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An extreme shift in macroeconomic 
conditions over the course of 2022 and 
the corresponding impact on financial 
markets have significantly altered the relative 
attractiveness of asset classes.

Markets are moving away from a “TINA”  
world (where “there is no alternative” to 
equities) to one in which fixed income is 
increasingly appealing. 

Yet, as we navigate a period of elevated 
inflation and an economic slowdown, our 
starting point is one of caution. PIMCO’s 
business cycle models forecast a recession 
across Europe, the U.K., and the U.S. in the 
next year, and the major central banks are 
pressing ahead with policy tightening despite 
increasing strain in financial markets. The 
economy in developed markets is also under 
growing pressure as monetary policy works 

with a lag, and we expect this will translate 
into pressure on corporate profits. 

We therefore maintain an underweight 
in equity positioning, disfavor cyclical 
sectors, and prefer quality across our asset 
allocation portfolios. The return potential 
in bond markets appears compelling given 
higher yields across maturities. As we look 
toward the next 12 months and the eventual 
emergence of a post-recession, early cycle 
environment, we will assess a range of market 
and macro factors to inform our thinking on 
when and how to re-engage with risk assets. 

KEY MARKET SIGNALS

We will watch for several conditions to shift 
before we would consider risk assets as 
attractive investments again. First, in order 
to gain confidence around estimates of fair 
value, we need convincing evidence that 
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EXECUTIVE SUMMARY

•	 We believe caution is warranted during a period of elevated inflation and an economic 
slowdown. And yet, the volatility in financial markets over the course of 2022 has 
created attractive investment opportunities, in our view.

•	 We see a compelling case for bonds. Alongside what we see as attractive yield 
potential, fixed income also looks favorable from a macroeconomic perspective – 
bonds historically tend to be resilient in a recession.

•	 We believe investors should be thoughtful and selective when approaching investments 
in equities, real assets, and other higher-risk markets. We assess a range of market and 
macro factors to inform our thinking on when and how to re-engage more broadly with 
risk assets.
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inflation has peaked and that the “risk-free” interest rate has 
stabilized. While the U.S. Federal Reserve remains focused on 
taming inflation, there still may be upside risk to the hiking path 
as the central bank weighs the risk of a hard landing. 

Next, we believe corporate earnings estimates globally remain 
too high and will have to be revised downward as companies 
increasingly acknowledge deteriorating fundamentals. At the 
time of this writing, Bloomberg’s consensus 2023 earnings 
growth estimate for the S&P 500 is 6%, or 8% excluding the 
energy sector. In addition, consensus estimates embed 
expectations of expanding profit margins, even though revenue 
is likely to slow along with demand while costs stay elevated. 
Bloomberg’s consensus estimates for earnings growth stand 
in contrast to the −11% growth suggested by PIMCO’s Earnings 
Growth Leading Indicator – see Figure 1. Historically, earnings 
per share (EPS) estimates have declined by 15% on average 
during recessions; this would indicate a mild recession could 
see a smaller drawdown in the mid-single-digits. In summary, 
only when rates stabilize and earnings gain ground would we 
consider positioning for an early cycle environment across 
asset classes, which would likely include increasing allocations 
to risk assets. 

CROSS-ASSET VALUATION CONSIDERATIONS

For asset allocation portfolios, a major consequence of 
higher rates is that the equity tailwind of “TINA” (there is 
no alternative) has moved to an equity headwind of “TARA” 
(there are reasonable alternatives). The era of unconventional 
monetary policy following the global financial crisis reached its 
zenith during the COVID-19 pandemic, with the market value of 
negative-yielding global debt peaking at more than $18 trillion, 
according to Bloomberg. At the end of 2021, a U.S. investor had 
to venture into emerging market U.S.-dollar-denominated debt 
to find an asset class in line with the S&P earnings yield. Only 
11 months later, an investor can target a higher absolute yield 
in global investment grade bonds without even accounting for 
the riskier profile of equities. The earnings yield in equities has 
lagged the move higher in rates, which in our view is another 
sign that equities are expensive, making other assets relatively 
more attractive – see Figure 2. 

Source: PIMCO, Bloomberg as of 24 October 2022. Index proxies for asset 
classes displayed are as follows: U.S. Treasuries: Bloomberg U.S. Treasury Index, 
Core bonds: Bloomberg U.S. Aggregate Index, Agency MBS (mortgage-backed 
securities): Bloomberg MBS Fixed Rate Index, IG (investment grade) credit: 
Bloomberg Global Aggregate Credit Index (USD Hedged), HY (high yield) credit: 
ICE BofAML U.S. HY BB-B Rated Index, Bank loans: JP Morgan Liquid Loan Index, 
EM (emerging markets): J.P. Morgan EMBI Global, Munis: Bloomberg Municipal 
Bond Index, Equities: S&P 500 Index. 
*Yield to worst, which is the yield resulting from the most adverse set of 
circumstances from the investor’s point of view, or the lowest of all possible yields. 
**Municipal yields are the tax equivalent yields, or the yield to worst adjusted by 
the highest marginal tax rate (40.8%). Tax equivalent yield is intended for U.S. 
domiciled investors and is the return that a taxable bond would need to equal the 
yield on a comparable federal tax-exempt municipal bond. The yield to worst for 
municipals is 1.1% as of 31 December 2021 and 4.2% as of 24 October 2022. 
***Yield for equities is forward earnings yield for the S&P 500 Index.

