at the time (Barclays Global Investors) this was one of our simplest and strongest 
reasons for advocating a core position in index funds for most investors. 
  
While we certainly acknowledge the challenges of adding value to passive portfolios, the many Family 
Office has been doing exactly that by taking scientifically structured bets for many years (small cap and 
value tilts).  The value added since March 2008 has been about .50% per annum (5.7% per annum for 
the benchmark and 6.2% for the DFA Fund, in line with the very long term global growth rates described 
above).  Such incremental gains are difficult to achieve but valuable.  We believe the only realistic way 
to add such value on a reasonably consistent basis over long periods is with a very well thought out and 
applied scientific approach. 
  
I should also address briefly the risk issues associated with the approach recommended in the 
presentation.  This is done below under several headings. 
  
Risk to Existing Investments 
  
Existing investments based on direct investment in the equites of global companies stay in place.  One of 
the biggest risks in many approaches to adding value is to liquidate a portion of the existing portfolio 
and incurring a potential opportunity cost.  One of the most important features of the recommended 
approach is that existing equity investments stay in place generating the same returns relative to the 
MSCI ACWI benchmark. 
  
Risk of Loss in Manifold Portfolio 
  
The second risk to be considered is potential losses in the Manifold portfolio.  While it may not be 
apparent for the presentation, the Manifold portfolios have very low levels of risk associated with them. 
Each portfolio (such as the US portfolio) will be market neutral and thus not subject to large losses in the 
event of a market decline.  Manifold market neutral portfolios have an equal amount invested on the 
long and short sides.  The risk therefor is that the short portfolio outperforms the long, thus resulting in 
losses.  While that can happen, our risk management is such that our long and short portfolios are 
carefully balanced relative to each other in terms of sector and factor exposures, such as small cap, 
value, technology, and so on. 
  
As an example, I have attached a current US portfolio (as of July 07, 2017) for your review.  The US is the 
largest component of the benchmark index by a considerable margin and hence is most important to 
returns.  What you will see is a very mundane portfolio of companies that range from small cap 
(minimum market cap of $250 million in the US and equivalent elsewhere) to the largest companies in 
the US market.  The stocks are highly liquid.  For example, on the long side in the US the portfolio 
currently has Facebook, Microsoft, Apple and Chevron while on the short side it has General Motors, 
General Dynamics, Boeing and IBM, to name a few.  Boring indeed but the portfolio returned .52% on 
July 07 and is up about .85% so far in July, both ahead of normal expectation for a market neutral 
portfolio that does not profit from market moves.  Indeed, in many respects Manifold portfolios will look 
more conservative than existing DFA portfolios. 
  
The risk of severe losses in such carefully risk managed portfolio, while not zero, is very low. 
  



Even if losses across the Manifold portfolio reached a number such as 3% in a month (well above what 
we expect) the loss would amount to $1.5 million of a portfolio of $50 million.  Given the collateral held 
by the Prime Broker, nothing would happen.  The only time the Prime Broker would force a realized loss 
on units of the DFA Fund would be if the Manifold Fund was terminated in a loss position or if losses 
were so severe that the collateral sufficiency was in doubt.  This would require large losses over a long 
period of time and we would expect Bernina would terminate Manifold if losses reached an 
uncomfortable level. 
  
While all investments require a degree of risk taking, the level of risk associated with the proposed 
program is low in term of susceptibility to large losses because of the market neutral implementation on 
top of existing assets.  The real risk is that the Manifold long positions will underperform the short 
hedge, but the risk levels and diversification in the portfolios are designed to keep any such potential 
losses to a modest level.  As shown in the presentation, we expect monthly losses greater than 1% to be 
rare events given the diversification in the market neutral strategies that will form the Manifold 
portfolio. 
  
Summary 
  
I have tried to put the value of a 3% per annual incremental gain in the context of long term equity 
market returns and economic growth that ultimately drives stock market gains.  If long term growth 
rates for the past 200 years hold into the future, the value-added goal of 3% per annum would increase 
after inflation returns by close to 50%.  I believe the logical conclusion is that such potential gains are 
very valuable and can materially increase after inflation returns to the Bernina portfolio. 
  
I also believe the risks associated with this pursuit of incremental gains as recommended are much less 
in terms of potential short-term losses and volatility that that of the market itself.  This is because the 
market neutral nature of the portfolio makes it independent of the direction of the market.  In addition 
the conservative nature of the holdings and exposures of the actual portfolios result in conservative 
portfolios, as illustrated in Manifold portfolios, which we are happy to make available for review. 
  
I would very much like to discuss these ideas with you at your convenience by Skype or when I am in 
London next week (I do understand you time constraints).  As always thank you for your interest in such 
fundamental questions. 
  
