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Navigating troubled waters   

Highlights 
› For the 2022 edition, we begin with a long-term perspective on the evolving inflationary environment 

through the lens of deglobalization – a thematic that seemed unavoidable. We then follow up with updated 
return forecasts for major asset classes over the usual f ive-year horizon, focusing on key takeaways for 
investors.  

› A trend toward deglobalization seems to be emerging, which could, in and of itself, lead to higher but also 
(and mostly) more volatile inflation in the long run. For investors, one potential consequence of such an 
environment would be the stock-bond correlation turning positive, suggesting more volatile returns – or 
troubled waters – for balanced portfolios.  

› On the flip side, the good news is that the valuation shock experienced by major asset classes in 2022 
translates into better return expectations across most market segments, the main exception being 
international equities, where a methodology change leads us to revise our outlook downward. As such, a 
balanced portfolio is now expected to return 6.0% per year on average over the next five years – a 140 bps 
increase over the 2021 figure of 4.6% (Chart 1). 

› Yet, what strikes us as the key takeaway from our updated five-year forecast is the significant improvement 
in the return expectations for bonds. With yields nearing levels not seen in more than a decade, the 
projected return for the Canadian bond market is now greater than the expected inflation over the coming 
five years, even after revising our inflation outlook upward. This is a first since 2019, with our real return 
forecast for Canada's main fixed-income benchmark standing at its highest from when we started publishing 
long-term market expectations in 2017. 

1 | CIO Office Long-term Market Expectations for 2022 - 2027

CIO Office (data via Refinitiv, Preqin). *Our balanced portfolio is composed of 21% S&P/TSX (CAD), 21% S&P 500 (CAD), 12% MSCI EAFE (CAD), 6% MSCI EM (CAD), 
25% FTSE Canada Broad Universe (CAD), 10% U.S. IG (USD), and 5% U.S. HY (USD). IQR is centered around median historical returns.
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Introduction 

Once again, we are revising our long-term expected 
returns for major asset classes. They form the basis 
of our asset allocation strategy (AAS), a key input in 
the portfolio construction efforts at National Bank 
Investments. 
 
While forecasting is always a challenging exercise, 
in abnormal times it becomes perilous. Last year, 
our assumption that central banks would maintain 
monetary policies at accommodative levels in order 
to promote full employment despite rampant 
inflation, initially came forth. However, numerous 
issues and unforeseen events, such as continued 
containment measures in China, the outbreak of 
war in Ukraine and wage pressures emanating from 
a tight labour market, have pushed central banks to 
make inflation their main battle at such a pace that 
our expectations of a gradual rise in bond yields 
over the next few years have been realized in less 
than a year. 
 
While some inflation remains transitory in nature 
and bound to return to more 'normal' levels, there 
are factors that could keep it above central bank 
targets for quite some time.  
 
To be sure, we explore in the first section the 
decisive role that globalization played in the Fed's 
success in the 25 years prior to the pandemic. We 
continue with a brief overview of several 
international trade indicators and note that a de-
globalization trend seems to be emerging, 
suggesting structurally higher and more volatile 
inflation in the coming years. Finally, we conclude 
with the impact that such a scenario would have on 
the equity-bond correlation, a key element of 
portfolio construction.  
 
An overview of market expectations for individual 
asset classes is presented in the second section. 
Due to the rapid rise in interest rates over the past 

 
1 Our balanced portfolio is composed of 21% S&P/TSX (CAD), 21% S&P 500 (CAD), 12% MSCI EAFE (CAD), 6% MSCI EM (CAD), 25% FTSE 
Canada Broad Universe (CAD), 10% U.S. IG (USD), and 5% U.S. HY (USD).  
2 For a full description of our methodology, see our September 2021 LTME Report “Growth vs. Inflation – A Balancing Act” 

year, there has been a significant improvement in 
long-term expected returns for benchmark bonds, 
with the projected return for the Canadian bond 
market now greater than expected inflation over the 
coming five years, even after revising our inflation 
outlook upward. 
 
On the equity side, North America promises slight 
improvements in expected returns versus last year. 
Meanwhile, methodological changes to our EAFE 
and EM forecasts, where we focus more on recent 
trends rather than historical trends, lead to lower 
potential gains. 
 
All in all, a balanced portfolio1 is now expected to 
return 6.0% per year on average over the next five 
years. This represents a 140 bps increase over the 
2021 figure of 4.6% and falls above the previous 
five years’ realized return of 5.2% per annum. 
 
