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Return Expectations need to be revisited In the

pandemic aftermath
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Institutional investors use forward-looking return expectations as a main tool to:

v"Understand risk-return trade-offs in the future
v’ Set appropriate investment objectives

v Adjust the strategic asset allocation of their portfolios

Fundamentally, return expectations for financial assets can be thought of as a function of current and
expected cash rates (risk free rates) and a risk premia component which may be impacted by fair value
considerations over various investment horizons that are relevant for long-term investors (7-15 years).

Both the risk free rate and the risk premia component provide a link between the real economy and
financial assets

The impact on COVID-19 global pandemic on expectations could be material and manifest itself through
various channels:
v'Risk free rates may remain below equilibrium for an extended period;

v Future cash-flows of assets (which feeds into the valuation component) may be significantly impaired
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v Fair values may be distorted due to on-going monetary and fiscal policy support



Fundamental Assumption — Equilibrium real risk free rate
Equity risk premium is typically 3 - 4% over the long-term bond real yield

US Real Fed Funds Rate
(deflated using Core PCE Index)

« Since all assets are priced as a risk-premium 12
over cash, the real expected risk free rate 10
impacts significantly the expected returns.
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Source: Bloomberg, Oxford Economics, PEN calculations
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Long-Term Expected Returns (USD, nominal)
Long-term return expectations have been revised downward in recent months

-l_ Nominal Return Expectations (arithmetic, annualized)
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* US inflation assumption - 1.9% for Research Affiliates, 2% for PMC and Capital Economics, 1.9% inflation for KKR, BlackRock, Goldman Sachs, and 1.8% inflation for Cliffwater. Source: WE Pension, Research Affiliates website (May 2020}, GSAN:
Global Portfolic Solutions (March 2020}, KKR Global Macre Trends Volume 10.1 January 2020, BlackRock Investment Institute: Capital Market Assumptions as of April2020, Cliffwater Asset Allocation Report 2020, PMC website as of April 2020,
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Why rebalance the portfolio?

e,
« Starting with the Medium Risk Portfolio (40% Stocks) in 1985, one can observe that with no
rebalancing, the actual Stocks weight by 2008 gets to 60%, which implies a much higher risk profile

Medium Risk Portf. - Allocation weights (no rebalancing)
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Disclaimers

This presentation and associated comments by speakers should be treated confidentially and not shared or disclosed to any
parties outside of your institution. Any interpretations, conclusions, views or opinions expressed are those solely of the
authors and speakers and do not represent those of the World Bank or its Board of Directors. The information provided
herein and associated comments from speakers are not intended, and should not be interpreted, as constituting investment
advice. The World Bank does not take responsibility for the accuracy of any data included or referenced in this presentation.

Rights and Permissions

The material in this presentation is copyrighted. Copying and/or transmitting portions or all of this work to any party outside of
your institution without permission may be a violation of applicable law.

©2020 The International Bank for Reconstruction and Development / The World Bank 1818 H Street NW Washington
DC 20433

For permission to photocopy or reprint any part of this work, please contact E-mail: rampevents@worldbank.org,
Reserves Advisory and Management Partnership (RAMP), World Bank Treasury.
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