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Long-term
Expected Returns

Summary

The economic recovery has been stronger-than-
expected and the massive stimulus programs
should generate growth levels above long-term
averages in the coming quarters and years. The re-
cent rise in inflation should be reversed over the
course of next year and have no major impact on
the average inflation over the forecast period (10
years).

We do not expect Central banks to hike rates before
04 2022 in the US and possibly Q4 2023 in the Eu-
rozone. The path should however be very gradual.
In the US, we have revised up our estimate for the
long-term expected return on cash and on govern-
ment as well as corporate and emerging market
bonds. Average bond spreads are assumed to be in
line with historical averages. The long-term ex-
pected return for government bonds has not been
revised in the Eurozone as the monetary policy
should remain very accommodative. We revised
the estimate for European high yield bonds slightly
down as spreads are very tight.

The accommodative monetary policy and low bond
yields should remain favorable for assets with
higher risk levels. We have upgraded somewhat
our expected returns for equities as we now expect
a higher growth rate for earnings for the coming
quarters. The impact on the average growth rate
over the next 10 years is however quite moderate.

Alternative assets, for which we calculate the ex-
pected returns based on a premium over cash,
have now a moderately higher expected return as
we upgraded the expected return for USD cash.
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We discuss the estimation of the long-term ex-
pected returns in the following sections. The tech-
nical details and assumptions are summarized in
the appendix.

Long-term Expected Returns (10-years)

WM2021 WM 2020

Volatility
(10-year Historical)

Euro cash
USD cash 1,00% 0,75% -

Government bonds Eurozone 0,25% 0,25% 4,20
Government bonds U.S. 1,50% 1,00% 3,50

Fixed Income

Corporate High Grade Europe 0,75% 0,75% 3,90
Corporate High Grade U.S. 2,00% 1,50% 5,10
High Yield Bonds Europe 3,50% 3,75% 7,30
High Yield Bonds United-States 4,25% 4,00% 6,70
Emerging Hard Currency bonds 4,00% 3,50% 8,00
Equities Eurozone 5,50% 5,00% 13,10
¥ Equities U.S. 5,50% 5,00% 13,20
=) Equities U.K. 5.75% 5,00% 12,10
bl Equities Japan 4,75% 4,75% 16,60
Equities Emerging Markets 7,25% 7,00% 16,90
" UCITs 3,25% 3,00% 4,10
=4 Real Estate 5,75% 5,50% 14,90
g Private Equity 8,50% 8,00% -
¥} Commodities 2,50% 2,00% 21,40
3 Gold 2,75% 2,25% 15,20
Source: BNP Paribas WM, Bloomberg
Guy Ertz, PhD

Chief Investment Advisor,
BNP Paribas Wealth Management
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Fixed Income Assets

Government Bonds: The expected return of 10-year gov-
ernment bonds can be simply estimated by the average
yield to maturity of a government bond with a 10-year ma-
turity, the risk being that such measure can fluctuate quite
a bit in the short term and can be subject to short-term
speculations or hedging strategies.

For the Eurozone, we use an average yield to maturity of a
government bond index including most member countries
(with an average maturity close to 10 years).

We estimate the expected return for government bonds to
be 0.25% for the Eurozone and 1.5% for the US. Compared
with our estimates last year, this is a +0.5% revision for the
US. No change for the Eurozone.

Investment Grade Corporate Bonds: Based on our usual
assumptions, we estimate the expected return on Invest-
ment grade corporate bonds at 0.75% for the Eurozone and
2% for the US (up from 1.5%). As we revised up our ex-
pected return for US government bonds while keeping our
other assumptions unchanged, we also needed to revise the
expected return for US IG corporate bonds up.

High Yield (HY) Corporate Bonds: We use our estimate of

the government bond to which we add a historical risk pre-
mium and adjust for the expected effects of some compa-
nies defaulting during the period under review (including
recovery rates). We estimate the expected return on High
Yield Corporate bonds at 3.5% for the Eurozone and 4.25%
for the US. We do only increase the expected return for US
by +0.25% despite the +0.5% increase in US govies return
estimate because of the record low level of US HY spreads.
This also the reason why we reduce the expected return for
the Eurozone by 0.25%.

Emerging Market Bonds: For Emerging Market bonds, we
use a similar approach as for corporate bonds. Using our
usual assumptions regarding the spread and correcting for
default and recovery rates. Given our +0.50% upward re-
vision in the expected return of US government bonds, we
estimate the expected return on Emerging Market bonds in
USD at 4% (up from 3.50%).

Equities

We use the Gordon-Shapiro model (constant growth form
of the dividend discount model) which links the expected
return for stocks (or stock index) to the dividend yield and
the expected growth rate of the dividend. We also take into
account potential re-rating effects. Expected returns are

L = BNP PARIBAS
L WEALTH MANAGEMENT

than checked in terms of implied Sharpe ratios (using 10-
year historical volatility).

