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THIRD QUARTER 2022 

Investment Strategy Update 

The first half of 2022 continued to deliver a number of surprises that upended long standing trends and dramatically  
changed the market environment. Elevated levels of inflation resulted in negative real U.S. GDP growth in Q1 and Q2 of  
2022, commonly considered to be a technical recession. Unfortunately, the remainder of this year remains beset with rising 
geopolitical risks, deteriorating economic growth, and uncertainty regarding inflation, financial conditions, and monetary 
policy. As war in Ukraine continues and the terrible humanitarian toll grows, the economic and market impacts that stem 
from these destabilizing events also remain impactful. While market sentiment has recently adapted to the current 
environment, particularly as commodity prices corrected during the second quarter, growing tensions between the 
U.S./Taiwan and China only exacerbate the geopolitical risks and uncertainties.   
While heightened geopolitical risks remain a concern, inflation and global monetary policy continue to be a primary driver of 
investor sentiment. Fortunately, the July FOMC meeting was interpreted as a less hawkish tilt, fostering seemingly welcome 
uncertainty on the future path of interest rates. This coincided with a relatively strong earnings season to date, as 
approximately 78% of companies have surprised to the upside on earnings, with more than 50% of U.S. large cap companies 
reporting. At the same time, recent measures of technicals and sentiment indicated a level of pessimism which implied that 
most of the bad news was priced-in, thereby setting risk assets up for a strong start to the second half of 2022. We too have 
become modestly more constructive in our market outlook, but we remain disciplined and judicious in the allocation of our 
risk budget.   
In this quarter’s Investment Strategy Update, we evaluate the recent deterioration in economic growth, and distinguish the 
current environment from historical recessions. We also discuss the outlook for monetary policy, the potential path of 
inflation, and the impact on our outlook for fixed income given the recent correction in the valuations of corporate credit. 
While equities were also beginning to appear attractively valued at the beginning of the third quarter, we remained neutral in 
our equity risk given the uncertainty of the current environment. That said, we moved to a neutral posture in value versus 
growth during the second quarter as growth equities were de-rated on the heels of tighter financial conditions and rising real 
interest rates. Today secular growers serve as an effective ballast to cyclical value companies, particularly if economic growth 
continues to slow. Therefore, we seek stylistic balance during these times of uncertainty and maintain effective 
diversification to manage portfolio volatility through this phase of the market cycle. We provide a summary of our 
positioning, rationale and supporting exhibits in the following sections. 

Asset Class  April Change July 

Fixed Income vs. Equity Neutral ≈ Neutral 

Alternatives vs. Equity Neutral ≈ Neutral 

Alternative vs. Fixed Income Overweight ↓ Neutral 

Duration vs. Barclays Aggregate Neutral ≈ Neutral 

Credit vs. Government  Neutral ↑ Overweight 

Investment Grade vs. High Yield  Neutral ≈ Neutral 

High Yield vs. Bank Loans Neutral ↑ Overweight 

Emerging Markets Debt (EMD) vs. High Yield Neutral ≈ Neutral 

Large Cap vs. Small Cap Equities Neutral ≈ Neutral 

Growth vs. Value Equities Neutral ≈ Neutral 

Global ex-U.S. vs. U.S. Equities Neutral ≈ Neutral 

Emerging vs. Developed Equities  Overweight ≈ Overweight 

Commodities vs. Global REITS/Equities Neutral ≈ Neutral 
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Asset Class Change View Summary of Rationale 

Fixed Income vs. Equity ≈ Neutral 
Given the uncertain economic outlook, we believe that maintaining a neutral posture is 
prudent, particularly since valuations are not materially more attractive in equities vs.  
fixed income. 

Alternatives vs. Equity ≈ Neutral 

Equities repriced significantly during the second quarter and while real economic growth 
continues to slow due to elevated inflation, earnings/fundamentals continue to be 
supported by healthy nominal growth. Equities largely priced in a mild economic recession 
and while we may continue to see heightened price volatility as financial conditions 
continue to tighten, we see no fundamental reason to be underweight equity risk.   

Alternatives vs.  
Fixed Income ↓ Neutral 

Based on the historical price correction in fixed income markets and a rapid increase in 
real yields, we have completely removed our underweight to fixed income, particularly 
given the uncertain economic outlook and the potential benefits of traditional fixed 
income exposure as a ballast to equity risk during periods of slowing economic growth.  

Duration vs. Bloomberg 
Barclays Capital Aggregate 
Bond Index 

≈ Neutral 

Given the underperformance of U.S. fixed income, U.S. rates now offer value to 
international buyers looking for yield. This may provide some technical support in the face 
of quantitative tightening by the Fed, in addition to more diversification benefits relative 
to one year ago.  