PS:  You will find links below to many of the articles from which we have drawn some of the information 
presented above. 
  
http://www.institutionalinvestor.com/article/3724672/asset-management-equities/the-puzzling-equity-
premium-quietly-leading-you-to-
pitfall.html?utm_medium=email&utm_campaign=Essential%20II%20Daily%20752017&utm_content=Es
sential%20II%20Daily%20752017+CID_a1208da62e3dde6678e4349eee1c375c&utm_source=Campaign
MonitorEmail&utm_term=The%20Puzzling%20Equity%20Premium%20Quietly%20Leading%20You%20t
o%20Pitfall#/.WWKUKLpFwdV 
  
  <http://libertystreeteconomics.newyorkfed.org/2015/07/a-discussion-of-thomas-pikettys-capital-in-
the-twenty-first-century-by-how-much-is-r-greater-than-g.html>  
  

http://www.institutionalinvestor.com/article/3724672/asset-management-equities/the-puzzling-equity-premium-quietly-leading-you-to-pitfall.html?utm_medium=email&utm_campaign=Essential%20II%20Daily%20752017&utm_content=Essential%20II%20Daily%20752017+CID_a1208da62e3dde6678e4349eee1c375c&utm_source=CampaignMonitorEmail&utm_term=The%20Puzzling%20Equity%20Premium%20Quietly%20Leading%20You%20to%20Pitfall#/.WWKUKLpFwdV
http://www.institutionalinvestor.com/article/3724672/asset-management-equities/the-puzzling-equity-premium-quietly-leading-you-to-pitfall.html?utm_medium=email&utm_campaign=Essential%20II%20Daily%20752017&utm_content=Essential%20II%20Daily%20752017+CID_a1208da62e3dde6678e4349eee1c375c&utm_source=CampaignMonitorEmail&utm_term=The%20Puzzling%20Equity%20Premium%20Quietly%20Leading%20You%20to%20Pitfall#/.WWKUKLpFwdV
http://www.institutionalinvestor.com/article/3724672/asset-management-equities/the-puzzling-equity-premium-quietly-leading-you-to-pitfall.html?utm_medium=email&utm_campaign=Essential%20II%20Daily%20752017&utm_content=Essential%20II%20Daily%20752017+CID_a1208da62e3dde6678e4349eee1c375c&utm_source=CampaignMonitorEmail&utm_term=The%20Puzzling%20Equity%20Premium%20Quietly%20Leading%20You%20to%20Pitfall#/.WWKUKLpFwdV
http://www.institutionalinvestor.com/article/3724672/asset-management-equities/the-puzzling-equity-premium-quietly-leading-you-to-pitfall.html?utm_medium=email&utm_campaign=Essential%20II%20Daily%20752017&utm_content=Essential%20II%20Daily%20752017+CID_a1208da62e3dde6678e4349eee1c375c&utm_source=CampaignMonitorEmail&utm_term=The%20Puzzling%20Equity%20Premium%20Quietly%20Leading%20You%20to%20Pitfall#/.WWKUKLpFwdV
http://www.institutionalinvestor.com/article/3724672/asset-management-equities/the-puzzling-equity-premium-quietly-leading-you-to-pitfall.html?utm_medium=email&utm_campaign=Essential%20II%20Daily%20752017&utm_content=Essential%20II%20Daily%20752017+CID_a1208da62e3dde6678e4349eee1c375c&utm_source=CampaignMonitorEmail&utm_term=The%20Puzzling%20Equity%20Premium%20Quietly%20Leading%20You%20to%20Pitfall#/.WWKUKLpFwdV
http://www.institutionalinvestor.com/article/3724672/asset-management-equities/the-puzzling-equity-premium-quietly-leading-you-to-pitfall.html?utm_medium=email&utm_campaign=Essential%20II%20Daily%20752017&utm_content=Essential%20II%20Daily%20752017+CID_a1208da62e3dde6678e4349eee1c375c&utm_source=CampaignMonitorEmail&utm_term=The%20Puzzling%20Equity%20Premium%20Quietly%20Leading%20You%20to%20Pitfall#/.WWKUKLpFwdV
http://libertystreeteconomics.newyorkfed.org/2015/07/a-discussion-of-thomas-pikettys-capital-in-the-twenty-first-century-by-how-much-is-r-greater-than-g.html
http://libertystreeteconomics.newyorkfed.org/2015/07/a-discussion-of-thomas-pikettys-capital-in-the-twenty-first-century-by-how-much-is-r-greater-than-g.html


<http://www.cnsnews.com/news/article/terence-p-jeffrey/us-has-record-10th-straight-year-without-3-
growth-gdp>  
  
<http://www.econlib.org/library/Enc/StockMarket.html>  
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