
 

2026 Capital Markets Assumptions. ICG Advisors. All rights reserved.                                                                 1 

 

 

 

 

 

 

 

 

 

 

 

 

2026 Capital Markets Assumptions 
 

Near-Term Shifts. Long-Term Anchors. 

 

  



 

2026 Capital Markets Assumptions. ICG Advisors. All rights reserved.                                                                 2 

 

Welcome 

We are proud to present our 2026 Capital Markets Assumptions (CMA) update, which provides 

ICG, its clients, and external partners with refreshed perspectives on major macroeconomic trends 

and their projected implications for global financial markets. This update builds on the 2025 CMA 

framework and focuses on the assumption changes that matter most for long-term, actionable 

decision-making across asset allocation, portfolio construction, and risk management.  

Our work integrates both quantitative and qualitative research, drawing on historical economic 

data, market performance trends, current indicators, and best-in-class internal and external 

research. As a concise strategic reference, this update is intended to help investors interpret near-

term uncertainty while remaining anchored to long-term fundamentals as they position portfolios 

for evolving economic conditions. 
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To our clients and partners 

2025 was a reminder that markets can remain unpredictable longer than expected—from shifting 

growth expectations and inflation uncertainty to changing rate regimes and episodic risk-off 

events. Through that environment, our CMA framework helped clients stay disciplined by 

grounding portfolio decisions in long-term fundamentals, stress-testing near-term outcomes, and 

maintaining alignment with strategic objectives rather than reacting to headlines. 

CMAs are a vital tool for clients aiming to build resilient portfolios, manage risks effectively, and 

uncover growth opportunities in a constantly evolving financial landscape. By providing a 

structured framework rooted in economic trends and forward-looking projections, CMAs help 

clients align investments with long-term financial goals. They serve as a guide for optimizing asset 

allocation, balancing risk and return, and navigating uncertainty, including periods of heightened 

market volatility. 

With CMAs, clients gain deeper insight into potential returns, asset correlations, and evolving 

global economic dynamics—empowering informed decisions that capitalize on opportunities 

while remaining consistent with risk tolerance. Ultimately, CMAs support better outcomes by 

providing a comprehensive, data-driven lens on the key drivers of market performance and the 

trade-offs investors face across scenarios. 
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Forward 

The past year reinforced a simple truth for investors: macro forces are back in the driver’s seat. 

Deglobalization, disengagement, and demographic shifts are reshaping the engines of growth, 

innovation, and productivity, with direct consequences for corporate earnings, debt service 

capabilities, and investment performance. In this environment, understanding the macroeconomic 

landscape is not optional. It is essential. 

Building successful strategies and achieving investment alpha, whether through security selection, 

manager due diligence, or portfolio design, will hinge on accurately capturing beta, the broader 

macroeconomic picture for the years ahead. By mastering macroeconomic trends, investors can 

identify pathways to durable performance in an era defined by uncertainty and frequent regime 

shifts. 

The goal of our annual CMA effort is to provide our clients and external partners with a basis for 

sound investment decision-making rooted in what we believe to be best-in-class research that is 

actionable, independent, transparent, and sufficiently long-term to be impactful and value added. 

We begin with an introduction to capital market assumptions and their application to portfolio 

design, followed by our forecasts by asset class and sub-asset classes. We then outline the 

economic foundations for this effort and provide supporting discussion by asset class. 

We hope this effort will empower our clients to confidently navigate today’s complex global 

markets, make informed strategic decisions, and align their investments with opportunities for 

sustainable growth and success. 
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Introduction 

Capital Markets Assumptions (CMA) serve as a cornerstone for successful investment strategies, 

providing the critical foundation required for building optimal portfolios that align with both short-

term and long-term financial goals. By offering a structured framework to evaluate 

macroeconomic trends and their potential impact on global financial markets, CMAs help investors 

identify opportunities, mitigate risks, and enhance overall portfolio performance. 

 

The importance of having robust CMAs cannot be overstated. Without these assumptions, 

investment decisions risk being driven by market fluctuations, behavioral biases such as irrational 

preferences, conventional thinking, or incomplete analyses of broader economic conditions. 

CMAs offer a systematic approach to integrating key variables such as projected asset returns, risk 

levels, and correlations into portfolio construction. This ensures that portfolios are not only 

positioned for profitability but also adhere to clearly defined risk management guidelines. 

 

In the context of increasingly complex and interconnected global markets, CMAs are essential for 

maintaining a balanced perspective. They enable investors to: 

 

• Optimize Asset Allocation: By understanding expected returns and risks across asset 

classes, CMAs guide strategic allocation decisions that maximize risk-adjusted returns. 

 

• Manage Uncertainty: With projections grounded in historical data and economic theory, 

CMAs help investors anticipate and respond to shifts in market conditions. 

 

• Align with Goals: CMAs ensure that portfolios remain aligned with both short- and long-

term objectives, balancing growth potential with risk tolerance. 

 

ICG’s 2026 Capital Markets Assumptions report is rooted in both quantitative and qualitative 

research. The report leverages historical economic data, market performance insights, and 

forward-looking indicators. By serving as a comprehensive guide, our CMAs help investors 

strategically prepare for economic shifts, ensuring that portfolios remain resilient, well-diversified, 

and positioned to achieve optimal performance within defined risk parameters. 

 

While economic and market conditions constantly evolve and are subject to significant risks, these 

short-term and immediate trends should not overshadow the broader perspective provided by long-

term CMAs. Frequent updates in response to transient changes risk undermining the stability and 

reliability of assumptions necessary for strategic planning. For this reason, we believe that, in most 

cases, short-term fluctuations should not significantly alter the longer-term framework of CMAs. 

As such, our model is reviewed and updated periodically to incorporate meaningful structural 

shifts while avoiding unnecessary reactionary changes. These updates will ensure that the CMAs 

remain relevant, actionable, and well aligned with investors’ long-term objectives. 
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Document Overview 

This report is structured to provide a comprehensive exploration of the key elements that define 

the 2026 Capital Markets Assumptions. It offers valuable insights into macroeconomic trends, 

forecasting methodologies, and expected market behaviors. Each section is designed to build upon 

the previous one, creating a cohesive narrative that equips investors with the knowledge needed to 

make informed, strategic decisions in today’s complex and evolving markets. The following 

sections are included: 

 

1. Economic Foundations 

• Explore the significance of economic growth in projecting capital markets returns. 

• Discuss our theme: “The Great Convergence” and its long-run impacts on 

economies and markets. 

• Analyze impacts for growth and inflation. 

 

2. Fixed Income Markets 

• Examine the implications of “The Great Convergence” on monetary policy and 

term premiums. 

• Present projections for U.S. Investment Grade (IG) and High Yield spreads (HY). 

 

3. Equity Markets 

• Discuss total return to shareholders and dissect its components. 

• Provide expected returns for equity markets, factoring in historical performance 

and forward-looking projections. 

 

4. Private Markets 

• Discuss return assumptions and risks for private equity, venture capital, and direct 

lending. 

• Highlight the role of illiquidity premiums and unique private market characteristics. 

 

5. Real Estate 

• Discuss the unique role of real estate as an asset class and factors that are considered 

when measuring returns. 

• Provide expected returns for the asset class overall and primary subsectors. 

 

6. Volatility and Correlations 

• Forecast volatility trends across asset classes and discuss the implications for 

portfolio diversification. 

• Include insights into how correlations shift with economic cycles. 
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Capital Markets Forecast Table 

The table below summarizes our 2026 Capital Markets Returns and Volatility Assumptions by 

asset class1: 

 

 

Equity  2026-2030  2031-2060  Volatility 

Australia 10.26% 8.48% 13.45% 

Brazil 6.21% 7.73% 26.63% 

Canada 5.58% 5.78% 14.41% 

China 8.82% 8.04% 22.84% 

Euro Area 6.21% 6.01% 15.38% 

India 8.46% 8.42% 19.14% 

Japan 5.59% 6.20% 19.31% 

Mexico 7.57% 7.79% 16.35% 

Korea 6.40% 6.24% 18.94% 

U.K. 6.95% 6.82% 6.05% 

U.S. 4.06% 5.08% 16.43% 

Govt Fixed Income  2026-2030 2031-2060 Volatility 

Australia 3.21% 2.96% 7.58% 

Brazil 8.66% 8.79% 8.38% 

Canada 3.62% 3.06% 7.06% 

China 2.89% 2.68% 3.81% 

Euro Area 1.47% 1.26% 5.63% 

India 5.81% 5.50% 5.79% 

Japan 1.64% 1.83% 2.15% 

Korea 2.57% 2.09% 5.56% 

Mexico 7.24% 6.24% 9.74% 

U.K. 2.58% 1.88% 7.64% 

U.S. 3.01% 2.80% 7.84% 

U.S. Fixed Income and Alts 2026-2030 2031-2060 Volatility 

U.S. IG Corp Bonds 5.27% 5.09% 9.80% 

U.S. HY Bonds 4.63% 5.75% 11.76% 

U.S. Bank Loans 6.68% 7.60% 11.76% 

U.S. Private Equity 9.55% 9.95% 20.54% 

U.S. Private Credit 6.78% 8.20% 11.76% 

U.S. Real Estate 5.14% 5.58% 9.80% 

 

  

 
1 - All returns are nominal. 
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Economic Foundations 

Nominal GDP Growth 

Across the major economies, our updated nominal GDP paths reflect a modest upward releveling 

beginning in 2024, followed by a gradual fade back toward long-run trend later in the decade 

(Exhibit 1). Relative to the 2025 report, they show up as a small upward adjustment to the 

trajectory from 2024 onward, consistent with stronger realized data, and revisions for 2023 and 

2024, and the effects of fiscal support that carry in some regions into 2026. The result is a slightly 

firmer nominal path through 2026 than implied by last year’s starting point.  

