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“It's been too long since we took the time 

No-one's to blame, I know time flies so quickly 

But when I see you darling 

It's like we both are falling in love again 

It'll be just like starting over”0F

1 

 

 

1 John Lennon, “(Just Like) Starting Over”, Double Fantasy (1980) 

Dearest Portfolio, 

The last few years have been tough, and I know I’ve let you down. I hit rock-

bottom during COVID, but it really all started in 2008 during the global financial 

crisis. I just lost my way and wasn’t the dependable partner you had loyally counted 

on for so many years. While I understand why you became less attracted and limited 

your exposure to me, you should know that I was a victim of circumstances and 

have now changed. Many of my flaws resulted from my being manipulated by global 

central banks. Well, they’re now starting to leave me alone and I’m confident I can 

once again bring value to our relationship. I know I’m not perfect, but won’t you 

give me a second chance? It’ll be just like starting over. 

Faithfully Yours, 

The Bond Market 
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Do Bonds Deserve a Second Chance? 
While we are suckers for a happy ending and are touched by the bond market’s recent sentiment, our first obligation is to 
objectively assess market opportunities and risks. My how quickly things have changed, as we now find ourselves 
reevaluating the importance of high-quality nominal bonds within institutional portfolios after having very recently 
questioned their overall utility. In this reexamination we start by reiterating the concerns we expressed in recent years within 
our “Investor’s Challenge” series of notes and use that as a platform to determine whether those prospects have changed in 
a sufficient way as to warrant reallocation. 

July 2020: The Investor’s Challenge: “Runnin’ Against the Wind” (read the full note) 

“… can we afford to hold high-quality bonds within the current outlook? Along with the absolute return headwinds 
described above, there are other growing concerns related to the potential return pattern and diversification 
properties of high-quality bonds. With bond yields near 0% and approaching their practical floor, it is legitimate to 
grow concerned regarding the potential asymmetry of future bond returns. Has this anchor asset class that has long 
been depended upon as a trusted portfolio friend in providing protection against equity selloffs (where falling yields 
in such recessionary environments propel bond returns higher through their inverse relationship with yield changes) 
become an unpredictable stranger that can no longer be relied upon for portfolio resilience?” 

September 2020: The Investor’s Challenge: Nominal Bonds “Running on Empty” (read the full note) 

“…  unlike the post-GFC period, today’s challenges are made considerably more daunting by the anemic yield 
spreads between these zero cash yields and the market yields priced into longer-term, high-quality fixed income 
instruments... the bond return pattern itself – and not just its final destination – may be changing in a way that 
fundamentally alters the segment’s utility within institutional portfolios.” 

“Falling growth environments and the historically strong returns of high-quality bonds during these recessionary 
regimes underscore the concern regarding the potentially reduced ability for future bond returns to offset equity 
and equity-like asset class drawdowns” 

“… if rates were to rise due to an increase in realized or discounted inflation, equity and other growth assets might 
also struggle…  many dismiss the potential concern of future inflationary regimes. …, we would push back against 
inflation complacency in institutional portfolios and suggest that the risk of an inflationary regime has increased… 
The logical path out of the global economic slowdown is to 1) have central banks print money to provide an 
abundant supply of liquidity, 2) have governments spend via fiscal stimulative policy, and 3) allow steps 1 and 2 to 
drive the required long-term level of growth necessary to pay back that accumulated debt. The growth noted in step 
3 of this process requires nominal growth (i.e., the combination of real and inflationary growth), so policy makers 
are comfortable running, or at least tolerating, elevated levels of inflation in future years.” 

“…, TIPS can provide outsized returns should we encounter a period of rising inflation… By maintaining the potential 
for symmetry around the future return pattern, TIPS can provide a strong risk offset, making them worthy of 
consideration as a supplement to high-quality nominal bonds.” 

“In such an environment, the asymmetry around nominal bond returns could deteriorate to the point of behaving 
like cash on the upside (i.e., limited to no upside), while still maintaining their historical downside return pattern in 
the face of rising interest rates”  

We acknowledge that the compilation of excerpts pasted above presented an overwhelmingly damning assessment of the 
portfolio utility of high-quality nominal bonds. So dismal that the idea of now moving towards a more sanguine outlook might 
seem unimaginable. However, with the Federal Reserve’s massive shift in monetary policy – moving from unprecedented 
support in 2020 and 2021 to aggressive tightening in 2022 – Wilshire’s capital market outlook reflects profound shifts in both 
absolute and relative return expectations. Below, we demonstrate this bond resurrection by comparing Wilshire’s current 
(i.e., September 2022) capital market assumptions to those at the beginning of this year (i.e., December 2021). 

 

 

https://www.wilshire.com/resources-and-forms/the-investors-challenge-runnin-against-the-wind
https://www.wilshire.com/resources-and-forms/the-investors-challenge-nominal-bonds-running-on-empty
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Exhibit 1: Wilshire Asset Class Assumptions (and embedded return premia) 

Asset Class

Sep-22 Dec-21 Diff Sep-22 Dec-21 Diff

Inflation 2.25 2.60 -0.35 2.25 2.60 -0.35

Cash 3.65 1.70 1.95 1.40 -0.90 2.30

Core Bond 4.90 2.00 2.90 1.25 0.30 0.95

US Stock 6.75 4.50 2.25 1.85 2.50 -0.65

Private Markets 10.25 8.10 2.15 3.50 3.60 -0.10

Global 60/40 6.65 4.15 2.50 3.00 2.45 0.55 ← v cash

Return Assumptions Buliding Blocks

 