Long-term Expected Returns for Equities

Expected
Return Assumptions
We use the assumption of a 2.5% dividend yield and a 1% real
Europe 5.5% growth of dividends and a no re-rating effect. This suggests a
P =% ‘real’ expected return of 3.5%. Using the assumption of 2%
long-term inflation, we achieve 5.5%.
Same approach except that we assume a 1.75% dividend
us 5.5% yield, 1,75% real growth of dividends and no re-rating effect.
= This suggests a ‘real’ expected return of 3.5%. Using the
assumption of 2% long-term inflation, we get to 5.5%.
UK 5.75% A 2.75% dividend yield, 1% real growth of dividends, no re-
% rating effect and 2% long-term inflation.
o i - o - .
apan 4.75% A 2.25% dividend yield, 1% real growth of dividends, no re

rating effect and 1.5% long-term inflation.

Emerging
Markets

A 2.25% dividend yield, 3% real growth of dividends, no re-

0
7.25% rating effect and 2% long-term inflation.

Another way to approach these calculations is to use our
expected returns on government bonds and add the long-
term historic average risk premium. This risk premium
varies from country to country and was on average around
4% for the period 1900-2020 (see Elroy Dimson, Paul
Marsh, Mike Staunton, 2021). This would lead to expected
returns close to or somewhat below our estimates for most
equity markets.
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Alternative UCITs and Real Estate

Given the diversity and complexity of strategies, we use
academic research papers based on historical data that take
into account measurement biases, to estimate expected re-
turns. The main reference is Ibbotson, Chen and Zhu
(2011). Based on this article, we use the assumption of an
excess return on cash of 2.75%. This premium is added to
the expected average return on cash in euros and US dol-
lars (0.5%). We thus estimate the average expected return
on alternative UCITs at 3.25%.

For real estate, we use a similar approach compared to eq-
uities and assume a dividend yield of approximately 2.75%
with the assumption of a 1% real (excluding inflation)
growth rate for dividends. Adding the 2% expected infla-
tion, leads to an expected return of 5.75%.

Commodities

Estimating an expected return on commodities and in par-
ticular gold is quite difficult as there is no future income
that can be discounted. We use historical data to estimate
an excess return over cash. We also need to take into ac-
count the expected return relative to risk (historical vola-
tility).

We use the assumption of 1.5% excess return over cash in
USD. We thus get 2,5% as the expected return on USD cash
is 1%. This is also calibrated to have an excess return that
partially compensates for the historical risk (volatility). We
use a similar approach for Gold. We use an excess return
assumption over cash of 1,75%. This leads to an expected
return of 2,75%.

Private Equity

Based on R. Harris, T. Jenkinson and S. Kaplan (2014), we
target an additional 3% return above the expected average
return on public equity markets (5.5% in the US and the
Eurozone). We thus estimate the expected return on pri-
vate equity at 8.5%.

See appendix for more details.
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Appendix

All returns are calculated using a 10-year horizon. We as-
sume that all currency effects tend to cancel each out on
average over that period. We thus use expected returns in
local currency.

Government bonds: We use current Yield-to-maturity of
government bond benchmarks and adjust for maturity dif-
ferences compared to 10-year bonds.

Investment Grade corporate bonds: we use our estimate
of the government bond to which we add an historical risk
premium (“credit spread”) and adjust for the expected ef-
fects of some companies defaulting over the time period. K.
Giesecke, F. Longstaff, S. Schaefer, and I Strebulaev (2010)
find an average credit spread for IG corporate bonds of
about 0.80% over govies. The average default rate over the
period was 0.9% with a recovery rate of 50%.

Corporate High Yield bonds: We use a spread over govern-
ment bonds. for Corporate High Yield bonds of 500bp, an
expected default rate of 3.3% in the US and 1.9% in Europe,
and a recovery rate of 40%. These figures are based on an
article by F. Reilly, D. Wright and J. Gentry (2009) and on
the “2016 Annual Global Corporate Default Study” by S&P.

Emerging Market Bonds: The historical long-term spread
over US government bonds for the JP Morgan index (EMBI+
JP Morgan index) is approximately 400bp, which we adjust
for the expected default and recovery rate. This is based on
the JP Morgan study on “EM Corporate Default Monitor”.

Equities: Based on the ‘Gordon-Shapiro’ Model, the present
value of equities is equal to the discounted value of ex-
pected income (dividend) of the company. In the basic ver-
sion of the dividend discount model, dividends are assumed
to grow at a constant annual rate. If one assumes no valu-
ation change (constant price-to-earnings ratio), the long-
term ‘real’ (before inflation) return on equities should be
equal to the sum of the dividend yield and the ‘real’ growth
rate dividend. We simply need to add expected inflation to
get the nominal expected return. For more details, see II-
manen, Antti. (2011).