Finally, tables detailing all the components 
underpinning the calculation of our return 
expectations are provided at the end of the section. 
In the appendix, you will also find a few words on 
our latest methodological changes2, details on our 
U.S. equity projections, and the introduction of our 
private equity forecast.   
 

Martin Lefebvre 
Chief Investment Officer 
National Bank of Canada 
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Deglobalization and inflation 

Inflation has certainly been the hot economic topic 
thus far in 2022, with dramatic price increases and 
resulting rate hikes leaving no one indifferent. 
Fortunately, the tide finally seems to be turning. In 
recent months, oil prices have fallen significantly, as 
have those of a wide range of commodities, and 
global supply chain disruptions continue to ease. 
 
However, beyond the deceleration that is coming in 
2023, it is worth questioning the risk of inflation 
remaining higher than in the past for an extended 
period. Indeed, this is essentially what the markets 
are currently expecting, with inflation projected to 
remain near 3% over the next five years, compared 
to an average of about 2% between 1995 and 2020 
(Chart 2).  

The uncertainty surrounding these projections 
remains high and they should not be taken as a 
foolproof forecast. Nevertheless, one important 
factor that has helped keep inflation close to target 
over the past 25 years is undeniably under 
pressure: globalization. 
 
Indeed, it is often forgotten that an important part of 
the Federal Reserve's success in keeping inflation 
near the 2% target3 in the pre-COVID era was due 
to the absence of growth in goods prices. 
Specifically, while the price of services roughly 
doubled between 1995 and 2020 (the equivalent of 

 
3 The Fed’s Inflation Target: Why 2 Percent?, Federal Reserve of St. Louis, January 16, 2019 

2.8% annual growth), this increase was offset by 
the price of goods which barely increased over 25 
years (Chart 3).  

There is no doubt that globalization has contributed 
greatly to this trend, as producing goods abroad has 
proven to be much cheaper than producing them 
locally. As evidence of this, the once close 
relationship between the costs faced by domestic 
producers of goods and the price of goods 
purchased by consumers broke down completely in 
the early 2000s, around the same time the U.S. and 
China officially normalized their trade relations 
(Chart 4).  

Of course, prices of goods have exploded upwards 
more recently as the pandemic disrupted 
consumption patterns and global supply chains. But 
while increases of this magnitude are unlikely to 

2 | Inflation to decelerate, but by how much?

CIO Office (data via Refinitiv). *CPI Swaps.
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4 | … in large part because of globalization?

CIO Office (data via Refinitiv). *Costs faced by domestic producers = PPI personal consumption goods less foods. Prices paid by consumers = 
CPI core goods.
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3 | Core goods prices remained flat for 25 years…

CIO Office (data via Refinitiv). *Core inflation excludes food and energy prices, which are generally more volatile and less representative of the 
underlying inflation trend. 
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reoccur and may even reverse in the short term, it is 
increasingly diff icult to envisage a simple return to 
the pre-pandemic trend in terms of globalization and 
goods inflation in the longer term. 
 
For example, it should be noted that the intensity of 
international trade peaked in 2008 and has been 
gradually declining since then, suggesting that 
globalization headwinds are not new (Chart 5).  

Thus, it is rather an acceleration of this 
deglobalization trend that has recently been taking 
shape, as illustrated by the multiplication of 
protectionist trade interventions – think tariffs, 
quotas, and other trade barriers – since 2018, a 
year marked by the Trump administration's trade 
war against China (Chart 6).  

Moreover, the pandemic has exposed the 
vulnerability of global supply chains to exogenous 

shocks. For more than two years now, international 
trade has been plagued by shortages, delivery 
delays, and other major disruptions (Chart 7).  

Thus, while pandemic disruptions are expected to 
continue to subside over the next year, there is 
nonetheless growing interest among U.S. 
manufacturing companies in reshoring foreign 
operations to the United States (Chart 8).  

Fundamentally, protectionist trade interventions and 
the reshoring of supply chains are inflationary 
measures. Imposing tariffs and quotas has a direct 
impact on the price of imported goods, while 
repatriating foreign operations incurs relocation 
costs in the short run and higher labour costs in the 
long run. Environmental considerations could 
exacerbate these effects; the carbon tax also has 
an upward impact on the price of goods, while “buy 

5 | Global trade intensity is on a downtrend…

CIO Office (data via World Bank). *Total world exports + imports as a % of world GDP.
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6 | … and harmful trade interventions are spreading

CIO Office (data via Global Trade Alert). 
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7 | Global supply chains can be vulnerable…

CIO Office (data via Federal Reserve of New York). 
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8 | … prompting greater interest in reshoring

CIO Office (data via Kearney). 
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local” initiatives are directly in line with the current 
trend toward deglobalization. 
 