The second feature of the update is the giveback. While the mid-decade profile is marginally 

stronger, the path weakens from 2027 through 2029 as the impulse from fiscal support fades and 

growth rates converge back toward our long-run Global Convergence anchors. Put differently, the 

near-term looks a touch better on level and carry through, but the later years ease back toward 

steady-state assumptions by the end of the decade.  

Exhibit 1: Nominal GDP adjustments in local currency (this year minus last year’s CMA projections) 

Source: OECD, ICG Advisors. 

The United States requires separate treatment because the primary uncertainty is not only cyclical 

but also demographic and Exhibit 2 highlights why net immigration has become such a 

consequential swing factor. As the population ages, growth in the native-born working age cohort 

slows, which makes net immigration a more important marginal driver of labor force expansion 

and, therefore, potential GDP growth.  

Exhibit 2 decomposes projected net immigration into three categories. INA captures nonimmigrant 

flows such as students and temporary workers, while LPR represents legal permanent residents. 

The largest variability sits in “other foreign nationals,” which typically reflects undocumented 
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flows and has been the category most sensitive to enforcement intensity, administrative capacity, 

and the broader policy stance at the border. 

In the 2025 CBO baseline, total net immigration was projected at 2.02 million in 2025 and 1.42 

million in 2026 and 2027, before declining to 1.07 million by 2028 and 2029, with a large share 

of the early-year strength coming from “other foreign nationals.” Our CMA assumptions are more 

conservative, primarily by reducing the contribution from “other foreign nationals,” reflecting our 

view that the border environment and administrative posture would likely constrain undocumented 

inflows. As shown in Exhibit 2, this assumption drives the majority of the gap between CBO and 

ICG projections, particularly in the early years. 

Our assumption is for net immigration at 1.49 million in 2025, 1.16 million in 2026, and about 

1.08 million in 2027, then roughly 0.95 million in 2028 and 2029. The policy outlook remains 

fluid, and uncertainty is still high, which is why we view the immigration story as early-stage and 

subject to change.  

That said, the direction of longer-term risk is asymmetrically negative. Because undocumented 

flows have historically been a meaningful contributor to near-term labor force growth, sustained 

reductions in this category would slow labor force expansion at precisely the time when aging is 

already reducing growth in the native-born working age population.  

If net immigration settles below prior baselines for an extended period, labor force growth will 

slow, and potential GDP growth will be lower unless offset by higher participation or stronger 

productivity. As we gain more clarity in 2026, this channel is likely to have greater implications 

for our longer-term U.S. growth assumptions in future CMA editions than it does today, even if 

our cyclical 2025 and 2026 forecasts remain broadly intact. 

Outside the United States, demographic and labor supply constraints also matter, though the 

channels differ. Several developed markets face aging-related drags that limit trend growth and 

increased sensitivity to productivity outcomes.  

In emerging markets outside of China, demographic support remains more favorable, but trade 

exposure, capital flow sensitivity, and policy constraints can lead to greater dispersion around the 

baseline. The net result is a global outlook that is not uniformly weaker, but more differentiated, 

with the central tendency reverting to long-run trend as the decade progresses. 

From a capital markets perspective, this profile reinforces two points. First, even when near-term 

growth is supported by fiscal impulses or better starting conditions, long-run return assumptions 

should remain anchored to sustainable trend fundamentals.  

Second, uncertainty about the path, especially in areas like U.S. labor supply, can matter as much 

as the destination, because it influences policy reactions, risk premia, and cross-asset outcomes 

over investable horizons. 
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Our longer-term projections for 2031 through 2060 are unchanged. The structural forces that 

underpin our Global Convergence theme remain intact, including long-run productivity dynamics, 

the diffusion of innovation, the steady state interaction between demographics and capital 

formation, and the tendency for inflation and policy rates to revert toward sustainable equilibrium 

levels over time.  

While recent years have affected the cyclical path and increased dispersion across regions, they 

have not changed the destination. At the same time, the labor force story, particularly in the United 

States, is becoming a more material input to long-run outcomes.  

As we obtain greater clarity on net immigration, participation, and the durability of recent 

demographic trends, we expect future CMA editions to incorporate those signals into the longer-

term U.S. potential growth path and, by extension, its long-run nominal GDP assumptions.  

For now, our revisions are concentrated in the near-term starting point and the mid-decade 

trajectory, while the 2030 to 2060 assumptions continue to reflect the same convergence 

framework used in prior editions. 

 

Exhibit 2: 2025 CBO vs. ICG, Net Immigration Projections 

 

Source: Congressional Budget Office, ICG Advisors. 

CBO ICG CBO ICG CBO ICG CBO ICG CBO ICG

2025 2026 2027 2028 2029

Net Immigration 2,020,000 1,491,825 1,420,000 1,161,576 1,420,000 1,081,576 1,070,000 951,576 1,070,000 951,576

Other Foreign Nationals 1,100,000 690,249 500,000 360,000 500,000 280,000 150,000 150,000 150,000 150,000

INA 90,000 90,000 90,000 90,000 90,000 90,000 90,000 90,000 90,000 90,000

LPR+ 830,000 711,576 830,000 711,576 830,000 711,576 830,000 711,576 830,000 711,576
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Inflation 

Across regions, our inflation assumptions are largely unchanged for developed markets, but we 

made selective adjustments where recent outcomes and structural forces have meaningfully shifted 

the most likely long-run inflation regime. The guiding principle is consistency between observed 

inflation dynamics, the underlying macro constraints implied by demographics and balance sheet 

conditions, and what we believe central banks can credibly deliver over time.  

For most developed economies, that consistency check did not require a change. Inflation targets 

and long-run anchors remain broadly aligned with last year’s CMA because policy frameworks 

are stable, inflation expectations remain comparatively well anchored, and the post-pandemic 

inflation episode continues to look more like a level shift than a permanent change in the target 

regime. 

The major exception is China, where we adjusted inflation assumptions downward in both the 

2026-2030 window and the longer run 2031-2060 horizon. The motivation is not a single data 

print, but an accumulation of evidence that China’s macro environment is becoming structurally 

more disinflationary.  

Demographics are an important part of that story. As population aging accelerates and the working 

age population shrinks, trend demand growth slows and the economy becomes more prone to 

excess capacity unless offset by sustained productivity gains or a major shift in household 

consumption behavior.  

At the same time, China has experienced persistently low inflation over the last several years, with 

episodes of outright price weakness in segments tied to balance sheet repair. The property sector 

is the clearest example. Real estate-related adjustment has been accompanied by steep price 

deflation in parts of the housing complex and associated downstream categories, reinforcing 

broader disinflationary pressure through wealth effects, credit creation, and confidence. 

These conditions matter for our assumptions because they influence what is a realistic inflation 

anchor. Central banks can state a target, but the effective inflation regime is constrained by the 

structure of the economy and the transmission mechanism. When an economy faces weak credit 

demand, balance sheet repair, and persistent slack, the realized inflation rate can undershoot the 

stated target for extended periods, even with accommodative policy.  

Over time, that can lead policymakers to operate with a lower de facto objective or a wider 

tolerance band that effectively lowers the central tendency of inflation outcomes. Our downward 

adjustments to China’s inflation assumption reflect this practical constraint and the likelihood that 

the inflation regime remains persistently lower than prior trend over both the medium term and the 

longer horizon. 

In contrast, most developed markets remain unchanged relative to last year’s CMA. While inflation 

volatility may remain elevated in the near-term due to supply shocks, policy shifts, or geopolitical 

developments, the longer run anchor is still best represented by stable targets and frameworks. 



 

2026 Capital Markets Assumptions. ICG Advisors. All rights reserved.                                                                 13 

 

This is especially true where institutional credibility is strong and where labor markets and service 

inflation dynamics support an inflation floor above outright deflation risk.  

In short, our inflation updates are targeted rather than broad based. We retain the same developed 

market anchors while recognizing that China’s unfolding demographic profile, persistent low 

inflation, and real estate driven deflationary pressure justify a lower inflation assumption in both 

our short-term and long-term projections. 

Exhibit 3: 

Nominal GDP (2026-2030) 

Australia Canada Euro Japan Korea Mexico U.K. U.S. Brazil China  India 

5.19% 3.65% 2.99% 2.59% 3.73% 5.68% 3.41% 3.71% 6.15% 6.92% 10.09% 

                      

Nominal GDP (2031-2060) 

Australia Canada Euro Japan Korea Mexico U.K. U.S. Brazil China  India 

4.81% 3.39% 2.88% 2.41% 2.27% 4.96% 3.21% 3.42% 5.49% 4.82% 7.25% 

                      

Inflation (2026-2030) 

Australia Canada Euro Japan Korea Mexico U.K. U.S. Brazil China  India 

2.40% 1.98% 1.98% 1.98% 1.98% 3.00% 1.98% 1.98% 3.00% 1.98% 4.00% 

                     

Inflation (2031-2060) 

Australia Canada Euro Japan Korea Mexico U.K. U.S. Brazil China  India 

2.03% 1.78% 1.78% 1.78% 1.78% 3.00% 1.78% 1.78% 3.00% 1.78% 4.00% 

Source: OECD, ICG Advisors 
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Fixed Income Markets 

Monetary Policy 

As outlined in last year’s CMA, we anchor monetary policy in a simple equilibrium framework 

where, over time, inflation gravitates toward the central bank’s objective and growth operates near 

potential. In that setting, the long-run policy rate is determined by two building blocks: the inflation 

anchor and the economy’s real neutral rate of interest, commonly referred to as r-star. 

Real neutral interest rates represent the real interest rate consistent with stable inflation and an 

economy operating near full employment (r-star). In our 2026 update, we refreshed r-star 

assumptions using a combination of published estimates and internal calibration across major 

economies.  

The results reinforce the core conclusion from prior editions. Neutral rates remain structurally low 

across developed markets, while emerging markets retain higher equilibrium real rates that 

gradually converge over time. The key changes this year are modest in magnitude but directionally 

important in several cases.  

We made small downward adjustments to the medium-term and, in some economies, the long-

term r-star path to reflect a slower trend growth impulse, demographic constraints, and persistent 

disinflationary forces in select regions (see Exhibit 4). 