Credit vs. Government  ↑ Overweight 
Given the recent widening out of credit spreads, we see an increasingly attractive risk-
adjusted return opportunity in credit relative to government bonds and have moved to  
an overweight. 

Investment Grade vs.  
High Yield  ≈ Neutral We do not see a meaningful valuation opportunity between investment grade and  

high yield.  

High Yield vs. Bank Loans ↑ Overweight 
Fundamentals for high yield remain healthy despite the recent widening of spreads, with 
valuations becoming attractive relative to bank loans as of early Q3. Spreads and absolute 
yields of high yield bonds are beginning to attract demand from investors looking for yield.  

EMD vs. High Yield ≈ Neutral We do not see an attractive risk-adjusted return difference in EMD vs. high yield. 

Large Cap vs.  
Small Cap Equities ≈ Neutral 

While valuations of small caps have started to look compelling relative to large caps,  
the earnings results of large caps have outperformed small caps in addition to offering  
a higher quality profile. 

Growth vs. Value Equities ≈ Neutral 
While value equities offer a reasonable valuation opportunity relative to growth  
equities, the uncertain economic outlook warrants a balanced posture of secular  
growers and cyclicals.   

Global ex-U.S. vs.  
U.S. Equities 

≈ Neutral 
The geopolitical conflict and the uncertainty it causes for the European economy and 
equity markets results in enough uncertainty for us to remain neutral despite more 
at tractive valuations in Global ex-U.S. equities.  

Emerging Markets vs. 
Developed Markets  

≈ Overweight 

Valuations are more attractive in emerging markets with higher earnings growth 
expectations in 2022/2023. Additionally, Chinese policy makers are maintaining a 
supportive stance toward the economy and capital markets with an emphasis on stability. 
China also has the potential for further monetary easing as opposed to monetary 
tightening seen in various developed markets. 

Commodities vs.  
Global REITS ≈ Neutral Despite the recent correction in commodities, the challenging technical environment and 

higher volatility of this relative pair warrants continued neutral positioning.  
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Global Growth Outlook: While growth forecasts continue to ratchet lower, they remain 
positive. The market narrative is focused on recession risk. 

Exhibit 1: 12M rolling GDP forecasts have persistently 
declined – but remain in positive territory 

 

The last 12 months have seen a persistent lowering 
of global GDP growth forecasts reflecting supply side 
shocks (Exhibit 1), however the second quarter 2022 
narrative rotated to a focus on the risk to demand 
from elevated inflation with recession concerns 
potentially coming to fruition. The U.S. delivered 
negative real GDP growth in Q1 and Q2 of 2022, 
commonly considered to be a technical recession. In 
looking at the underlying contributions to Q2 GDP 
(Exhibit 2), we can see that the major decline in 
Gross Private Domestic Investment was the negative 
outlier which resulted in negative real growth, 
primarily due to a decline in inventory and housing 
investment. Conversely, Net Exports was the largest 
contributor to growth, representing a stark reversal 
from Q1, when Net Exports was the primary cause of 
negative real growth as robust U.S. demand far 
outpaced foreign demand.   

While real growth was negative in Q2, nominal 
growth rose at an annualized rate of 7.8%, well 
above the 20-year average of 4.4%, but certainly a 
function of higher prices. Nevertheless, investors 
should differentiate the current environment from 
periods of low or negative nominal growth because 
earnings recessions have historically coincided with 
much lower levels of nominal growth because 
demand is usually significantly lower. In contrast, the 
current environment has been met with elevated, 
albeit softening demand, and corporate earnings 
appear to be holding up as management reigns in 
costs and consumers keep spending.    

Consumer demand has remained positive in the face 
of elevated inflation, as Personal Consumption was 
the second largest positive contributor to real 
growth. However, this reflected elevated demand for 
services in the face of material weakness in the 
demand for goods—an early indication of consumers 
making hard choices about spending in the face of 
higher prices. Looking ahead, the principal risk to 
U.S. consumption demand is driven by the combined 
weakness in both consumer confidence and real 
disposable income (Exhibit 3). Comparing the status 
of these indicators to the levels seen during the 
Global Financial Crisis (GFC) recession of 2008-2009, 
Consumer Confidence has now reached GFC levels, 
but real disposable income is now in negative 
territory, having remained positive through the GFC. 

Exhibit 2: Gross Private Domestic Investment  
Weighs on GDP 

 

Exhibit 3: U.S. consumption demand headwinds 

 
Source: Wilshire, Factset, Refinitiv. Data as of July 21, 2022. Bloomberg data as of July 29, 2002.   
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Labor market dynamics suggest that an official recession is uncertain, and markets are 
signaling that we have already seen peak inflation. 