Let us be clear, international trade is only one driver 
among many when it comes to inflation. 
Technological innovation, demographics, the green 
energy transition, the propensity of households to 
save, not to mention monetary and fiscal policy will 
all play important roles, and it is hard to imagine 
anyone who can accurately predict the sum of all 
these interrelated factors. Thus, while it is 
reasonable to expect slightly higher inflation on a 
structural basis, the main takeaway is that it should 
also be more volatile than the pre-pandemic norm. 
 
For investors, an important potential consequence 
of such an environment comes from the 
diversification effects between major asset classes. 
Specifically, the correlation between stock returns 
and bond returns tends to be negative when 
inflation is low and stable, as was the case in the 
1960s and in the 2000s to 2010s. On the contrary, 
in periods of high and volatile inflation, the stock-
bond correlation increases and even becomes 
positive. This is what we observe in the 1970s to 
1980s, and more recently in 2022 (Chart 9).  

The silver lining: for equities, but especially for 
bonds, the negative valuation shock experienced 
over the past year translates into better return 
expectations over the projected five-year horizon, 
as detailed in the following sections. However, if 
performance is ultimately expected, investors will 

probably have to get used to navigating in troubled 
waters, as a positive stock-bond correlation 
suggests that good years will be even better, but 
bad years will be even worse than what they have 
been used to in recent history. 

  

9 |

-16%
-14%
-12%
-10%
-8%
-6%
-4%
-2%
0%
2%
4%
6%
8%
10%
12%
14%

-0.6

-0.4

-0.2

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

1.6

1950 1960 1970 1980 1990 2000 2010 2020

Inflation and Stock-Bond correlation*

Stock/Bond correlation 
(rolling 10yr, left)

Core CPI (y/y, right)

Toward a positive stock-bond correlation?

CIO Office (data via Refinitiv). *Correlation of monthly total returns of the S&P 500 and a 10yr Treasury Bond. 

Negative Stock/Bond correlation

Low and stable inflation



 
 

  

6  | 

CIO OFFICE 
LONG-TERM MARKET EXPECTATIONS  |  SEPTEMBER 22, 2022 

Long-Term Market Expectations Overview 
This year, we have appended the detailed 
description of the methodology underlying the 
calculation of our capital market expectations in 
order to focus the current section on the key results 
for investors.  
 
For starters, a balanced portfolio is now expected to 
return 6.0% per year on average over the next five 
years (Chart 10). This represents a 140 bps 
increase over the 2021 figure of 4.6%4 and falls 
above the previous five years’ realized return of 
5.2% per annum.  

Much of the improvement since last year's 
publication is due to a sharp rise in bond yields, 
which are now approaching levels not seen in more 
than a decade in many cases (Chart 11). While this 
reflects the unusually challenging period that f ixed-
income assets have just gone through – Treasury 
bonds just suffered their worst drawdown ever 
(Chart 12) – it also translates into higher potential 
bond returns on a forward-looking basis. 
 
In fact, the projected return for the Canadian bond 
market (4.3%) is now greater than the expected 
inflation over the coming five years, even after 
revising our inflation outlook upward to 2.5% 
(Table 1, page 9) based on market expectations. 
This is a first since 2019, with real return 
expectations for Canada's main fixed-income 

 
4 See our September 2021 LTME Report “Growth vs. Inflation – A Balancing Act” 

benchmark standing at their highest from when we 
started publishing long-term market expectations 
back in 2017 (Chart 13). 

11 | Bond yields not seen in over a decade...

CIO Office (data via Refinitiv). 
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12 | … manufactured heavy drawdowns…

CIO Office (data via Refinitiv). 
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CIO Office (data via Refinitiv). 
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10 | Long-Term Market Expectations: 2022-2027

CIO Office (data via Refinitiv). *Our balanced portfolio is composed of 21% S&P/TSX, 21% S&P 500 (CAD), 12% MSCI EAFE (CAD), 6% MSCI 
EM (CAD), 25% FTSE Canada Broad Universe, 10% U.S. IG (USD), and 5% U.S. HY (USD). IQR is centered around median historical returns.
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Further up the risk profile, our assumptions for 
North American equities have improved compared 
to last year, with the S&P/TSX up 10 bps to 7.7% 
and the S&P 500 up 170 bps to 6.7%. In short, the 
improvement in our forecasts for Canadian and U.S. 
equities comes from increases in dividend yields 
and revaluation components being only partially 
offset by weaker earnings growth forecasts 
(Chart 14).  