For the United States, our updated r-star assumption is 0.39% for 2026 through 2029 and 0.38% 

for 2030 through 2060, down modestly from the 2025 base assumption of 0.53%. This revision is 

consistent with the demographic and labor force discussion in Economic Foundations.  

As aging slows growth in the native-born working age population and net immigration becomes a 

more consequential swing factor for labor supply, the equilibrium real rate remains anchored at a 

lower level unless productivity or participation materially surprises to the upside. 

Exhibit 4: Real neutral interest rates 

Changes From 2025 CMA 

r* Brazil Canada China E.U. India Japan U.K. U.S. 

2026-2029 -0.22% -0.17% -0.08% -0.15% -0.23% -0.18% -0.18% -0.14% 

2030-2060 -0.21% -0.22% -0.40% -0.11% -0.12% -0.19% -0.12% -0.20% 

Source: ICG Advisors 

Across other developed markets, our updated r-star assumptions continue to cluster at low levels. 

Canada’s r star is 0.87% for 2026 through 2029 and 0.88% for 2030 through 2060. The Euro Area 

remains negative at minus 0.50% over 2026 through 2029 and minus 0.46% over 2030 through 
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2060. Japan remains negative at minus 0.44% over 2026 through 2029 and minus 0.39% over 2030 

through 2060. The United Kingdom is near zero at 0.05% over 2026 through 2029 and 0.15% over 

2030 through 2060. These levels are consistent with the view that advanced economies will 

continue to face limited conventional easing capacity during downturns and will remain sensitive 

to shifts in inflation expectations and policy credibility. 

In emerging markets, neutral rates remain higher but still converge gradually toward developed 

market levels over time. Brazil remains the highest in our set at 3.57% for 2026 through 2029 and 

3.54% for 2030 through 2060. India is 0.90% for 2026 through 2029 and 0.93% for 2030 through 

2060. Mexico is 2.26% for 2026 through 2029 and 2.13% for 2030 through 2060. These 

assumptions reflect persistently higher trend growth and risk premia in emerging markets while 

still embedding gradual convergence. 

China is the most notable case in this update. Our r-star assumption is 0.92% over 2026 through 

2029, but declines to 0.60% over 2030 through 2060. Relative to the 2025 CMA, this represents a 

modest downward adjustment in the medium-term and a larger downward adjustment in the long-

term. The rationale aligns with the unfolding structural backdrop discussed in Economic 

Foundations and Inflation. Demographic aging, slower labor force growth, and persistent 

disinflationary pressure, including the drag from real estate adjustment, imply a lower long-run 

equilibrium real rate than previously assumed. 

The investment implications are directionally consistent with last year, but the updated r-star paths 

reinforce them. Persistently low neutral rates across developed markets mean less room for 

conventional policy easing, greater reliance on non-conventional tools in downturns, and an 

increased importance of term premia and curve dynamics for fixed income returns. For investors, 

this continues to compress the long-run income component of high-quality fixed income while 

raising the value of thoughtful duration management and diversification across countries with 

meaningfully different equilibrium real rates. 

Term Premiums 

The term premium is the additional compensation investors require for holding longer maturity 

government bonds instead of continually rolling short-dated instruments. It is best understood as 

payment for duration risk, including uncertainty around inflation, growth, fiscal supply, and the 

broader macro regime. Term premia vary meaningfully across time and regions. They tend to 

compress when inflation volatility is low and central bank credibility is high, and they tend to rise 

when uncertainty increases, fiscal dynamics become more prominent, or investors demand more 

compensation for holding long-dated cash flows. 

Our updated term premia assumptions incorporate these realities and reflect the environment that 

unfolded through 2025. While the long-run inflation anchors remain broadly stable in most 

developed markets, the distribution of outcomes around those anchors has widened. The key 

implication is that investors require more explicit compensation for long maturity exposure in 

several markets than was embedded in last year’s medium-term assumptions, even as we still 

assume convergence toward steady state levels over longer horizons. 
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Exhibit 5 translates these components into the long-term expected total return for local currency 

government bonds using a simple building block approach. For each market, long-run government 

bond total return is approximated as the sum of the inflation anchor, the real neutral rate, and the 

term premium. Under CMA 2026, this produces the following outcomes. 

For 2026 through 2029, inflation assumptions remain broadly aligned with our updated target 

framework, while r-star and term premia drive most of the cross-country differences in expected 

returns. The United States illustrates the change clearly. The inflation anchor is 1.98% and r-star 

is 0.39%, but the term premium assumption is 0.65%, lifting expected long government bond total 

return to 3.02%. Canada shows a similar dynamic. With inflation at 1.98% and r-star at 0.87%, the 

term premium is assumed to be 1.08%, producing a 3.93% long bond total return. In the Euro area, 

the term premium remains assumed at zero, so, with inflation at 1.98% and a negative r-star of 

minus 0.50%, expected long bond total return is 1.48%. Japan remains structurally low as well, 

with inflation at 1.98%, r-star at minus 0.44%, and a 1.13% term premium producing a 2.67% total 

return. 

Emerging markets continue to embed higher equilibrium rates and higher term premia, though still 

with the same convergence logic we use elsewhere. Brazil’s inflation anchor is 3.00%, r-star is 

3.57%, and the term premium is 1.89%, resulting in an 8.46% long bond total return. Mexico’s 

inflation anchor is 3.00%, r-star is 2.26%, and the term premium is 2.47%, producing 7.73%. 

India’s inflation anchor is 4.00%, r-star is 0.90%, and the term premium is 1.07%, producing 

5.96%. China remains a special case where term premia are assumed at zero, consistent with the 

broader disinflationary and balance sheet backdrop, so inflation at 1.98% plus r-star at 0.92% 

implies 2.90%. 

For 2030 through 2060, the same mechanics apply, but with long-run inflation anchors and long 

run r-star levels. The United States retains a 0.65% term premium assumption, combined with a 

1.79% inflation anchor and a 0.38% r-star, producing a 2.82% long bond total return. Canada’s 

long-run term premium assumption is 0.42%, with inflation at 1.79% and r-star at 0.88%, 

producing 3.06%. The Euro area again assumes a zero term premium, so 1.79% inflation and minus 

0.46% r-star produces 1.27%. Japan’s long-run inflation anchor is 1.79%, r-star is minus 0.39%, 

and term premia are assumed at 0.70%, producing a 2.10% total return. Brazil, Mexico, and India 

remain elevated given their higher inflation anchors and higher equilibrium real rates, with total 

returns of 8.33%, 7.57%, and 6.05%, respectively. 

Two differences versus the prior CMA are worth noting. First, several developed markets embed 

meaningfully higher term premia in the medium-term than last year’s assumptions, which raises 

expected long government bond total returns even where inflation anchors have not moved 

materially. Second, the dispersion across regions remains driven by a combination of inflation 

anchors and r-star, but term premia now play a larger role in explaining expected returns across 

developed markets than they did in last year’s mid-decade assumptions. 
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Exhibit 5: Long Term Government Bonds Total Return  

2026-2030 Australia Canada Euro  Japan Korea Mexico U.K. U.S. Brazil China  India 

Infl. 2.40% 1.98% 1.98% 1.98% 1.98% 3.00% 1.98% 1.98% 3.00% 1.98% 4.00% 

Neut. IR 0.59% 0.87% -0.5% -0.65% -0.44% 2.26% 0.05% 0.39% 3.57% 0.92% 0.90% 

Term Pr. 0.22% 0.78% 0.00% 0.32% 1.03% 1.98% 0.56% 0.65% 2.10% 0.00% 0.62% 

Total Ret. 3.21% 3.62% 1.47% 1.64% 2.57% 7.24% 2.58% 3.01% 8.66% 2.89% 5.81% 

             
 

2031-2060 Australia Canada Euro  Japan Korea Mexico U.K. U.S. Brazil China  India 

Infl. 2.03% 1.78% 1.78% 1.78% 1.78% 3.00% 1.78% 1.78% 3.00% 1.78% 4.00% 

Neut. IR 0.57% 0.85% -0.52% -0.67% -0.46% 2.24% 0.03% 0.37% 3.55% 0.90% 0.88% 

Term Pr. 0.36% 0.42% 0.00% 0.71% 0.77% 1.00% 0.06% 0.65% 2.24% 0.00% 0.62% 

Total Ret. 2.96% 3.06% 1.26% 1.83% 2.09% 6.24% 1.88% 2.80% 8.79% 2.68% 5.50% 

Source: OECD, ICG Advisors 

 

Credit Risks and Returns 

Within credit risk and returns, the key update this year is the calibration of the near-term path and 

several of the building blocks that translate macro risk into spreads, defaults, and recoveries. 

The near-term private credit and loan return revision is driven primarily by updated loss severity 

assumptions rather than a change in the long-run framework. In our expected-loss calculation, 

recoveries for high yield and private credit remain anchored at 50%, but bank loan recovery is 

revised materially lower, stepping down from roughly 70% in the prior assumptions to roughly 

40% for 2026 and gradually moving to the long-run average of 50% for the duration of the forecast 

period (Exhibit 7).  

This reduction in loan recovery increases loss given default and mechanically lowers net return 

expectations in the near term even when the income component remains attractive. The long-run 

endpoint still reflects convergence toward stable default and recovery conditions, but the path 

through the next several years is more sensitive to loss assumptions and, in particular, to the 

recovery profile embedded in the bank loan sleeve. 

High yield spreads remain grounded in the same historical context. As shown in Exhibit 6, over 

the past multi-decade period, U.S. high yield spreads have averaged roughly 495 basis points above 

comparable Treasuries (down from 505 bps last year), with pronounced cyclical spikes during 

recessionary episodes, most notably in 2001–2002 and 2008–2009.  

The current cycle stands out in that spreads have compressed meaningfully into 2025, with the 

year-end 2025 level of approximately 2.36% sitting well below long-run averages and below prior 

expectations for cyclical widening. This represents a material shift from last year’s assumption 

that spreads would widen through 2025 before normalizing. While we continue to assume 
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convergence toward long-run averages over time, the updated path implies a different sequencing, 

with less near-term widening embedded in the central case and a more gradual normalization 

thereafter. 