Commodities: Estimating an expected return on commod-
ities and in particular gold is quite difficult as there is no
future income that can be discounted. We use historical
data to estimate a return in excess of cash. Hong and Yogo
(2010) show that “the mean excess return of an aggregate
commodity futures portfolio between 1965 and 2008 was
7% per year, roughly half of which came from spot price
growth and half from roll gains”. Assuming that expected
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roll gains are zero on average, this would suggest an excess
return of approximately 3.5%. However, this still seems
excessive today and we prefer to use the assumption of
1.5% excess return over cash in USD.

Private equity: R. Harris, T. Jenkinson and S. Kaplan
(2014) find that for private equity, “the outperformance
versus the S&P 500 averages 20% to 27% over the total life
of the fund and more than 3% per year”. We thus target an
additional 3% return above the expected average return on
public equity markets (5.5% in the US and Eurozone). Il1-
manen, Chandra and McQuinn (2019) find very similar re-
sults. We thus estimate the expected return on private eq-
uity at 8.5%
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DISCLAIMER

This marketing document is communicated by the Wealth Management
Métier of BNP Paribas, a French Société Anonyme, Head Office 16 boule-
vard des Italiens, 75009 Paris, France, registered under number 662 042
449 RCS Paris, registered in France as a bank with the French Autorité de
Controle Prudentiel et de résolution (ACPR) and regulated by the French
Autorité des Marchés Financiers (AMF). As marketing material, it has not
been prepared in accordance with legal and regulatory requirements
aimed at ensuring the independence of investment research and is not
subject to any prohibition on dealing ahead of its dissemination. It has not
been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use of BNP Pari-
bas SA, BNP Paribas Wealth Management SA or their affiliates (“"BNP Pari-
bas”) and the persons to whom this document has been delivered. It may
not be distributed, published, reproduced or disclosed by any recipient to
any other person, nor may it be quoted or referred to in any document,
without the prior consent of BNP Paribas.

This document is provided solely for information and shall not constitute
an offer or solicitation in any state or jurisdiction in which such an offer
or solicitation is not authorized, or to any person to whom it is unlawful
to make such offer, solicitation or sale. It is not, and under no circum-
stances is it to be construed as, a prospectus.

Although the information provided herein may have been obtained from
published or unpublished sources considered to be reliable and while all
reasonable care has been taken in the preparation of this document, BNP
Paribas does not make any representation or warranty, express or im-
plied, as to its accuracy or completeness and does not accept responsibility
for any inaccuracy, error or omission. BNP Paribas gives no warranty,
guarantee or representation as to the expected or projected success, prof-
itability, return, performance, result, effect, consequence or benefit (ei-
ther legal, regulatory, tax, financial, accounting or otherwise) of any
product or transaction. Investors should not place undue reliance on any
theoretical historical information regarding such theoretical historical
performance. This document may contain or refer to past performance;
past performance is no guarantee for future performance.
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The information contained in this document has been drafted without
prior knowledge of your personal circumstances, including your financial
position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully understand
the financial risks, including any market risk associated with the issuer,
the merits and the suitability of investing in any product and consult with
his or her own legal, tax, financial and accounting advisors before making
his or her investment. Investors should be in a position to fully under-
stand the features of the transaction and, in the absence of any provision
to the contrary, be financially able to bear a loss of their investment and
willing to accept such risk. Investors should always keep in mind that the
value of investments and any income from them may go down as well as
up and that past performance should not be seen as an indication of future
performance. Any investment in a product described herein is subject to
the prior reading and understanding of the legal documentation concern-
ing the product, and in particular the one which describes in details the
rights and obligations of investors as well as the risks inherent to an in-
vestment in the product. Save as otherwise expressly agreed in writing,
BNP Paribas is not acting as financial adviser or fiduciary of the investor
in any transaction. The information, opinions and projections expressed
herein reflect the opinion of their author at the time of writing; they are
not to be relied upon as authoritative or taken in substitution for the ex-
ercise of judgment by anyone, and are subject to change without notice.
Neither BNP Paribas nor any BNP Paribas Group entity accepts any liabil-
ity whatsoever for any consequences that may arise from the use of in-
formation, opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas may receive
distribution fees on which you can obtain more information upon specific
request. BNP Paribas, their employees or administrators may hold posi-
tions in these products or have dealings with their issuers.

By accepting this document, you agree to be bound by the foregoing limi-
tations.

© BNP Paribas 2021. All rights reserved.
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