However, the same cannot be said for our 
international equity return projections, which are no 
longer as high as they were in previous years. 
These revisions are attributable to a change in our 
methodology5 which aims to give more importance 
to recent earnings growth trends than to those of 
the late 1990s/early 2000s which visibly belongs to 
another era.  
 
Specifically, the 12.0% projected return for 
emerging markets from last year is cut by a third, to 
8.5%. Similar conclusions are projected for the 
EAFE region, where the expected return drops from 
8.3% to 7.3% for the 2022-2027 period (Table 5, 
page 10). It should be noted that expected returns 
for both these regions still come out well above 
realized returns over the last f ive years. 
 
Looking at exchange rates, we find this year’s 
forecasts have remained little changed compared to 
last year, save for the case of the Japanese yen. 

 
5 See the Appendix. 

Indeed, the Bank of Japan’s decision to keep its 
policy rate unchanged as other central banks raise 
theirs (Chart 15) has weighed heavily on the 
country’s currency. Thus, from a Canadian 
investor’s point of view, a reversion to the mean for 
the yen could technically boost Japanese equity 
returns by as much as 5.4% per year on average 
(Table 7, page 10). While impressive, such an 
increase in returns should not be taken for granted. 
Currencies can drift from their Purchasing Power 
Parity rate and these deviations can, and often do, 
persist beyond our five-year time horizon. Keep in 
mind that currency movements in equities are 
primarily an additional diversification factor rather 
than as a source of return in the long run.  

Finally, a new addition to the report, Private Equity 
(PE), is expected to deliver the highest returns 
across our asset mix, at 12.1% in U.S. dollars 
(11.5% in Canadian dollars) (Table 6, page 10). 
This falls 160 bps below its historical average as 
slower economic growth has translated into lower 
expected returns for this particular asset class. 
Since no investable index exists, however, manager 
selection within the PE universe can have a 
substantial impact on realized returns. For instance, 
while the median manager generated a net internal 
rate of return of 30.8% in 2019, the range between 
the top and bottom quartile managers was an 
astounding 37.0% (Chart 16, next page).  
 

14 | Improved valuations offset weaker EPS growth

CIO Office (data via Refinitiv). 
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15 | The Bank of Japan remains in a class of its own

CIO Office (data via Refinitiv). 
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Overall, what strikes us as the key takeaway from 
our updated five-year forecast is the significant 
improvement in the return expectations for bonds. 
However, in terms of diversification against equities, 
their properties are likely to be impaired by the 
evolving inflationary environment, as discussed in 
the previous section. Therefore, while the expected 
return of a balanced portfolio is improved, its total 
volatility is also likely to be higher than in the 
previous decade. Consequently, this also implies 
that equities – inherently more volatile than bonds – 
are no longer as compelling on a relative basis, as 
illustrated by the flattening of the capital allocation 
line (Chart 17).  

  

17 | Fixed income now better competing with equities

CIO Office (data via Refinitiv, Preqin). *Balanced portfolio is denoted in CAD and is composed of 21% S&P/TSX, 21% S&P 500, 12% MSCI EAFE, 
6% MSCI EM, 25% FTSE Overall Universe, 10% US IG (USD), and 5% US HY (USD). 
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16 | Large return dispersion between PE managers

CIO Office (data via Preqin). 
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Table 1  Five-year economic forecasts (local currencies, annualized rate)

Countries Labour Force 
Growth

Productivity 
Growth

Real Potential 
Growth Inflation Nominal Potential 

Growth

United States 0.6% 1.7% 2.0% 2.9% 4.9%
Canada 0.9% 1.3% 1.9% 2.5% 4.4%
EAFE 0.4% 1.4% 1.4% 2.1% 3.5%

Europe 0.4% 1.3% 1.4% 3.2% 4.5%
Pacific 0.4% 1.5% 1.4% 1.6% 3.1%

Emerging Markets 0.4% 3.2% 3.5% 2.9% 6.4%
CIO office (via Refinitiv, Oxford Economics). 2022-08-31
EAFE and EM region and sub-region figures are measured using their respective MSCI index country weights.
Inflation forecasts are market-based 5-year breakeven rates when available, Oxford Economics forecasts otherwise.
Forecasts are for illustrative purposes only, are subject to change, and are no guarantee of the future.