Exhibit 6: CS Barclays Capital U.S. High Yield Bond Spreads (YTW to Comparable Treasuries) 

 

 
 

Source: Barclays, ICG Advisors 

Defaults are also updated, and the adjustment here is primarily about interpretation and 

measurement rather than a change in steady-state assumptions. As shown in Exhibit 9, trailing 12-

month speculative-grade default rates remain modest in the current environment, with recent 

realized levels in the ~3–4% range and a projected peak of approximately 5–5.5% before 

converging back toward a ~4% long-run average. This path is broadly consistent with historical 

non-recessionary behavior and stands in contrast to prior cycles, where defaults spiked into double 

digits. 

However, an important nuance in the current cycle is that realized default rates understate the 

degree of underlying credit stress. A growing share of credit deterioration has been resolved 

through distressed exchanges and liability management transactions rather than outright 

bankruptcies. When these “soft defaults” are incorporated, effective default activity is closer to the 

mid-single digits, approximately ~5–6%, materially higher than the headline default rate. This 
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divergence helps reconcile the apparent disconnect between relatively tight spreads and what is, 

beneath the surface, a more elevated level of credit stress. 

Exhibit 7: High Yield default recovery rates and forecast 

 
 

Source: Moodys, ICG Advisors 

 

From a modeling perspective, the revised default curves smooth the near-term peak and clarify the 

convergence destination. Under the new assumptions, high yield defaults step down from about 

5.2% in 2026 toward 4.0% by 2030 (vs. 3.0% from last year), where they remain for the duration 

of the forecast.  

Bank loan defaults decline from roughly 4.0% in 2026 toward 2.8% by 2030, and private credit 

defaults decline from roughly 8.0% in 2026 toward 5.6% by 2030. The steady-state endpoints are 

consistent with the spirit of last year’s assumptions, but the updated path formalizes a more gradual 

normalization over the second half of the decade. 

For investment grade, the more important story this year is quality differentiation and where 

spreads converge. The updated exhibits retain the historical spread behavior across ratings, but we 

refreshed the target averages used for long-run convergence. Under the updated calibration, 

spreads converge toward approximately 1.49% for Aaa, 1.76% for Aa, 2.04% for A, and 2.55% 

for Baa by 2030 (roughly 4 basis points wider across ratings relative to last year). This framework 

places slightly greater emphasis on the sensitivity of lower-quality investment grade to cyclical 

uncertainty, even in the absence of a deep downturn. 
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Finally, we updated recoveries, and this is one of the more tangible changes versus last year. High 

yield and private credit recoveries remain anchored at 50%, while bank loan recovery is revised 

downward from approximately 70% to 40% beginning in 2025. This change increases expected 

loss severity for loans relative to prior assumptions and directly impacts the compensation 

investors should require for bearing that risk, even if default rates themselves remain broadly 

unchanged. 

Taken together, the 2026 update preserves the overall structure of the framework but materially 

revises several key inputs. High yield spreads are lower in the near term than previously expected, 

default dynamics reflect a greater role for distressed exchanges, investment grade convergence 

levels are modestly wider, and bank loan recoveries are meaningfully reduced.  

These changes feed directly into expected excess returns and the distribution of credit risk 

compensation across sectors, particularly over the next several years, when refinancing conditions 

and liability management activity remain central to the cycle. 

 
Exhibit 8: U.S. Fixed Income Total Returns 

 

Year Investment Grade High Yield 

2026-2030 5.27% 4.63% 

2031-2060 5.09% 5.75% 

Source: ICG Advisors, Bloomberg 
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Equity Markets 

Equity return assumptions are anchored in a Total Shareholder Return framework that decomposes 

expected returns into three drivers: earnings growth, cash returned to shareholders, and the 

valuation path from today’s starting multiple toward a longer-run anchor. The 2026 update reflects 

two developments from 2025 that influence forward returns: a modest repricing of the equity risk 

premium in select markets and a higher valuation starting point after meaningful multiple 

expansion. 

The most visible change is in the U.S. equity risk premium (ERP). Our updated U.S. ERP is 4.46%, 

based on a market-implied approach that adjusts the U.S. risk-free benchmark to reflect a small 

sovereign default component following the 2025 credit rating downgrade. Under this approach, 

the implied expected return on equities remains 8.41%, but the risk-free rate used in the ERP 

calculation is reduced from the nominal 10-year Treasury yield to an adjusted risk-free rate of 

3.95% by netting out an estimated 0.23% default spread.  

This results in an ERP of 4.46%. For comparison, using the traditional Treasury benchmark would 

imply a market ERP of 4.23%, meaning part of the increase reflects a measurement refinement 

that explicitly recognizes the default premium embedded in Treasuries rather than a purely 

fundamental jump in equity compensation. 

Even after accounting for methodology, the broader 2025 backdrop supports a slightly firmer 

required-return environment. Rates remained elevated, volatility and geopolitical risks persisted, 

and valuations became more demanding. Those forces tend to keep required equity compensation 

from compressing, even when earnings are resilient. Put differently, the U.S. ERP change is partly 

definitional, but the direction is consistent with an environment in which investors are less willing 

to accept thin compensation for equity risk. 

The second development is the valuation starting point. 2025 saw meaningful multiple expansion, 

particularly in the U.S., which improved trailing performance but raises the hurdle for future 

returns. Higher starting valuations do not preclude attractive outcomes, but they reduce the 

likelihood that total return is supported by a sustained valuation tailwind.  

As a result, the mix of expected return shifts marginally away from multiple expansion and toward 

fundamentals such as earnings growth and shareholder distributions. When valuations begin from 

elevated levels, the path of returns also becomes more sensitive to discount-rate dynamics and 

investor risk appetite, increasing the relevance of mean reversion in the decomposition. 

Other developed markets also saw increases in equity risk premia, driven less by definitional 

changes and more by genuine repricing of uncertainty and discount rates. Elevated policy rates 

and higher long-end yields raise the bar for equity returns, while persistent geopolitical risk, fiscal 

concerns, and uneven earnings visibility can increase the compensation investors demand for 

bearing equity volatility.  
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The net effect is a broader repricing of risk across developed markets that reflects macro and policy 

uncertainty rather than a single methodological adjustment. 

Taken together, the equity outlook incorporates a slightly higher required return in markets where 

the risk premium has repriced and a more demanding valuation starting point following 2025’s 

multiple expansion. The implication is not a change in equities’ strategic role, but a modest shift 

in the sources of return.  

Expected returns rely more heavily on fundamental cash-flow growth and disciplined payout 

assumptions, while valuation-driven upside is less likely to be a persistent contributor from current 

levels. 

Exhibit 9: Public Equity Total Returns 

Year Australia Canada Euro Japan Korea Mexico U.K. U.S. Brazil China India 

2026-2030 10.26% 5.58% 6.21% 5.59% 6.40% 7.57% 6.95% 4.06% 6.21% 8.82% 8.46% 

2031-2060 8.48% 5.78% 6.01% 6.20% 6.24% 7.79% 6.82% 5.08% 7.73% 8.04% 8.42% 

Source: ICG Advisors 
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Private Markets 

U.S. private equity return assumptions are expressed as a weighted blend of three components: a 

model-based estimate anchored to a small-cap public equity proxy, a historical lookback measured 

on a Public Market Equivalents (PME) basis, and a spread over forward public market returns. The 

intent is to balance a forward-looking anchor with empirical realism while recognizing that private 

equity outcomes are ultimately driven by the same macro and market forces that shape public 

equities, with additional leverage, illiquidity, and implementation considerations. 

Exhibit 10 summarizes the updated assumptions. For 2026 to 2030, the three inputs are a 6.42% 

model return, a 17.80% PME lookback return, and a 12.10% spread component, producing a 

blended total return assumption of 9.55%. The near-term forecast is therefore still fundamentally 

a blend of public equity-linked fundamentals and historically observed PME outcomes, with the 

model sleeve acting as the primary channel through which changes in public equity expectations 

feed into the private equity forecast. 

For 2031 to 2060, the updated assumptions imply a higher long-run baseline than previously 

reflected in our draft language. The model component rises to 8.64%, the PME lookback input is 

13.50%, and the spread component is 9.72%, which together produce a blended long-run 

assumption of 9.64%. This long-run level is driven by a higher model anchor and a higher spread 

component than the values embedded in the earlier text, and it implies that the long-run private 

equity outlook is less about a return to a low, steady-state assumption and more about sustaining 

a structurally higher equity-like return with an added private market premium. 

From an interpretation standpoint, the update should be read as a recalibration of the inputs that 

map public market expectations into private equity, rather than a change in the conceptual 

approach. In the near term, the blended return is still sensitive to starting public equity conditions 

and the model anchor. Over longer horizons, the assumptions imply that private equity retains 

meaningful exposure to underlying equity beta and growth, with the spread component 

representing compensation for illiquidity, complexity, and manager value-add, subject to 

dispersion across strategies and vintage years. 

Private markets are efficient but, like public markets, lack perfect foresight, making forecasting 

inherently uncertain. Internal rates of return are not time-weighted and therefore are not directly 

comparable to public market returns. To address this, we use PME to adjust public market returns 

for the timing of private market cash flows, providing a more appropriate basis for comparison. 

Exhibit 10: U.S. Private Equity Total Returns Play 

Year Model Lookback Spread Total 

2026-2030 6.42% 17.80% 12.1% 9.55% 

2031-2060 8.64% 13.50% 9.72% 9.64% 

Source: ICG Advisors 
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The near-term private credit and loan return revision is driven primarily by updated loss severity 

assumptions rather than a change in the long-run framework. In our expected-loss calculation, 

recoveries for high yield and private credit remain anchored at 50%, but bank loan recovery is 

revised materially lower, stepping down from roughly 70% in the prior assumptions to roughly 

40% for 2026 and gradually moving to the long-run average of 50% for the duration of the forecast 

period (Exhibit 9).  