Exhibit 4: The U.S. labor market is not showing the signs  
of deterioration normally seen in a recession 

 

Another key differentiator between now and 
previous recessions is the status of the U.S. labor 
market (Exhibit 4). The COVID resignation 
phenomena and labor force contraction resulted in 
levels of unemployment considered to be consistent 
with full employment. In previous recessions, a key 
driver has been rising unemployment and declining 
wage growth. Neither of these key preconditions 
appear close to being triggered. Furthermore, we 
continue to see record job openings in the U.S., 
which is further supportive of persistently low levels 
of unemployment for the foreseeable future.   

In addition to the healthy labor market, we continue 
to see healthy levels of consumer lending activity, as 
indicated in Q2 financial performance for the 
consumer-related businesses of banks. Historical 
recessions have been characterized by a material 
deterioration in credit growth, which has yet to come 
to fruition because until very recently, the spread 
between the 10-year and 3-month Treasury has been 
relatively steep. Many investors have been too 
focused on the inversion of the 10-year–2-year 
spread as an indication of a pending recession, which 
has less significance and has diverged materially on a 
year-to-date basis from the 10-year and 3-month 
yield. While this measure has yet to invert, the recent 
material flattening may begin to weigh on credit 
growth (Exhibit 5).    

Most importantly, economic growth hinges on 
monetary policy going forward, which is largely a 
function of the path of inflation. While headline 
inflation has moved to 40-year highs, much less 
attention has been given to core inflation appearing 
to have peaked a few months ago. Exhibit 6 shows 
the trajectory of the Fed’s core PCE indicator that hit 
5.3% in February and now stands at 4.7%. The dotted 
line shows the progression that would occur if it 
maintained a 0.4% monthly increase to the end of 
the year. This would result in a year-end level close to 
the Fed’s 4.3% forecast, in which case the inflation 
discussion may rotate from analysis of the level of CPI 
to consideration of the rate of disinflation. U.S. 
breakevens and 5-year/5-year inflation expectations 
indicators have all inflected lower and are close to 
breaking below the levels established last year, which 
also supports the peak inflation narrative (Exhibit 7). 

Exhibit 5: 10yr – 3m Yield spread flattening, but has yet  
to invert 

 
Exhibit 6: U.S. Core PCE inflation appears to have already 
peaked – while headline inflation moves higher 

 
Exhibit 7: U.S. breakeven inflation indicators confirm the 
peak inflation narrative 

 
Source: Wilshire, Factset, Refinitiv. Data as of July 21, 2022. Bloomberg data as of August 1, 2022. 
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Fixed Income: We may avoid a redux of the 2018 Fed vs. market rate forecast. Favoring 
Credit to increase risk exposure.   

Exhibit 8: Fed funds imply a policy shift in early 2023 

 

The July FOMC meeting was interpreted as a less  
hawkish tilt, fostering seemingly welcome uncertainty on 
the future of interest rates. Markets responded quickly to 
the Fed Chair’s comments, as the entire yield curve shifted 
lower and fed funds futures now imply that the fed funds 
rate will peak at roughly 3.25% in December, and a 
forecasted decline to 3% by year-end 2023 (Exhibit 8).  
This shift represents at least one hike less than the most 
hawkish market expectations during Q2, which introduces 
the risk that the market is misreading the Fed’s tone as  
less hawkish.   

The last time we saw an unexpectedly hawkish Fed contrast 
with market forecasts was in Q4 2018, which was met with 
an abbreviated risk-off environment. This resulted in the 
Fed eventually bringing their forecasts down to the lower 
market projections in 2019. Given the Fed’s repeated 
emphasis on data dependency and given the magnitude of 
financial tightening and demand destruction that has 
started to materialize, it’s reasonable to expect that the 
market may be right.   

Our composite Financial Conditions Indicators (FCIs), as 
shown in Exhibit 9, reflect the combined impact of shifts in 
the monetary and credit cycles as well as movements in the 
currency (dollar). U.S. Financial Conditions have rapidly 
rotated from accommodative to restrictive over the last 12 
months. The Fed is clearly in tune with this trend in financial 
conditions, and after such a rapid rise, the rate of change is 
likely to become more benign over the next few months, 
which already appears to be enhancing risk appetite. 