Table 2  Expected Risk-Free Rates, next five years (local currencies, annualized rate)
Market-implied rate

Nominal Real Inflation Nominal
United States 3.4% 0.9% 2.9% 3.8% 3.6%
Canada 3.3% 1.4% 2.5% 3.8% 3.5%
Germany 1.4% -1.0% 3.1% 2.2% 1.6%
Japan 0.0% -0.3% 1.2% 0.9% 0.3%
Australia 3.4% 1.3% 2.7% 4.0% 3.6%
United Kingdom 2.8% -0.4% 4.4% 3.9% 3.2%
CIO office (data via Refinitiv, Oxford Economics). 2022-08-31
Inflation forecasts are market-based 5-year breakeven rates when available, Oxford Economics forecasts otherwise.
Expected returns are for illustrative purposes only, are subject to change, and are no guarantee of the future.

Country r* trend targeting Expected 
risk-free rate+ =

Table 3  Government Bonds, five-year total expected returns (local currencies, annualized rate)
Income

Starting yield Roll-down Rate change Nominal Inflation Real
United States 3.1% -0.3% -0.6% 2.2% 2.9% -0.6%
Canada 3.1% -0.1% -0.1% 2.9% 2.5% 0.5%
Germany 1.5% 0.2% -1.5% 0.2% 3.1% -2.9%
Japan 0.2% 0.6% -0.4% 0.3% 1.2% -0.8%
Australia 3.6% 0.5% -1.2% 2.9% 2.7% 0.2%
United Kingdom 2.8% 0.4% -0.9% 2.3% 4.4% -2.1%
CIO office (data via Refinitiv). 2022-08-31
Inflation forecasts are market-based 5-year breakeven rates when available, Oxford Economics forecasts otherwise.
Expected returns are for illustrative purposes only, are subject to change, and are no guarantee of the future.
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Table 7  Major Currencies, five-year total expected returns (annualized rate)

CAD/FX Current FX Current PPP Revaluation Annual Inflation 
Differential CAD Investor Returns Target FX

EUR 1.32 1.89 4.0% -0.7% 3.3% 1.55
USD 1.31 1.29 -0.2% -0.4% -0.6% 1.27
JPY 0.0094 0.0137 4.1% 1.3% 5.4% 0.0123
AUD 0.90 0.89 -0.1% -0.2% -0.4% 0.88
GBP 1.52 1.74 1.4% -1.8% -0.5% 1.49
CIO office (data via Refinitiv). 2022-08-31
Expected returns are for illustrative purposes only, are subject to change, and are no guarantee of the future.

Table 4  Bond indices, five-year total expected returns (local currencies, annualized rate)
Income

Duration 
matched 
govies

Credit 
spreads

Migration & 
default

Combined 
roll-down

Interest 
rate 

change

Spreads 
valuation Nominal Inflation Real

BoAML (USD)
Treasury Master 3.2% 0.2% 0.0% -0.3% -0.5% 0.4% 3.1% 2.9% 0.2%
IG Master 3.2% 1.6% -0.6% 0.4% -0.6% 0.6% 4.7% 2.9% 1.8%
HY Master 3.3% 5.2% -3.1% -0.3%* -0.3% 0.3% 5.1% 2.9% 2.2%

FTSE (CAD) 
Universe 3.1% 0.9% 0.0% -0.1% -0.1% 0.5% 4.3% 2.5% 1.8%
Government 3.1% 0.6% 0.0% -0.1% -0.1% 0.4% 3.9% 2.5% 1.5%
Corporate 3.2% 1.8% -0.3% -0.2% -0.1% 0.6% 5.1% 2.5% 2.6%

CIO office (data via Refinitiv). 2022-08-31
Inflation forecasts are market-based 5-year breakeven rates when available, Oxford Economics forecasts otherwise.
Expected returns are for illustrative purposes only, are subject to change, and are no guarantee of future performance.
*Only includes impact of the benchmark yield curve.