This reduction in loan recovery increases loss given default and mechanically lowers net return 

expectations in the near term even when the income component remains attractive. The long-run 

endpoint still reflects convergence toward stable default and recovery conditions, but the path 

through the next several years is more sensitive to loss assumptions and, in particular, to the 

recovery profile embedded in the bank loan sleeve. 

Exhibit 11 summarizes the resulting return assumptions. For 2026–2030, expected total returns are 

6.68% for bank loans and 6.78% for private credit. The small gap reflects higher loss sensitivity 

in loans under the revised recovery profile, partially offset by their typically floating-rate income 

characteristics.  

Over longer horizons, the assumptions converge upward as recoveries normalize and cyclical loss 

expectations fade. For 2031–2060, expected total returns rise to 7.60% for bank loans and 8.20% 

for private credit, reflecting a higher long-run compensation profile for private credit, including 

the additional spread and illiquidity premium embedded in the strategy. 

Exhibit 11: U.S. Private Credit Total Returns 

Year Bank Loan Private Credit 

2026-2030 6.68% 6.78% 

2031-2060 7.60% 8.20% 

Source: ICG Advisors 
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Real Estate 

Real estate assumptions were updated modestly, and the changes are primarily mechanical rather 

than conceptual. Our approach links real estate fundamentals to the same macro building blocks 

used elsewhere in the CMA, with GDP growth serving as the primary driver of long-run income 

growth and cash-flow durability. We then translate those fundamentals into return assumptions 

using a capital markets reference framework that triangulates between a capital markets portfolio 

view and a capital markets returns view. Exhibit 12 summarizes the updated inputs and how they 

map into returns. For 2026–2030, the macro backdrop is characterized by nominal GDP growth of 

3.71%, with capital market reference returns of 4.06% for U.S. equities, 5.27% for investment 

grade bonds, and 3.01% for Treasuries.  

Within this environment, the capital markets portfolio implies real estate total returns of 4.19% for 

apartments and 3.99% for office. The capital markets returns view implies 5.71% for apartments 

and 6.69% for office. We take the average of these two estimates to produce our core real estate 

assumptions of 4.95% for apartments and 5.34% for office, and we use the CRE proxy return of 

5.14% as the broader real estate anchor for the period. 

For 2031–2060, the same structure applies, but with inputs that reflect convergence toward the 

long-run baseline. Nominal GDP growth eases to 3.42%, while the capital markets reference 

returns shift to 5.08% for U.S. equities, 5.09% for investment grade bonds, and 2.80% for 

Treasuries.  The capital markets portfolio implies real estate returns of 5.35% for apartments and 

4.92% for office, while the capital markets returns view implies 5.53% for apartments and 6.51% 

for office. Averaging the two produces 5.44% for apartments and 5.72% for office, with a CRE 

proxy assumption of 5.58% over the long-run horizon. 

The near-term adjustment is best understood through the GDP channel. With a slightly lower 

nominal growth impulse than previously assumed, the fundamental cash-flow growth component 

that supports real estate returns is marginally reduced. That effect is partially offset by capital 

markets inputs that remain supportive of income-oriented assets, which is why the changes are 

incremental rather than regime-defining.  

The investment takeaway is that expected real estate returns remain anchored in income and steady 

cash-flow growth, but the forecast incorporates a slightly softer growth backdrop in the mid-

decade window and a convergence path that is consistent with the broader macro assumptions. 

Exhibit 12: U.S. Real Estate Total Returns 

Year Apartment. Office CRE Proxy
2
 

2026-2030 4.95% 5.34% 5.14% 

2031-2060 5.44% 5.72% 5.58% 

Source: ICG Advisors 

 
2 The arithmetic average of Apartments and Office. 
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Correlations and Volatility 

Variance and correlation are critical components of studying capital market assumptions (CMAs) 

and designing optimized investment portfolios. Variance, or volatility, measures the level of 

uncertainty or risk associated with asset returns, while correlation evaluates the relationship and 

co-movement between different asset classes and the impact of asset class additions on a portfolio. 

Together, these metrics inform diversification strategies, enabling investors to balance risk and 

return effectively.  

By estimating variances and correlations, investors can model portfolio behavior under various 

economic scenarios and stress conditions, ensuring more robust allocation strategies.  Correlations 

between asset classes are not static; they tend to increase during periods of market stress, reducing 

the effectiveness of diversification when it is needed most.  

Variance and correlation estimations are tailored to account for the unique characteristics of asset 

classes, including equities, fixed income, real estate, and private markets. Each asset class exhibits 

distinct patterns of variance and correlation, influenced by macroeconomic factors and market 

regimes. Accurately estimating these parameters is essential for projecting long-term returns, 

assessing risk, and setting realistic expectations for investment outcomes. Variance-covariance 

matrices derived from these measures underpin portfolio optimization models and Monte Carlo 

simulations. 

Volatility and correlations in capital markets reflect both historical evolution and current 

macroeconomic dynamics. Macro volatility, such as GDP and inflation, has significantly 

converged over time, particularly in the 21st century. During the mid-20th century, volatility was 

more pronounced, especially in developing economies, but globalization and economic integration 

have led to greater stability.  

Inflation volatility followed a similar trajectory, with developing economies converging later than 

advanced ones. Equity market volatility averages around 17% globally, although specific regions 

like Brazil exhibit higher volatility, which is expected to converge toward global norms in the long 

run. Bond markets, in contrast, experience lower and more stable volatilities, with variations 

influenced by factors such as inflation expectations and interest rate policies.  

The relationship between stock and bond markets varies with economic cycles, often becoming 

negatively correlated during periods of high inflation uncertainty due to a flight-to-quality 

phenomenon. 

Research highlights important drivers of these dynamics. Bollerslev, Hood, Huss, and Pedersen 

(2017) demonstrated that risk dynamics are strikingly similar across asset classes and countries, 

with normalized volatilities exhibiting comparable measures. Diebold and Yilmaz (2008) 

emphasized the strong link between equity market volatility and fundamental economic volatility.  
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Chen, Chiang, and Lin (2023) found a significant negative relationship between equity market 

volatility caused by inflation and equity returns, while bond returns were positively linked to the 

same volatility. Anagnostopoulos et al. (2022) attributed the sharp rise in cross-country equity 

market correlations to increased foreign direct investment, particularly in sectors with high 

exposure to global technology.  

Additionally, Cho and Tsiaras (2019) demonstrated that equity market correlations with the U.S. 

market are closely tied to the degree of openness to U.S. investment and investor holdings. Stock-

bond correlations, examined historically by Li (2002), were found to be driven by long-term 

inflation uncertainty alongside unexpected inflation and real interest rate variability.  

AQR’s (2023) long-term analysis also modeled stock-bond correlations as functions of growth and 

inflation volatility, highlighting the interplay between economic conditions and asset returns. 

To model volatility more effectively, the exponential moving average (EMA) is employed to 

capture both current and historical market conditions with a weighting scheme that places greater 

emphasis on more recent data. This approach allows for a dynamic and responsive estimate of 

volatility that accounts for the persistence of shocks and the gradual dissipation of their effects 

over time.  

By combining the EMA with macroeconomic variables such as GDP growth, inflation volatility, 

and interest rate changes, as well as financial metrics like equity valuations and term structures of 

interest rates, the model provides a comprehensive framework for understanding market dynamics. 

The integration of these factors ensures that both short-term fluctuations and long-term trends are 

accurately reflected in the volatility estimates. 

This fusion of empirical research and sophisticated modeling techniques underscores the 

increasing interconnectedness of global markets and the vital role of macroeconomic stability in 

shaping volatility and correlations across asset classes. As central banks enhance transparency and 

credibility, markets are expected to experience a moderation of these volatilities and correlations, 

enabling improved forecasting and more robust risk management for investors. 
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Table 1: Variance-Covariance Matrix: Asset Classes with Equities 

 

  
Equities Australia Equities Brazil Equities Canada Equities China Equities Europe Equities India Equities Japan Equities South Korea Equities Mexico Equities U.K. Equities U.S. Equities

Australia 50.37% 83.01% 43.33% 88.05% -5.25% 62.87% -7.97% 76.27% 17.46% 79.70%
Brazil 50.37% 61.47% 21.91% 48.18% -24.52% 40.94% -13.78% 55.77% -6.95% 51.52%

Canada 83.01% 61.47% 40.95% 82.02% -4.56% 58.55% -4.46% 76.67% 8.43% 85.38%
China 43.33% 21.91% 40.95% 51.48% 6.44% 45.60% -1.30% 30.25% -1.32% 49.85%

Europe 88.05% 48.18% 82.02% 51.48% 2.14% 68.26% -7.95% 73.72% 8.95% 84.96%
India -5.25% -24.52% -4.56% 6.44% 2.14% -5.87% 65.15% 4.15% 49.76% -4.61%
Japan 62.87% 40.94% 58.55% 45.60% 68.26% -5.87% 8.47% 55.25% -1.11% 73.23%

South Korea -7.97% -13.78% -4.46% -1.30% -7.95% 65.15% 8.47% 6.36% 39.08% -2.25%
Mexico 76.27% 55.77% 76.67% 30.25% 73.72% 4.15% 55.25% 6.36% 13.30% 72.91%

U.K. 17.46% -6.95% 8.43% -1.32% 8.95% 49.76% -1.11% 39.08% 13.30% 8.53%
U.S. 79.70% 51.52% 85.38% 49.85% 84.96% -4.61% 73.23% -2.25% 72.91% 8.53%

Govt Fixed Income Australia Equities Brazil Equities Canada Equities China Equities Europe Equities India Equities Japan Equities South Korea Equities Mexico Equities U.K. Equities U.S. Equities

Australia 24.37% 19.26% 23.53% 6.98% 25.27% 0.44% 32.16% 10.88% 22.97% -0.99% 23.12%
Brazil -6.26% -30.00% -8.51% -8.78% -2.58% 9.57% 2.21% 11.62% -6.14% 18.75% -4.99%

