
Our Investment Policy Research articles provide an in-depth look at due diligence that 
has been completed by the BAM Advisor Services investment policy committee (IPC). We 
hope you find these articles to be educational and that they offer insight into the policies 
formed by our IPC.

One of the key drivers of the success rates generated by our Planning Center software is 
our capital market assumptions for the equity side of client portfolios. In this piece, we 
review our “building blocks” methodology for estimating expected returns for the equity 
side of our model portfolios.

INVESTMENT POLICY RESEARCH:

How BAM Builds  
Equity Capital Market Assumptions 
By Jared Kizer, CFA, Chief Investment Officer August 2017



4 

Estimating Expected Real Returns 
for the Global Equity Market

Our first step is estimating the expected real return of the 
global equity market, meaning U.S., international and 
emerging-market equities. We take the average of two 
different methodologies to estimate this portion of the equity 
expected return. First, we use the Shiller earnings/price ratios 
(E/P) for each of the three markets to estimate the expected 
real return of a globally diversified equity portfolio. The Shiller 
E/P takes an average of real earnings that companies have 
generated over the past 10 years and divides it by the price of 
an index of equities. Since earnings can be volatile from year 
to year, the Shiller methodology has gained popularity since 
it smooths out these fluctuations by using a 10-year average. 

One way to think about the Shiller E/P is that it is a decent 
estimate of the real return that investors would earn if 
companies paid out all their earnings each year and the 
index price of equities remained unchanged. As of our March 
2017 capital market assumptions update, this methodology 
of estimating the expected real return of equities generated 
an estimate of 4.8 percent. It’s interesting to note that 
underlying this overall average were individual estimates 
for U.S., international and emerging markets equities of  
3.7 percent, 5.9 percent and 8.0 percent, respectively. This 
shows that U.S. equity expected returns are significantly 
lower than international and emerging markets equities due 
to the comparatively higher valuation of U.S. equities.

The second method we use is the Gordon Growth Model. 
This model takes the current dividend yield of a globally 
diversified portfolio of equities and adds the expected real 
earnings growth of the underlying basket of companies. As 
of March 2017, the current dividend yield was 2.3 percent 
and we assume expected real earnings growth of 2 percent, 
generating an overall estimate of 4.3 percent. We then 
average this 4.3 percent value with the 4.8 percent Shiller 
E/P-based number to come up with our estimated expected 
real return of 4.6 percent.

Estimating Expected Inflation

Since the 4.6 percent estimate is an expected real return, 
we must estimate expected inflation to generate a nominal 
expected return for global equities. Currently, we take the 
difference between the yield of 20-year Treasuries and  
20-year TIPS as our estimate of inflation. As of March 2017,
this was 2.0 percent. This number is also frequently referred
to as a “break-even inflation rate” since this rate of inflation
over a 20-year horizon would mean that the return of
Treasuries and TIPS would be equal. Adding this 2.0 percent

to our 4.6 percent above leads to an expected nominal return 
to equities of 6.6 percent. It’s worth noting that this estimate 
is much lower than the 12 percent (or so) nominal returns 
that the S&P 500 has generated over its history. This is due to 
a lower expected rate of inflation, lower expected dividend 
yields and higher valuations when compared with long-run 
history.

Estimated Expected Return Associated 
with Size and Value Tilts

No doubt, the most technical part of our methodology is 
developing reasonable estimates for the expected return 
associated with the size and value tilts of each model 
portfolio. We use multivariable regression analysis of the 
monthly returns history of the U.S. equity portion of each 
model portfolio to estimate the percentage of the size, 
value and momentum premia that each model portfolio has 
captured. Generally, these percentages (or fractions if you’d 
rather think about it that way) will all be significantly less 
than 50 percent. What does this mean? That it’s virtually 
impossible for long-only equity portfolios to capture 
100 percent of any of these premia. We then take these 
estimates and multiply them by the historical average annual 
returns for each premium reduced by 25 percent. This leads 
to estimates of the size premium of 2.5 percent, the 
value premium of 3.8 percent and the momentum premium 
of  7.0 percent. We reduce the historical premiums by 
25 percent to be consistent with the academic evidence 
showing that the realized returns of these premia have 
been smaller after discovery and publication compared 
with earlier historical periods. All in, our model portfolios 
are generally expected to earn between 50 and 250 basis 
points above the expected return of the overall equity 
market due to factor tilts. Since the momentum 
coefficients in our model portfolios are close to zero, most 
of the contribution comes from the size and value tilts.

The final portion of our process is subtracting out the expense 
ratio associated with each model portfolio. Once this is done, 
we have our point-in-time estimates for the long-run nominal 
expected returns for each of our equity model portfolios.
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