Source: Wilshire Sept 2022 & Dec 2021 Assumptions 

It is worth calling out a few notable observations from the relationships shown above. First is the incredible jump in the 
expected return for Core Bonds, more than doubling from 2.00% at the beginning of the year to 4.90% in September (circled 
in green). Perhaps more importantly, however, is the relative improvement in Core Bonds expected real return (i.e., return 
above inflation. At the beginning of this year, we had an assumed negative real return forecast of -0.60% (2.00% for Core 
Bonds minus 2.60% for Inflation). Not only has the negative real return been erased in our current outlook, but it has jumped 
to a positive 2.65% (4.90% for Core Bonds versus 2.25% for Inflation). Fluctuations of this magnitude are possible game 
changers for the potential portfolio utility of high-quality nominal bonds and deserve renewed attention in asset allocation 
reviews. Finally, although our absolute return forecast for U.S. Stocks has also risen since the beginning of the year, the 
return gap between stock and bond assumptions (i.e., the equity risk premium), circled in red, has further compressed from 
2.50% to 1.85%, suggesting that the opportunity cost of holding larger bond allocations has narrowed (note that ~3% is a 
more historically normal level for the equity risk premium). 

Below, we further demonstrate the magnitude of the shift in asset class assumptions by graphing the implied capital market 
lines for Wilshire’s September 2022, December 2021 and Equilibrium return forecasts. As can be seen, not only have the 
September assumptions markedly risen from the December 2021 outlook (particularly on the left side of the line that 
captures cash and fixed income classes) but notice how close these assumptions have climbed towards the Equilibrium line. 
This further suggests that, after nearly 15 years of financial repression, many of these less-risky, fixed income asset classes 
have been repriced to potentially deliver more historically normal returns. Likewise, the dramatic increase in yields has 
moved these yields well above their theoretical floor, which significantly diminishes the return asymmetry risk we noted in 
our 2020 “Running on Empty” research note (i.e., nominal bonds now have sufficient fuel in the tank to more dependably 
play their traditional diversification role). 

Exhibit 2: Wilshire Capital Market Assumption Lines (“We Have grown, we have grown”) 
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The improved outlook for high-quality bonds can assist investors in meeting overall investment objectives. For example, the 
chart below attempts to demonstrate the general relationship between bond yields (black line) and required risk taking (red 
line) for investor targeting a 7% rate of return (dashed line) through a simple stock / bond portfolio. Note that, in recent 
years, such an investor would have had to hold nothing but stocks (green area) and would have still expected to fall short of 
their 7% target. With today’s improvement in bond prospects, the expected level of required risk taking has diminished, as 
investors can once again afford to hold bonds while expecting to meet their desired returns. 

Exhibit 2: Required Risk Taking 
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How Might Investors Proceed? 
In presenting the improved outlook above, we have yet to discuss the market behavior that has seemingly resurrected bonds. 
To get from those December 2021 assumptions to our current assumptions, bond investors have endured a -14.6%return 
loss year-to-date through September. For investors who strategically heeded the call to reduce nominal bonds in 2020, 
today’s higher yield levels may serve as an appropriate reentry point to consider rebuilding allocations. Current yields offer 
extra fuel in the tank for Core Bonds to provide higher expected returns and more dependable downside protection against 
the risk of both deteriorating economic growth and exogenous shocks from geopolitical events. However, while we view 
these developments as contributing positively to the utility of nominal bonds, we note the continued challenges these 
investments are likely to experience within an inflationary environment. We expect the Federal Reserve’s current aggressive 
posture in fighting inflation to have an impact but suspect the road to towards more acceptable inflation rates will be bumpy. 
We further expect that the overall volatility of asset classes will be influenced by inflation risk much more significantly than 
has been the case in recent decades. In such an environment, the overall correlation of stocks and bonds is likely to remain 
above longer-term levels, which would have a detrimental impact on their overall diversification properties within portfolios. 

As such, while we strongly recommend that all investors consider “starting over” with their Core Bond allocations, we 
continue to advocate for more meaningful allocations to real assets (i.e., assets with positive sensitivity to inflation risk). 
Many investors may feel like they have missed the opportunity to invest in some of these assets, particularly, for example, 
considering the relatively strong performance of commodities this past year, however, we view these assets as important 
strategic portfolio components over full market cycles. If constructed in a multi-asset framework, where individual asset class 
basis risk against inflation can be diversified, and in a capital efficient way, with the modest use of embedded leverage, a real 
asset sleeve can contribute meaningful return and diversification properties to traditional portfolios. In combination, larger 
bond allocations can assist in protecting against the inherent growth risk of equities, while real assets can assist in protecting 
against the inflation vulnerabilities that are often exhibited by both stocks and bonds (we provide a chart of Wilshire’s 
economic factor sensitivities in the Appendix to demonstrate this point visually). By constructing portfolios that blend 
meaningful exposure to stocks, bonds and real assets, akin to a three-legged stool, investors can build more economically 
balanced portfolios to navigate the highly uncertain environment that lies ahead. 
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Appendix: Economic Factor Exposures 
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Source: Wilshire 
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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. 

This material contains confidential and proprietary information of Wilshire, and is intended for the exclusive use of the person to whom it is 
provided. 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 represents the current opinion of Wilshire based on sources believed to be reliable. Wilshire assumes no duty to update any 
such opinions. 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. Information and opinions are as of the date indicated, and are subject to change without notice. 

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. 

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

Copyright © 2022 Wilshire. All rights reserved. 
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