Canada 29.08% 22.38% 27.02% 7.94% 27.31% 4.63% 31.51% 14.18% 25.35% 10.31% 27.24%
China 27.91% 28.61% 35.19% 13.63% 28.63% 1.84% 42.07% 5.05% 24.23% -2.03% 36.60%

Europe 16.83% 15.34% 14.69% 6.57% 17.72% 1.02% 25.92% 8.39% 16.12% 2.96% 20.78%
India 24.72% 7.80% 26.68% 12.51% 23.46% -5.07% 17.58% -5.43% 18.13% 21.39% 23.11%
Japan 5.39% 4.19% 7.98% 3.97% 13.74% 6.05% 26.65% 4.64% 10.28% -4.80% 13.42%

South Korea 13.29% 6.57% 12.87% 7.16% 13.67% 4.81% 22.04% 14.56% 8.90% 14.84% 13.36%
Mexico -3.31% -9.73% -8.77% -13.80% -4.01% 10.75% 0.39% 15.19% -12.04% 27.34% -11.76%

U.K. 19.29% 13.28% 15.15% 3.35% 21.60% 7.99% 26.91% 11.18% 15.95% 16.03% 18.65%
U.S. 36.34% 26.63% 31.55% 13.84% 36.03% -0.53% 37.60% 6.31% 28.35% 9.79% 32.27%

U.S. Fixed Income & Alts Australia Equities Brazil Equities Canada Equities China Equities Europe Equities India Equities Japan Equities South Korea Equities Mexico Equities U.K. Equities U.S. Equities

U.S. Investment Grade 39.01% 31.20% 30.03% 5.99% 33.53% 1.59% 50.86% 7.29% 24.42% 6.12% 29.80%
U.S. High Yield 39.01% 31.20% 30.03% 5.99% 33.53% 1.59% 50.86% 7.29% 24.42% 6.12% 29.80%

U.S. Bank Loans 39.01% 31.20% 30.03% 5.99% 33.53% 1.59% 50.86% 7.29% 24.42% 6.12% 29.80%
U.S. Private Equity 83.28% 54.65% 85.48% 53.57% 85.78% -12.51% 75.61% -11.80% 74.55% -5.86% 100.00%
U.S. Private Credit 39.01% 31.20% 30.03% 5.99% 33.53% 1.59% 50.86% 7.29% 24.42% 6.12% 29.80%

U.S. Real Estate 83.28% 54.65% 85.48% 53.57% 85.78% -12.51% 75.61% -11.80% 74.55% -5.86% 100.00%
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Table 2: Variance-Covariance Matrix: Asset Classes with Government Fixed-Income 

 

 

 

 

 

 

 

 

 

 

Equities Australia Govt. Bonds Brazil Govt. Bonds Canada Govt. Bonds China Govt. Bonds Europe Govt. Bonds India Govt. Bonds Japan Govt. Bonds South Korea Govt. Bonds Mexico Govt. Bonds U.K. Govt. Bonds U.S. Govt. Bonds

Australia 24.37% -6.26% 29.08% 27.91% 16.83% 24.72% 5.39% 13.29% -3.31% 19.29% 36.34%
Brazil 19.26% -30.00% 22.38% 28.61% 15.34% 7.80% 4.19% 6.57% -9.73% 13.28% 26.63%

Canada 23.53% -8.51% 27.02% 35.19% 14.69% 26.68% 7.98% 12.87% -8.77% 15.15% 31.55%
China 6.98% -8.78% 7.94% 13.63% 6.57% 12.51% 3.97% 7.16% -13.80% 3.35% 13.84%

Europe 25.27% -2.58% 27.31% 28.63% 17.72% 23.46% 13.74% 13.67% -4.01% 21.60% 36.03%
India 0.44% 9.57% 4.63% 1.84% 1.02% -5.07% 6.05% 4.81% 10.75% 7.99% -0.53%
Japan 32.16% 2.21% 31.51% 42.07% 25.92% 17.58% 26.65% 22.04% 0.39% 26.91% 37.60%

South Korea 10.88% 11.62% 14.18% 5.05% 8.39% -5.43% 4.64% 14.56% 15.19% 11.18% 6.31%
Mexico 22.97% -6.14% 25.35% 24.23% 16.12% 18.13% 10.28% 8.90% -12.04% 15.95% 28.35%

U.K. -0.99% 18.75% 10.31% -2.03% 2.96% 21.39% -4.80% 14.84% 27.34% 16.03% 9.79%
U.S. 23.12% -4.99% 27.24% 36.60% 20.78% 23.11% 13.42% 13.36% -11.76% 18.65% 32.27%

Govt Fixed Income Australia Govt. Bonds Brazil Govt. Bonds Canada Govt. Bonds China Govt. Bonds Europe Govt. Bonds India Govt. Bonds Japan Govt. Bonds South Korea Govt. Bonds Mexico Govt. Bonds U.K. Govt. Bonds U.S. Govt. Bonds

Australia 21.02% 87.51% 31.82% 79.89% 43.60% 57.35% 76.15% 52.94% 73.43% 86.62%
Brazil 21.02% 22.99% -17.34% 19.64% 38.66% 31.05% 20.83% 47.34% 14.00% 18.11%

Canada 87.51% 22.99% 38.68% 77.77% 45.45% 53.26% 75.00% 56.09% 69.29% 89.55%
China 31.82% -17.34% 38.68% 33.09% 26.00% 21.52% 24.65% -2.10% 20.45% 32.14%

Europe 79.89% 19.64% 77.77% 33.09% 35.73% 64.98% 74.54% 48.59% 79.77% 81.01%
India 43.60% 38.66% 45.45% 26.00% 35.73% 13.52% 41.03% 32.22% 30.82% 45.01%
Japan 57.35% 31.05% 53.26% 21.52% 64.98% 13.52% 46.71% 40.06% 46.00% 53.72%

South Korea 76.15% 20.83% 75.00% 24.65% 74.54% 41.03% 46.71% 54.50% 72.05% 74.61%
Mexico 52.94% 47.34% 56.09% -2.10% 48.59% 32.22% 40.06% 54.50% 54.17% 58.91%

U.K. 73.43% 14.00% 69.29% 20.45% 79.77% 30.82% 46.00% 72.05% 54.17% 81.15%
U.S. 86.62% 18.11% 89.55% 32.14% 81.01% 45.01% 53.72% 74.61% 58.91% 81.15%

U.S. Fixed Income & Alts Australia Govt. Bonds Brazil Govt. Bonds Canada Govt. Bonds China Govt. Bonds Europe Govt. Bonds India Govt. Bonds Japan Govt. Bonds South Korea Govt. Bonds Mexico Govt. Bonds U.K. Govt. Bonds U.S. Govt. Bonds

U.S. Investment Grade 87.48% 12.66% 90.32% 44.81% 81.71% 42.58% 56.97% 74.21% 53.39% 83.10% 100.00%
U.S. High Yield 87.48% 12.66% 90.32% 44.81% 81.71% 42.58% 56.97% 74.21% 53.39% 83.10% 100.00%

U.S. Bank Loans 87.48% 12.66% 90.32% 44.81% 81.71% 42.58% 56.97% 74.21% 53.39% 83.10% 100.00%
U.S. Private Equity 17.04% -18.33% 23.64% 46.01% 7.86% 14.88% 8.04% 1.76% -28.29% 10.61% 29.87%
U.S. Private Credit 87.48% 12.66% 90.32% 44.81% 81.71% 42.58% 56.97% 74.21% 53.39% 83.10% 100.00%

U.S. Real Estate 17.04% -18.33% 23.64% 46.01% 7.86% 14.88% 8.04% 1.76% -28.29% 10.61% 29.87%
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Table 3: Variance-Covariance Matrix: Asset Classes with U.S. Fixed-Income and Alternatives 

 

 

Equities U.S. Investment Grade U.S. High Yield U.S. Bank Loans U.S. Private Equity U.S. Private Credit U.S. Real Estate

Australia 39.01% 39.01% 39.01% 83.28% 39.01% 83.28%
Brazil 31.20% 31.20% 31.20% 54.65% 31.20% 54.65%

Canada 30.03% 30.03% 30.03% 85.48% 30.03% 85.48%
China 5.99% 5.99% 5.99% 53.57% 5.99% 53.57%

Europe 33.53% 33.53% 33.53% 85.78% 33.53% 85.78%
India 1.59% 1.59% 1.59% -12.51% 1.59% -12.51%
Japan 50.86% 50.86% 50.86% 75.61% 50.86% 75.61%

South Korea 7.29% 7.29% 7.29% -11.80% 7.29% -11.80%
Mexico 24.42% 24.42% 24.42% 74.55% 24.42% 74.55%

U.K. 6.12% 6.12% 6.12% -5.86% 6.12% -5.86%
U.S. 29.80% 29.80% 29.80% 100.00% 29.80% 100.00%

Govt Fixed Income U.S. Investment Grade U.S. High Yield U.S. Bank Loans U.S. Private Equity U.S. Private Credit U.S. Real Estate

Australia 87.48% 87.48% 87.48% 17.04% 87.48% 17.04%
Brazil 12.66% 12.66% 12.66% -18.33% 12.66% -18.33%

Canada 90.32% 90.32% 90.32% 23.64% 90.32% 23.64%
China 44.81% 44.81% 44.81% 46.01% 44.81% 46.01%

Europe 81.71% 81.71% 81.71% 7.86% 81.71% 7.86%
India 42.58% 42.58% 42.58% 14.88% 42.58% 14.88%
Japan 56.97% 56.97% 56.97% 8.04% 56.97% 8.04%

South Korea 74.21% 74.21% 74.21% 1.76% 74.21% 1.76%
Mexico 53.39% 53.39% 53.39% -28.29% 53.39% -28.29%

U.K. 83.10% 83.10% 83.10% 10.61% 83.10% 10.61%
U.S. 100.00% 100.00% 100.00% 29.87% 100.00% 29.87%

U.S. Fixed Income & Alts U.S. Investment Grade U.S. High Yield U.S. Bank Loans U.S. Private Equity U.S. Private Credit U.S. Real Estate

U.S. Investment Grade 100.00% 100.00% 29.87% 100.00% 29.87%
U.S. High Yield 100.00% 100.00% 29.87% 100.00% 29.87%

U.S. Bank Loans 100.00% 100.00% 29.87% 100.00% 29.87%
U.S. Private Equity 29.87% 29.87% 29.87% 29.87% 100.00%
U.S. Private Credit 100.00% 100.00% 100.00% 29.87% 29.87%

U.S. Real Estate 29.87% 29.87% 29.87% 100.00% 29.87%
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Appendix A 

Economic Growth Modeling: 

• This model provides a structured framework to project long-term economic growth under 

baseline scenarios. 

