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HEARING DATE: December 18, 2012 

 
TRANSCRIPT  
REFERENCE: Volume 5, Page 867, Line 21 to Page 168, Line 2 
 

 
REQUESTOR: Mr. Wallace 
 
 
WITNESS: Mr. Engen 
 
 
QUESTION: Provide any BMO Capital Markets forecasts of equity market returns 

and equity market risk premiums looking forward during the period. 
 

 
RESPONSE: 

 
The single publication Mr. Engen was able to obtain from BMO Capital Markets 
regarding forward looking markets is attached and is entitled “What to Expect When 
You’re Investing”, dated December 10, 2010.  
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What to Expect When You’re Investing 
Douglas Porter and Robert Kavcic 

The wild ride in financial markets in the past few years has seemingly knocked return 
expectations off their bearings. After all, how can one reasonably plan with much 
confidence for the medium term when equity markets are gyrating between their 
worst year since the 1930s (in 2008) and then their best year since the 1970s (in 2009)? 
Even after ratcheting down medium-term expectations in recent years, it appears that 
the bar has not yet been lowered enough by most investors. Our view is that a typical 
balanced portfolio will do well to generate average returns of more than 6% in the 
medium term, a significant downgrade from widespread upbeat expectations as 
recently as 5-to-10 years ago. 

Despite some renewed volatility this year, it looks like a semblance of order has 
returned to equity markets, with returns on track for a 
slightly better-than-average year. Long-term equity 
market return expectations are shaped by the equity risk 
premium—that is, the excess return of stocks over risk free 
bonds. While the risk premium is a mysterious and much 
debated figure, it can theoretically be derived from the 
dividend discount model, as shown in Figure 1. After some 
re-arranging, the risk premium can be expressed as a 
function of the dividend yield, real long-term growth rate 
of dividends, inflation expectations and the risk free rate. 
While most of these variables are observable in the market, 
the long-term growth rate requires judgement—a good 
proxy is trend real GDP growth. Thanks in part to slowing 
population growth, trend real GDP growth likely sits 
around 2.25% in North America, therefore pegging the 
equity risk premium at 3.5% (see Figure 1 for the other 
assumptions). 

One possible upgrade is that North American corporate 
profits are increasingly global in nature, and driven not 
specifically by North American growth prospects, but also 
by global prospects, including those in emerging markets. 
Indeed, while developed-world growth is expected to be 
modest in the years ahead, emerging-market growth 
should run at about a 6% pace (Chart 1). This has the 
potential to lift underlying growth to around 3% and the 
equity risk premium to just over 4%. Importantly, this 
implies that stocks will provide long-run total returns of 
about 7% from current levels. While that pace may seem 
on the low side by historical standards, it is consistent with 
valuations that are slightly on the high side (Chart 2). 

Feature 

* 3% when global growth is considered

THE EQUITY PREMIUM PUZZLE
FIGURE 1
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Another method to estimate longer-term equity returns is 
to assume that stock prices will at best grow in line with 
corporate profits, given that valuations don’t have much 
room to expand. With corporate profits already high as a 
share of GDP, especially in the U.S. (Chart 3), it will be a 
challenge for earnings to grow any faster than nominal 
GDP over the next decade. Our view is that nominal GDP 
growth in North America over the next 10 years will be 
between 4.0%-to-4.5%, based on underlying real growth 
of 2%-to-2.5% and inflation of around 2.0%. Adding an 
expected average dividend yield of slightly above 2% 
would yield an expected equity market return over the 
longer forecast horizon of 6.5%-to-7.0%, similar to that 
suggested by the equity risk premium method. 

Arguably, the biggest issue for prospective investor 
returns has been the relentless decline in long-term 
interest rates. Even with a late-year back-up, 10-year 
Canadian government bond yields are only slightly above 
3%, down almost 40 bps since the start of the year and 
roughly 2 percentage points below the average of the 
past 15 years. Canadian yields fell this year to near-post-
war lows despite the fact that a) the Bank of Canada 
hiked short-term rates by 75 bps, b) economic recovery 
took firmer hold, c) core inflation was stable at just below 
the 2% target, and d) Canadian government borrowing 
requirements remained historically large at more than 5% 
of GDP. If yields struggle to rise against that backdrop, it 
truly appears that we are in a period of sustained 
exceptionally low long-term interest rates. However, one 
development that could throw long-run return estimates 
off base would be a significant reversal in bond yields, 
which we got a taste of this week. Still, the broad bond 
market should return little more than the current yield on 
the Canadian bond universe of just over 3%, and 
investors need to adjust their expectations accordingly. 

Bottom Line: Combining expected stock and bond 
returns in a balanced portfolio, weighted 60% in equities, 
35% in bonds and 5% in cash, points to long-run returns in 
the 5%-to-6% range (Table 1). Even with a relatively upbeat 
medium-term outlook for corporate profits, investors 
should be prepared for only moderate financial market 
returns in the years ahead. 
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RETURN EXPECTATIONS
Balanced Portfolio

TABLE 1

   
Asset
 

Cash

Bonds

Equities

Total

   
Weight

5%

35%

60%

Short-Term  
(1-year)

1.0%

3.0%

5½ – 7%

4½ – 5½%

 Long-Term  
(10-year)

2½ – 3½%

3 – 4%

6½ – 7½%

5 – 6%
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The information, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without 
notice. Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of 
Montreal (“BMO”) and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and 
to contain information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any 
representation or warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept 
any liability whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein 
whether relied upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be 
available to BMO and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not 
to be construed as an offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any 
commodities, securities or other financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as 
investment advice or as a recommendation to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly. 
BMO and/or its affiliates may make a market or deal as principal in the products (including, without limitation, any commodities, securities or other financial 
instruments) referenced herein. BMO, its affiliates, and/or their respective shareholders, directors, officers and/or employees may from time to time have long 
or short positions in any such products (including, without limitation, commodities, securities or other financial instruments). BMO Nesbitt Burns Inc. and/or 
BMO Capital Markets Corp., subsidiaries of BMO, may act as financial advisor and/or underwriter for certain of the corporations mentioned herein and may 
receive remuneration for same. “BMO Capital Markets” is a trade name used by the Bank of Montreal Investment Banking Group, which includes the 
wholesale/institutional arms of Bank of Montreal, BMO Nesbitt Burns Inc., BMO Nesbitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO 
Capital Markets Limited. 

TO U.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept 
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any 
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd. 

TO U.K. RESIDENTS: The contents hereof are not directed at investors located in the U.K., other than persons described in Part VI of the Financial Services and 
Markets Act 2000 (Financial Promotion) Order 2001. 

™ - “BMO (M-bar roundel symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal. 