Capital appreciation

Index

Total return

- =

+

+ + + +

=

Table 5  Equity indices, five-year total expected returns (in local currency, annualized rate)
Income

Div. yield (EPS growth EPS reversion GDP growth) Revaluations Real Inflation Nominal
S&P 500 2.0% 3.9% 0.7% 1.1% 0.2% 3.8% 2.9% 6.7%

S&P 600 2.5% 4.8% -4.4% 1.3% 2.8% 6.0% 2.9% 8.9%
S&P/TSX 3.2% 2.2% -1.1% -0.3% 2.0% 5.3% 2.5% 7.7%
MSCI EAFE (USD) 3.3% 0.8% - 1.1% 1.0% 5.2% 2.1% 7.3%

DAX 30 3.6% 5.5% - 0.4% 1.3% 6.3% 3.1% 9.4%
TOPIX 2.4% -1.4% - 1.4% 1.0% 3.4% 1.2% 4.5%
S&P/ASX 200 4.6% -0.9% - 0.8% 0.8% 5.4% 2.7% 8.1%
FTSE 100 3.9% 0.8% -4.2% -0.3% 1.9% 4.8% 4.4% 9.2%

MSCI EM (USD) 3.7% -0.6% - 3.1% 0.6% 5.6% 2.9% 8.5%
CIO office (data via Refinitiv). 2022-08-31
Real GDP per capita growth forecasts via Oxford Economics (scalar of 1.2 for US small caps to account for beta differences).
Inflation forecasts are market-based 5-year breakeven rates when available, Oxford Economics forecasts otherwise.
EPS growth, EPS reversion, and GDP growth are given 25%, 25%, and 50% weights respectively. When only two are available, an equal weighting is applied.
Expected returns are for illustrative purposes only, are subject to change, and are no guarantee of the future.

Index
Total ReturnCapital Appreciation =+

+& & + =

Table 6  Alternative Investments, five-year total expected returns (USD, annualized rate)
Alternative Asset Benchmark (MSCI World* Benchmark Beta) Benchmark Alpha Expected Return

Preqin PE Buyout 6.9% 0.85 6.2% 12.1%
CIO office (data via Refinitiv, Preqin) 2022-08-31
*MSCI World expected return is derived from our own regional equity expected returns, weighted by MSCI World weights.
Expected returns are for illustrative purposes only, are subject to change, and are no guarantee of the future.
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Table 8  Historical returns, volatility and risk premiums (since 1926)

U.S. Asset classes Volatility Nominal 
returns

Real 
returns

Sharpe 
ratio

Risk 
premiums Full period Last five 

years
Next five 

years

Inflation 1.8% 2.9% -- --
3-month T-bills (risk-free rate) 0.9% 3.2% 0.3% --
Long-term Treasuries 8.6% 5.3% 2.3% 0.23 Term 2.0% -1.0% -1.3%
Long-term corps (IG) 7.6% 5.9% 2.9% 0.35 Default 0.7% 4.0% 2.5%
Large cap equities 18.6% 10.2% 7.0% 0.37 Equity 4.7% 11.4% 4.5%
Small cap equities 28.1% 11.8% 8.8% 0.31 Size 1.6% -4.5% 2.2%
CIO office (data via Morningstar/Ibbotson). 2022-08-31
Annualized volatility is measured using monthly returns from Jan. 1926 to August 2021.
The term premium is the excess return over the risk-free rate; the default and equity premiums are excess returns over long-term bonds;
the size premium is excess return over large cap equities.
For illustrative purposes only, subject to change, and no guarantee of the future.

Table 9  Correlation Matrix (in CAD)

Index

Std. D
ev.
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Index (U
S$)

U
S IG
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C
A

D
.U

SD

U
S H

Y (U
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C
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S&
P 500