• By isolating the contributions of labor, capital, and productivity, it allows for a detailed 

analysis of macroeconomic trends. 

• It also enables assessment of the potential impacts of policy changes, demographic shifts, 

or global economic shocks. 

 

Core Growth Equations: 

 

1. Change in Output: 

 

𝚫 𝐎𝐮𝐭𝐩𝐮𝐭 = 𝐂𝐨𝐧𝐭𝐫𝐢𝐛𝐮𝐭𝐢𝐨𝐧 𝐟𝐫𝐨𝐦 𝐏𝐫𝐨𝐝𝐮𝐜𝐭𝐢𝐯𝐢𝐭𝐲 + 𝐂𝐨𝐧𝐭𝐫𝐢𝐛𝐮𝐭𝐢𝐨𝐧 𝐟𝐫𝐨𝐦 𝐋𝐚𝐛𝐨𝐫
+ 𝐂𝐨𝐧𝐭𝐫𝐢𝐛𝐮𝐭𝐢𝐨𝐧 𝐟𝐫𝐨𝐦 𝐂𝐚𝐩𝐢𝐭𝐚𝐥 

 
This equation decomposes output growth into contributions from productivity improvements, labor input, and capital investment. 

 

2. Per Capita Growth: 

 

Δ Output/Labor = Change in Productivity + Change in Capital Deepening 

 

This formula adjusts GDP growth for population size, focusing on output per worker as a 

measure of economic growth. 

 

3. Potential GDP Growth per Capita 

 

% 𝚫 𝐏𝐨𝐭𝐞𝐧𝐭𝐢𝐚𝐥 𝐆𝐃𝐏 𝐩𝐞𝐫 𝐂𝐚𝐩𝐢𝐭𝐚 = % 𝚫 𝐓𝐫𝐞𝐧𝐝 𝐏𝐫𝐨𝐝𝐮𝐜𝐭𝐢𝐯𝐢𝐭𝐲 + % 𝚫 𝐂𝐚𝐩𝐢𝐭𝐚𝐥 𝐃𝐞𝐞𝐩𝐞𝐧𝐢𝐧𝐠 

 

This long-term projection estimates potential GDP growth per capita based on sustained 

productivity trends and investments in capital. 

 

Key Assumptions: 

 

1. Labor Contributions: Changes in labor contributions are influenced by: 

 

o Working-age population growth. 

o Workforce participation rates. 

o Average hours worked. 

Projections rely on data from sources like the UN and Eurostat to model labor 

dynamics effectively. 

 

2. Capital Deepening: 
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o Represents the increase in capital stock per worker. 

o Reflects investments in physical assets such as infrastructure and technology that 

enhance labor productivity. 

 

 

3. Productivity Growth: 

 

o Measured by Total Factor Productivity (TFP), which reflects the efficiency of labor 

and capital utilization. 

o TFP growth is driven by technological advancements and process improvements. 

 

Applications 

• This model provides a structured framework to project long-term economic growth under 

baseline scenarios. 

• By isolating the contributions of labor, capital, and productivity, it allows for a detailed 

analysis of macroeconomic trends. 

• It also enables assessment of the potential impacts of policy changes, demographic shifts, 

or global economic shocks. 

 

Dissection of GDP Based on SNA Concepts 

 

1. Definition: Gross Domestic Product (GDP) represents the total monetary value of all final 

goods and services produced within a country’s borders over a specific period. 

 

2. Components of GDP: Under the System of National Accounts (SNA) framework, GDP can be 

measured using three main approaches: 

 

a. Production-Based Approach 

 

GDP = Value of Output - Intermediate Consumption + Net Taxes on Products 

 

• Output: The value of all goods and services produced. 

• Intermediate Consumption: The value of inputs used during production, such as 

raw materials and services. 

• Net Taxes on Products: Indirect taxes (e.g., VAT) minus subsidies provided by the 

government. 

 

b. Income-Based Approach 

 

GDP = Compensation of Employees + Gross Operating Surplus (GOS) + Taxes less  
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Subsidies on Production and Imports 

 

• Compensation of Employees: Wages, salaries, and benefits paid to workers. 

• Gross Operating Surplus (GOS): Profits from corporations and unincorporated 

businesses before taxes and depreciation. 

• Taxes/Subsidies on Production and Imports: Net levies on economic activity, 

adjusted for government support. 

 

c. Expenditure-Based Approach 

 

GDP = C + I + G + (X - M) 

 

• C (Consumption): Household and non-profit consumption of goods and services. 

• I (Investment): Business investments in machinery, buildings, inventories, and 

other capital. 

• G (Government Spending): Public sector expenditure on goods and services. 

• Net Exports (X - M): The value of exports minus imports. 

 

3. SNA Alignments: The SNA framework standardizes GDP components across countries, 

ensuring international comparability. It emphasizes value-added at each production stage, 

avoiding double counting. 

 

4. Key Features of SNA Concepts 

 

a. Gross Operating Surplus (GOS): Represents the share of GDP allocated to capital 

providers, such as profits, interest, and rents. 

 

b. Net Taxes/Subsidies: Adjusts GDP for government interventions, accounting for 

differences between market prices (consumer perspective) and producer prices. 

 

5. Implications for Analysis: The SNA framework connects macroeconomic aggregates like GDP 

with corporate financial metrics, such as revenues, profits, and labor compensation. 

It helps analysts link firm-level trends, such as EBITDA growth, to broader economic 

indicators like GDP and household income. 

 

Recession Modeling: 

 

What is a Recession?  

 

1. Clarification of Misconceptions: 

o A recession is not defined as: 

▪ Two consecutive quarters of negative GDP growth. 

▪ A period of rising unemployment or job losses. 

▪ A stock market bear phase. 
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2. Correct Definition (NBER): 

o A recession involves a significant decline in economic activity that: 

▪ Is spread across the economy. 

▪ Lasts for more than a few months. 

o It affects the economy broadly and not just isolated sectors. 

 

3. Key Indicators Monitored by the NBER: 

o Real personal income (excluding transfer payments). 

o Nonfarm payroll employment. 

o Employment as measured by household surveys. 

o Real personal consumption expenditures. 

o Wholesale and retail sales (adjusted for inflation). 

o Industrial production. 

 

4. Why Recessions Matter: 

o Corporate profits collapse. 

o Stock prices fall in anticipation. 

o Credit spreads widen. 

o Defaults jump, particularly in high-yield and leveraged loan markets. 

o Overall economic activity drops significantly. 

o  

5. Recession Identification Process: 

o The NBER’s approach is retrospective: 

▪ It waits to confirm a peak or trough in activity before declaring a recession. 

▪ Turning points are identified only after a broad range of data is available. 

 

How Do We Know About It? 

 

• The National Bureau of Economic Research (NBER) uses a retrospective method to 

determine the dates of economic turning points, such as peaks and troughs. 

• A recession is confirmed only after sufficient evidence has accumulated, often months after 

the peak or trough has occurred. 

• If a downturn occurs after a recovery begins, it is treated as a new recession, not a 

continuation of the previous one. 

 

 

When Do We Know About It? 

 

• Efforts to understand economic cycles date back over two centuries, with systematic 

forecasting methods emerging in the early 20th century. 

• Forecasting recessions is not about predicting two consecutive quarters of negative GDP 

growth or timing market cycles. 

• Instead, it focuses on assessing upcoming economic weaknesses and anticipating market 

volatility, providing guidance for asset allocation decisions. 
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Forecasting Recessions: 

 

• Seminal research contributions include: 

o Stock and Watson (1989): Developed the Index of Leading Economic Indicators. 

o Hamilton (1989): Explored the role of oil prices in triggering recessions. 

o Estrella and Mishkin (1998): Examined the term structure of interest rates and stock 

prices as predictors. 

o Chauvet and Piger (2002): Introduced real-time recession dating models. 

• Leading indicators often include the term structure of interest rates, stock market 

performance, labor market trends, and credit market conditions. 

 

The Approach to Recession Probability Modeling: 

 

• Modern recession forecasting uses a multi-factor model that integrates macroeconomic and 

financial variables. 

• Key inputs include: 

o Term structure of interest rates, such as the difference between 3-month and 10-

year Treasury yields. 

o Consumer confidence indices, like those from the Conference Board. 

o Equity market valuation metrics, such as S&P 500 price-to-earnings ratios. 

o Money supply, adjusted for inflation. 

o Time-based control variables, such as the time elapsed since the last recession. 

• The model framework employs logistic regression and optimization techniques to enhance 

prediction accuracy, offering a longer horizon for investment decision-making. 
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Appendix B 

Interest Rate Modeling 

The Taylor Rule Framework 

• The Taylor Rule is a formulaic guideline for setting central bank interest rates to stabilize 

inflation and output. 