We had positioned portfolios for this material tightening in 
financial conditions and a significant rise in real yields by 
remaining underweight to fixed income (both duration and 
credit) in favor of alternative investment strategies, a view 
which came to fruition in the second quarter. Given the 
material rise in interest rates and widening of credit spreads 
(Exhibit 10), we have become more constructive in our 
outlook for fixed income and have moved to a neutral 
posture as a result. Furthermore, we are now overweighting 
credit vs. government bonds where appropriate in client 
portfolios, as a way of gradually building risk exposure and 
enhancing expected returns through more attractive yields, 
and the potential for compression in yield spreads. 
Nevertheless, we recognize the uncertainty in the economic 
outlook and future monetary policy, and we remain 
judicious in our sizing of such risks as a result. 

Exhibit 9: A rapid tightening in Financial Conditions 
Indicators but is the worst behind us? 

 

Exhibit 10:  Widening credit spreads presented an 
attractive valuation opportunity to begin building  
risk in portfolios 

 

Source: Wilshire, Factset, Refinitiv. Data as of July 21, 2022. Bloomberg data as of August 1, 2022. 
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Equities: The US equity market experienced one of the largest PE compressions across 
the regions in 2022. Neutral in U.S. vs. Non-U.S., but overweight EM. 

Exhibit 11: Regional 12M PE ratio movements  
since the start of the year  

 

The first six months of 2022 produced a global PE compression 
across all major equity regions (Exhibit 11). Emerging markets 
had the smallest de-rating, benefitting from a Q2 rebound in 
Chinese equities, which we positioned for heading into Q2 by 
maintaining an overweight in emerging markets vs. developed 
markets—a position that we continue to hold today.   

The correction in equity prices did not coincide with a decline 
in earnings (Exhibit 12), most notably the U.S. and Europe. In 
the U.S., second quarter earnings continue to outpace 
expectations despite very pessimistic earnings sentiment 
heading into Q3. With more than 50% of U.S. large cap 
companies reporting as of August 1, 2022, approximately 78% 
of companies have surprised to the upside on earnings, which 
is now slightly above the pre-pandemic trend according to 
research from Morgan Stanley. This is due to a combination of 
rather resilient personal consumption despite higher consumer 
prices, disciplined cost management, and a pullback in 
investment, as evidenced by the most recent GDP report.    

Given the de-rating of equities in the face of buoyant earnings, 
valuations appeared increasingly attractive at quarter-end, as 
shown in our global valuation heat map in Exhibit 13, which 
expresses measures in absolute terms and on a normalized 
basis (green indicates attractive fundamentals/valuations). 
While some foreign markets appear more attractively valued 
relative to the U.S., the domestic equity market witnessed one 
of the largest PE de-ratings. The rapid de-rating of U.S. equities 
over the last six months produced a three standard deviation 
move—something we have only seen five times over the last 
30 years (Exhibit 14). Given the unusual magnitude of the 
technical sell-off which could mean revert, in combination with 
the uncertainty of the impact of geopolitical conflict on the 
European economy, we remain neutral despite more attractive 
valuations in Global ex-U.S. equities. 

Exhibit 12: Price declines were mostly attributable 
to multiple compression 

 
Exhibit 13: Wilshire’s Global Value Heatmap 
indicates increasingly attractive valuations 

 

Exhibit 14: A 3 standard deviation de-rating of  
U.S. equities 

 
Source: Wilshire, Factset, Refinitiv. Data as of July 21, 2022. Wilshire’s Global Value Heatmap uses Bloomberg data. 
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Was the risk-on rally not justified? Outlier declines in markets in combination with 
extreme pessimistic sentiment. Buybacks also provide a tailwind. 

Exhibit 15: A six month decline of over 20% is  
a rare event  

 

Many investors are calling into question the validity of the 
recent bounce in risk assets at the start of Q3. While this may 
seem unusual given the geopolitical risk, and policy and 
economic uncertainty ahead, recent measures of technicals 
and sentiment indicated a level of pessimism which implied 
that most of the bad news was priced-in, at least for now.   

The magnitude of the drawdown in equities represented an 
outlier move. Applying context to the market drawdown in the 
first half of 2022 by analyzing the historical distribution of six-
month rolling returns, a -20% return threshold is relatively rare 
(Exhibit 15). The duration of such negative returns has also 
been short lived in prior drawdowns, which set markets up for 
technical mean reversion in late July.   

Our composite sentiment indicator shown in Exhibit 16 
incorporates a blend of nine technical and market breadth 
indicators. It had moved to extreme levels comparable to those 
seen in the GFC and COVID sell off periods, an indication that 
sentiment was overly pessimistic. Furthermore, as a measure of 
market breadth, we analyze how many stocks are trading 
below their 200-day moving average. While the current ratio of 
80% was not quite as high as the GFC or COVID drawdowns, it 
can be observed that once a peak in this ratio is achieved it 
tends to reverse quickly, which has recently come to fruition.   