M
SC

I EA
FE

Private Equity

S&
P/TSX

S&
P 600

M
SC

I EM

C
an. Sm

all C
ap

 CAD Cash Rate 0.4% - 0.9 (0.1) 0.1 0.2 0.4 (0.1) (0.3) (0.3) (0.5) (0.2) (0.3) (0.2) (0.4) (0.4) (0.2) (0.4)
 USD Cash Rate 0.5% 0.8 - 0.0 0.2 0.2 0.5 0.0 (0.2) (0.2) (0.4) (0.2) (0.2) (0.2) (0.3) (0.3) (0.2) (0.4)
 FTSE Corp. Universe 3.9% 0.0 (0.1) - 0.9 0.9 0.5 0.9 0.2 0.7 0.5 0.6 0.5 0.2 0.6 0.5 0.5 0.6
 FTSE Overall Universe 4.1% 0.1 0.1 0.9 - 1.0 0.7 0.8 0.0 0.5 0.3 0.5 0.4 0.1 0.4 0.3 0.3 0.4
 FTSE Gov't Universe 4.4% 0.2 0.1 0.8 1.0 - 0.8 0.8 (0.0) 0.4 0.1 0.4 0.3 0.1 0.3 0.3 0.2 0.3
 US Gov't Bonds Index (US$) 4.6% 0.2 0.2 0.5 0.7 0.8 - 0.5 (0.2) (0.0) (0.3) (0.0) (0.1) 0.1 (0.1) (0.2) (0.2) (0.1)
 US IG (US$) 5.9% (0.1) (0.1) 0.8 0.7 0.7 0.5 - 0.4 0.8 0.6 0.5 0.5 0.2 0.6 0.5 0.5 0.7
 CAD.USD 9.1% (0.0) 0.0 0.0 (0.1) (0.2) (0.1) 0.3 - 0.6 0.5 0.4 0.5 0.3 0.6 0.5 0.4 0.6
 US HY (US$) 9.2% (0.1) (0.2) 0.5 0.2 0.2 (0.1) 0.7 0.6 - 0.7 0.7 0.7 0.2 0.8 0.8 0.6 0.8
 Can. Prefs 9.7% (0.2) (0.2) 0.4 0.2 0.1 (0.2) 0.4 0.4 0.6 - 0.6 0.6 0.3 0.8 0.7 0.6 0.8
 S&P 500 12.2% (0.2) (0.2) 0.3 0.2 0.2 (0.2) 0.2 (0.0) 0.4 0.4 - 0.8 0.4 0.8 0.8 0.6 0.7
 MSCI EAFE 12.7% (0.1) (0.1) 0.3 0.2 0.2 (0.2) 0.3 0.1 0.6 0.4 0.8 - 0.4 0.8 0.8 0.7 0.7
 Private Equity 13.0% (0.1) 0.0 (0.1) (0.0) 0.0 0.0 (0.1) (0.1) (0.2) (0.1) 0.2 0.1 - 0.4 0.5 0.2 0.3
 S&P/TSX 13.0% (0.1) (0.1) 0.3 0.1 0.1 (0.2) 0.4 0.5 0.7 0.5 0.6 0.7 0.1 - 0.8 0.6 0.9
 S&P 600 15.8% (0.1) (0.2) 0.2 0.1 0.0 (0.3) 0.2 0.1 0.5 0.4 0.8 0.7 0.2 0.6 - 0.6 0.8
 MSCI EM 15.9% (0.0) (0.0) 0.3 0.2 0.1 (0.2) 0.4 0.3 0.6 0.4 0.5 0.8 0.0 0.7 0.5 - 0.6
 Can. Small Cap 18.1% (0.1) (0.2) 0.4 0.2 0.1 (0.2) 0.5 0.5 0.7 0.6 0.5 0.6 0.1 0.9 0.6 0.7 -

CIO office (data via Refinitiv, Preqin).
Annualized standard deviation is measured using monthly returns over the past twenty years.

Correl. of monthly returns over the last 20 years
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Appendix 

In the following section, we present analyses which 
complement our main results. We also outline this 
year’s methodological changes, including the 
addition of the Private Equity asset class to our 5-
year LTME forecasts. 

Making Sense of our U.S. Equity Forecast 
Considering their importance within Capital 
Markets, it is essential for us to reconcile the gap 
between U.S. equity expected returns (6.7%) and 
their strong realized performance (11.8%) over the 
past five years. Recall that our equity forecasts are 
based on the dividend discount model which states 
that future prices are the sum of the dividend yield, 
the expected growth in earnings per share, and the 
expected change in valuations.6  
 
In the case of the U.S., the bulk of the difference 
between our forecast and the realized value since 
2017 comes down to that second pillar: growth in 
EPS. Indeed, U.S. earnings boasted (in nominal 
terms) annualized growth of nearly 12% in the five 
years ending August 2022 – nearly double their 
historical average of 6.8%. On the other hand, our 
more conservative forecast calls for EPS growth of 
4.6% (Chart 18). This is due to lower expected real 
economic growth for the 2022-2027 period, as well 
as the inclusion of a trend-reverting process in our 
methodology considering the cyclical nature of 
corporate earnings. 
 