• Formula:  

𝑖 = 𝜋𝑡 + 𝑟 ∗ + 𝛼 ∗ (𝜋 − 𝜋𝑡 ) +  𝛽 ∗ (𝑦 − 𝑦 ∗) 

Where: 

▪ 𝑖 = 𝑁𝑜𝑚𝑖𝑛𝑎𝑙 𝑃𝑜𝑙𝑖𝑐𝑦 𝑅𝑎𝑡𝑒 

▪ 𝑟∗ = 𝑁𝑎𝑡𝑢𝑟𝑎𝑙 𝑅𝑎𝑡𝑒 𝑜𝑓 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑅𝑎𝑡𝑒 

▪ Π = 𝐴𝑐𝑡𝑢𝑎𝑙 𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛 

▪ π𝑡= 𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛 𝑇𝑎𝑟𝑔𝑒𝑡 

▪ 𝑦 = 𝐴𝑐𝑡𝑢𝑎𝑙 𝑂𝑢𝑡𝑝𝑢𝑡 

▪ 𝑦∗ = 𝑃𝑜𝑡𝑒𝑛𝑡𝑖𝑎𝑙 𝑂𝑢𝑡𝑝𝑢𝑡 

▪ α & β = 𝑆𝑒𝑛𝑠𝑖𝑡𝑖𝑣𝑖𝑡𝑦 𝐶𝑜𝑒𝑓𝑓𝑖𝑐𝑖𝑒𝑛𝑡𝑠 

 

• Central banks use the Taylor Rule to: 

o Respond to deviations in inflation from target levels. 

o Adjust for gaps between actual and potential economic output. 

 

Inflation Targets 

 

• Central banks globally adopt inflation targets, either explicitly or implicitly: 

o Examples: New Zealand (1990), Canada (1991), United Kingdom (1992), and 

United States (2012). 

o Present assumptions: Advanced economies maintain a 2% inflation target through 

2029, dropping to 1.75% by 2035, and stabilizing thereafter. 

 

• Emerging market assumptions: 

o China converges to a 2% inflation target by 2030. 

o Brazil and India maintain higher inflation targets reflecting their growth profiles. 

 

Real Neutral Rate of Interest  

 

• Definition: The short-term interest rate consistent with an economy operating at full 

potential, with stable inflation and balanced savings and investments. 

 

• Historical Frameworks: 



 

2026 Capital Markets Assumptions. ICG Advisors. All rights reserved.                                                                 42 

 

o Laubach and Williams (2003): Related Real Neutral Rate of Interest to GDP trend 

growth, inflation, and short-term interest rates. 

o Holston, Laubach, and Williams (2017): Enhanced the model with pandemic-era 

data. 

o Ceballos, Christensen, and Romero (2024): Used inflation-linked bonds to 

estimate Real Neutral Rate of Interest focusing on financial market-based 

approaches. 

o IMF (2023): Modeled Real Neutral Rate of Interest  

o across 16 advanced economies, incorporating demographic and macroeconomic 

factors. 

 

Applications and Assumptions: 

 

• Projections for Real Neutral Rate of Interest  

o Advanced economies: Gradual convergence to historical levels (0.5%-1%) by 

2030. 

o Emerging markets: Higher Real Neutral Rate of Interest reflecting growth and 

risk dynamics. 

 

• Implications for policy: 

o Guides central banks in setting interest rates during economic cycles. 

o Helps investors anticipate long-term trends in bond yields and inflation. 

 

What is the Term Premium? 

Term premium refers to the additional yield investors demand for holding long-term bonds instead 

of rolling over a series of short-term bonds. In an ideal economic scenario, where inflation is stable 

at the central bank's target and there is no uncertainty about future conditions, the yield curve 

would be flat, and the term premium negligible. However, deviations from these conditions, such 

as expectations of inflation volatility or uncertainty about central bank policy, create a sloped yield 

curve and a non-zero term premium. 

Historical and empirical models: 

o Adrian, Crump, and Moench (2013) developed a five-factor no-arbitrage term-

structure model for U.S. Treasuries. 

o Wright (2008) introduced an inflation-adjusted model linking the term premium to 

real interest rates, expected inflation volatility, and risk appetite. 

o Berardi (2020) incorporated stochastic volatility and macroeconomic variables for 

Eurozone term premiums. 

o Ichiue and Ueno (2013) combined affine term-structure and shadow rate models to 

analyze premiums across multiple countries. 

o Ozbek and Talasi (2020) applied term premium models to emerging markets, 

incorporating unique structural risks. 



 

2026 Capital Markets Assumptions. ICG Advisors. All rights reserved.                                                                 43 

 

Economic and inflationary dynamics: Research, such as Wright (2008) and Piazzesi and Schneider 

(2006), has linked term premiums to inflationary expectations and consumption growth. High 

inflation uncertainty raises term premiums as investors demand additional compensation for 

holding long-term bonds during uncertain economic conditions. Declines in term premiums in 

advanced economies are attributed to greater transparency and credibility of monetary policies, 

lower inflation expectations, and improved macroeconomic stability. 

Projections for term premiums across economies: 

1. United States and Eurozone: Stabilization projected by 2030, with term premiums of 0.65% 

and 0.0%, respectively. 

2. Canada: Closely tied to the U.S., with a projected premium of 0.65%. 

3. United Kingdom: Convergence to pre-2008 averages expected by 2030. 

4. Japan: Stabilization at 70 basis points by 2030. 

5. Emerging markets: India is expected to stabilize at 0.66%. Brazil is projected to decline 

from 2.5% to 2.0% by 2030. China’s term premium is assumed to remain flat at 0.0%, 

reflecting unique yield curve characteristics. 

Investment implications: 

1. Declining term premiums reduce the appeal of long-term bonds, encouraging investors to 

favor short-term bonds or riskier assets. 

2. Flatter yield curves lower discount rates, impacting valuations of long-duration assets like 

real estate and infrastructure. 

3. Higher term premiums in emerging markets like India and Brazil present opportunities but 

with added risk. 

4. Term premiums provide insights into macroeconomic uncertainties and investor sentiment. 
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Appendix C 

Equity Markets 
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Total Shareholder Return Approach: 

 

Expected Return on Equities and Equity Risk Premium 

The formula for the expected return on equities is presented as: 

𝐸(𝑟) = 𝑟𝑓 +  𝛽(𝐸𝑞𝑢𝑖𝑡𝑦 𝑅𝑖𝑠𝑘 𝑃𝑟𝑒𝑚𝑖𝑢𝑚) + Ɛ 

Where: 

• E(r): Expected return on equities 

• rf: Risk-free rate, often represented by the yield on long-term government bonds 

• β: Sensitivity of the asset’s returns to market returns, representing systematic risk 

• Equity Risk Premium (ERP): Excess return demanded by investors for taking on equity 

market risk 

• ε: Residual risk reflecting firm-specific or idiosyncratic factors 

Damodaran introduces an enhanced approach to estimating expected returns that accounts for 

credit risk: 

• Uses corporate credit ratings to estimate default spreads, which measure the additional 

compensation required by investors for bearing the risk of lower credit quality. Companies 

with lower ratings will have higher default spreads. Adding these spreads to the risk-free 

rate adjusts the expected return for default risk. 

 

• CDS-based approach: Credit default swaps (CDS) provide a real-time market-implied 

measure of default risk. Damodaran uses CDS spreads to refine the required return on 

equity.  
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o The adjusted formula becomes: 

 

𝑅𝑒𝑞𝑢𝑖𝑟𝑒𝑑 𝑅𝑒𝑡𝑢𝑟𝑛 = 𝑟𝑓 + 𝐶𝐷𝑆 𝑆𝑝𝑟𝑒𝑎𝑑 + 𝛽(𝐸𝑞𝑢𝑖𝑡𝑦 𝑅𝑖𝑠𝑘 𝑃𝑟𝑒𝑚𝑖𝑢𝑚) 

This method ensures that expected returns reflect both systematic market risk, represented by beta, 

and firm-specific credit risk, measured through CDS spreads. Practical application 

This approach is particularly relevant for firms with lower credit ratings or during periods of 

financial stress when default spreads widen. It bridges equity and credit market insights, creating 

a dynamic and market-driven estimate of expected equity returns. 

Duarte and Rosa, in their paper “The Equity Risk Premium: A Review of Models” (Federal 

Reserve Bank of New York Staff Reports, No. 714), provide a comprehensive analysis of ERP 

estimation methods: 

1. Historical ERP: This approach calculates ERP using realized historical excess returns of 

equities over risk-free bonds. While widely used, it can be limited due to structural changes 

in the economy. 

2. Implied ERP: Implied ERP is a forward-looking method derived from market prices, 

expected cash flows, and growth assumptions. Similar to Damodaran’s approach, it 

dynamically reflects market expectations and investor sentiment. 

3. Survey-based ERP: Survey methods aggregate expectations from investors, analysts, and 

economists about future equity returns relative to risk-free assets. 

Duarte and Rosa emphasize the advantages of the implied ERP approach, as it adjusts to real-time 

market conditions and reflects current investor views. This makes it a practical complement to 

historical and survey-based estimates. 

 

 

 

 

 

 

 

 

 

 

 

  



 

2026 Capital Markets Assumptions. ICG Advisors. All rights reserved.                                                                 47 

 

Appendix D 

Private Markets 

Leveraged small cap value model: 
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Appendix E 

Real Estate 

Gordon Growth Model 
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Appendix F: 

Volatility and Correlations 
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Disclaimer 

The statistical data and comparative indices herein have been obtained from Bloomberg and 

Morningstar. While ICG considers such statistical data reliable, ICG has not independently 

verified such information nor guarantees or warrants such information as to accuracy or 

completeness. Indexes are provided for comparative purposes only and may not have any direct or 

indirect correlation to your investments referenced herein. Comparisons have limitations because 

indexes may have volatility, investment and other characteristics that differ from funds. Indexes 

are unmanaged, may include the reinvestment of dividends and may or may not reflect transaction 

costs, management, or other fees. Indexes other than those used herein may be appropriate and 

relevant for comparative purposes. Investors cannot directly purchase an index. 

 

This document has been prepared exclusively by ICG Advisors, LLC (“ICG”) for use by its clients 

solely and should not be reproduced, copied, or disseminated, in whole or in part, without prior 

written consent of ICG, except to the extent required for legal and/or regulatory purposes.   
 

 