Finally, nearly $300B in buybacks are expected in the third 
quarter beginning the week of July 24, 2022, which equates to 
an average of nearly $5B in daily demand for equities for the 
remainder of Q3 (source: Goldman Sachs Investment 
Research). This represents a material tailwind, particularly in a 
market environment when most investment managers are 
pessimistic, and most portfolios are positioned defensively. 

Exhibit 16: Our composite sentiment indicator  
has fallen to extreme pessimistic levels 

 
Exhibit 17: The percent of stocks trading  
below their 200-day moving average had 
approached 80% 

 

Exhibit 18: $300B in buybacks expected in Q3 

 

Source: Wilshire, Factset, Refinitiv. Data as of July 21, 2022. 
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Conclusion and Positioning 
While we recognize the uncertainty associated with the current market environment and observe the decline in global 
economic growth, we are optimistic that most of the known risks have been increasingly priced into markets. We remain 
hopeful that the war in Ukraine will soon come to an end, but we acknowledge that there is considerable geopolitical risk in 
the near-term, particularly as tensions also grow between the U.S./Taiwan and China. Corporations may continue to be 
challenged by supply chain disruptions, labor shortages, and other rippling effects of geopolitical risk and inflation, but in the 
U.S., balance sheets are largely healthy and fundamentals remain strong, giving management greater control over individual 
outcomes. This supports our view to be constructive in credit markets where we believe the risks are largely priced-in. On the 
equity side, the impacts of tightening financial conditions have already resulted in a reset of valuations across very richly 
priced segments of the market, some of which may now play an important diversification role in portfolios. For example, we 
moved to a neutral posture in value versus growth during the second quarter as growth equities were de-rated on the heels 
of tighter financial conditions and rising real interest rates. However, today secular growers serve as an effective ballast to 
cyclical value companies, particularly if economic growth continues to slow. Therefore, we seek balance in our portfolios 
during these times of uncertainty, but we also choose to selectively and judiciously take risk because we recognize that 
uncertainty is often met with opportunity. We also seek to benefit from the idiosyncratic opportunities presented to active 
managers in this market environment, while continuing to adapt portfolios to evolving conditions, actively resize exposures 
as volatility works in our favor, and maintain effective diversification to manage portfolio volatility through this phase of the 
market cycle, which remains increasingly dynamic.    
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Important Information 
Wilshire is a global financial services firm providing diverse services to various types of investors and intermediaries. Wilshire’s products, 
services, investment approach and advice may differ between clients and all of Wilshire’s products and services may not be available to all 
clients. For more information regarding Wilshire’s services, please see Wilshire’s ADV Part 2 available at www.wilshire.com/ADV. 

Wilshire believes that the information obtained from third party sources contained herein is reliable, but has not undertaken to verify such 
information. Wilshire gives no representations or warranties as to the accuracy of such information, and accepts no responsibility or liability 
(including for indirect, consequential or incidental damages) for any error, omission or inaccuracy in such information and for results obtained 
from its use.  

This material contains confidential and proprietary information of Wilshire. It may not be disclosed, reproduced or redistributed, in whole or 
in part, to any other person or entity without prior written permission from Wilshire. 

This material is intended for informational purposes only and should not be construed as legal, accounting, tax, investment, or other 
professional advice. Past performance is not indicative of future results.  

This material may include estimates, projections, assumptions and other "forward-looking statements." Forward-looking statements 
represent Wilshire's current beliefs and opinions in respect of potential future events. These statements are not guarantees of future 
performance and undue reliance should not be placed on them. Such forward-looking statements necessarily involve known and unknown 
risks and uncertainties, which may cause actual events, performance and financial results to differ materially from any projections. Forward-
looking statements speak only as of the date on which they are made and are subject to change without notice. Wilshire undertakes no 
obligation to update or revise any forward-looking statements. 

This material represents the current opinion of Wilshire based on sources believed to be reliable. Wilshire assumes no duty to update any 
such opinions. Wilshire gives no representations or warranties as to the accuracy of such information, and accepts no responsibility or liability 
(including for indirect, consequential or incidental damages) for any error, omission or inaccuracy in such information and for results obtained 
from its use. Information and opinions are as of the date indicated, and are subject to change without notice. 

Wilshire Advisors LLC (Wilshire) is an investment advisor registered with the SEC. Wilshire® is a registered service mark. Wilshire® is a 
registered service mark. All other trade names, trademarks, and/or service marks are the property of their respective holders.  
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