To be clear, while U.S. equities exhibit weaker 
expected returns relative to their recent history and 
main peers, we continue to believe that they 
deserve an important place in any diversified 
portfolio. The depth, sector exposure, and quality of 
the U.S. stock market is simply unrivalled elsewhere 
in the world, and these important considerations for 
portfolio construction often fall outside the scope of 
long-term capital market expectations models. 

 
6 More details can be found in our September 2021 LTME Report “Growth vs. Inflation – A Balancing Act”, section 5. 

Methodology: Equity Indices 

As mentioned in the previous subsection, our equity 
returns forecasts rest on the adjoining of the current 
dividend yield, EPS growth expectations, and 
revaluations. While the first of these pillars is 
relatively straightforward to compute, the latter two 
require additional assumptions.  
 
In the case of EPS growth expectations, an effort 
was originally made to reduce the risk of introducing 
modelling bias by averaging three different 
predictors of how earnings might evolve. Two of 
these methods rely on historical data which, as the 
old adage goes, do not guarantee future results. 
This is particularly true for the MSCI EAFE and 
MSCI Emerging Markets (EM) indices.  
 
While evidence of mean reversion is found in the 
case of North American indices, it is not the case for 
MSCI EAFE and MSCI EM. Augmented Dickey 
Fuller tests for stationarity run on the full sample for 
both indices fail to reject the null hypothesis of non-
stationarity. This implies the existence of a mean 
reverting process is highly unlikely. As such, we’ve 
removed this component from our forecast for both 
indices.  
 
Furthermore, having identified important structural 
breaks in the data between 1999 and 2005, we find 

18 | U.S. earnings growth set to decelerate ?

CIO Office (data via Refinitiv).
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it necessary to limit our historical analyses of both 
indexes to the period following this break. 
 
Taking these two changes together, this translates 
to lower expected returns for both EAFE and EM 
equities, as evidenced in Chart 10 from the 
previous section.  
 

Methodology: Introducing Private Equity 
Our Private Equity forecast is our first foray into the 
varied world of alternative investments in the 
context of our annual LTME publication. As an 
asset class, it has a few key characteristics which 
set it apart from others. First, PE investments are, 
by their nature, illiquid. As such, no single 
standardized mechanism exists in order to ascertain 
an investment’s current market value. Instead of the 
daily price updates that are so easy to find for public 
equity markets, we must make do with quarterly 
mark-to-model prices instead. 
 
A direct consequence of this fact is that benchmark 
returns are prone to large degrees of 
autocorrelation and lag, and are not always 
representative of the entire market, making 
comparisons with their public counterparts 
troublesome.  
 
So why go through the trouble of forecasting what 
seems to be an intractable asset class? Simply put, 
because Private Equity has historically managed to 
provide investors with strong returns without overly 
increasing portfolio correlations with public equities 
(Chart 19). And, despite their inherent challenges, 
Private Equity deals more than doubled between 
2011 and 2021, while their aggregate value nearly 
tripled (Chart 20). 
 
To simplify our task, we focus solely on Buyout 
funds, the largest of the various sub-asset classes 
within Private Equity. For our benchmark, we’ve 
opted for Preqin’s Quarterly Index as it has 
extensive coverage across the entire globe, 

 
7 More details on Preqin’s benchmark can be found at https://www.preqin.com/help-center/articles/view/private-capital-performance-data-guide. 

sourcing its data directly from fund managers as 
well as through institutional investors.7 
 
With our benchmark in hand, we first de-smooth our 
returns using an AR(1) process. With our de-
smoothed time series, we can now model how 
Buyout funds perform by regressing their quarterly 
returns on the MSCI World index in similar fashion 
to the CAPM specification (Chart 21, next page). 

19 | Private equity shows a compelling track record…

CIO Office (data via Refinitiv, Preqin).
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20 | … and has grown in popularity

CIO Office (data via Refinitiv, Preqin).

0

100

200

300

400

500

600

700

800

900

1,000

0

1,000

2,000

3,000

4,000

5,000

6,000

7,000

8,000

9,000

10,000

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022
YTD

Buyout (left)
Other (left)
Aggregate Value (USD Bn, right)

Private Equity Deal Volume and Value

https://www.preqin.com/help-center/articles/view/private-capital-performance-data-guide


 
 

  

14  | 

CIO OFFICE 
LONG-TERM MARKET EXPECTATIONS  |  SEPTEMBER 22, 2022 

 

 

21 | A simple CAPM formulation for our PE forecast

CIO Office (data via Refinitiv, Preqin).

y = 0.85x + 0.06
R² = 0.83
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