Figure 2: The increase in yields* for fixed income has 
created more attractive alternatives for equities
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contracting earnings growth

Source: Bloomberg, PIMCO calculations as of 14 October 2022. EPS = earnings 
per share. *EGLI = PIMCO’s Earnings Growth Leading Indicator, a proprietary 
measure using various economic indicators and market data to forecast the 
annual earnings growth of the S&P 500.
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Alongside the higher yield potential, fixed income also looks 
more attractive in the context of our macroeconomic views. 
Figure 3 shows how U.S. household and corporate balance 
sheets are relatively healthy, especially when measured against 
wide investment grade spreads over U.S. Treasuries that imply 
a five-year default rate of 13% (assuming a 40% recovery rate), 
well above the worst realized default rate of 2.4% for a five-year 
period. Spreads for U.S. agency mortgage-backed securities 
(MBS), which overall are AAA rated assets, are at the widest 
levels in the last decade outside of the liquidity crisis in 2020 
during the pandemic. In contrast, equity earnings expectations 
still have not priced in the risk of recession. And looking ahead, 
we believe investments in fixed income would tend to be 
resilient in a recession, when central banks typically cut  
policy rates.

THE SECULAR SHIFT TOWARD RESILIENCE

In our view, fixed income has also become more attractive 
relative to equities when looking over the secular (longer-
term) horizon. As the economy transitions from decades of 
globalization to a more fractured world in which governments 
and companies focus on building resilience, we expect a 
reversal of some of the previous era’s tailwinds for equity 
returns. Indeed, as highlighted in PIMCO’s latest  

Secular Outlook, “Reaching for Resilience,” we believe 
companies will need to build more robust supply chains 
through geographical diversification and re-shoring. Capital 
expenditures and inventory levels will both increase as 
businesses shift from “ just in time” to “ just in case.” The 
prioritization of resilience over efficiency will tend to pressure 
corporate margins, reversing the long-standing improvement 
in return on equity derived from cost reductions made possible 
by globalized supply chains. Simultaneously, after a 20-year 
period of declining effective tax rates, we believe tax burdens in 
many countries will rise as corporate tax increases are passed, 
windfall taxes come into the mainstream, and governments 
move toward a global minimum tax. 

Given the uncertainties in the longer-term global macro 
outlook, investors are likely to require higher equity risk premia, 
putting pressure on equity multiples. In contrast, starting bond 
yields, which tend to be a good indicator of future returns, have 
increased significantly, implying attractive long-term return 
potential. Thus, over the secular horizon, fixed income should 
become structurally more attractive than equities, which  
have benefitted from a low rate environment for the last  
two decades.

Source: PIMCO, Bloomberg as of 25 October 2022. Agency MBS is represented by the Bloomberg U.S. MBS Index, Investment grade credit is represented by the ICE BofA 
U.S. Corporate Index. Implied default rate is computed assuming a 40% recovery rate. 
*Option-adjusted spread. 

Figure 3: Underlying fundamentals and attractive valuations create opportunties in fixed income in this  
economic environment

In
ve

st
m

en
t g

ra
de

 5
-y

ea
r c

um
ul

at
ive

 
de

fa
ul

t r
at

e

8%

6%

4%

10%

12%

14%

Average

Implied default rates for investment grade corporate bonds  
well above historical averages

Agency MBS spread levels at the highest in a decade (ex COVID)

Agency MBS spread*

ba
si

s p
oi

nt
s

Worst Implied default rate 20202018201620142012 2022

2%

0%
0.9%

2.4%

75

50

25

100

125

150

0

13.1%

https://global.pimco.com/en-gbl/insights/economic-and-market-commentary/secular-outlook/reaching-for-resilience


4 NOVEMBER 2022  •   ASSET ALLOCATION OUTLOOK

ASSET ALLOCATION THROUGH RECESSION  
AND RECOVERY

After a year of sustained central-bank-induced drawdowns 
across most asset classes, and with many investors pushed 
to broadly de-risk portfolios in both duration and equities, the 
coming months could bring crucial events that break the trend. 

Our base case of an economic slowdown or recession would 
bring demand destruction and ease inflationary pressures, 
which also implies that the U.S. fed funds rate may peak in 
early 2023. If the Fed is able to pause or even cut rates in an 
environment of decelerating inflation, this could limit the depth 
of a U.S. recession and chart a path toward a more normal 
economic environment, in which different asset classes tend 
to respond in different ways through the stages of the business 
cycle (instead of responding in generally the same way – i.e., 
poorly – as they have in 2022). Investors should therefore 
consider not just how to position for entering a recession, but 
how to invest as the recession progresses, and what indicators 
to watch as they consider increasing their exposure to risk 
assets. The typical business cycle and hiking cycle playbooks 
can be a useful guide, but it is also important to consider the 
differences in this cycle.

Figure 4 shows the historical (since 1975) behavior of key asset 
classes throughout the typical business and hiking cycle: During 
economic expansions, company earnings tended to grow, 
driven by consumer spending and investment, so that equities 
and credit had the strongest performance. During recessions, 
investors moved into more defensive asset classes like 
government bonds or cash. Splitting the cycle into sixths gives 
even greater granularity on asset class timing, since the market 
would often price the next phase of the cycle before it began. 

Figure 4 shows how in a transition from late-phase expansion 
to recession, credit was usually the first risk asset to 
underperform, followed by equities and commodities. Credit 
was also the first risk asset to recover, starting in the middle 
of a recession and through early expansion. Duration (i.e., 
investments in interest-rate-sensitive assets such as sovereign 
bonds, as represented by the 10-year U.S. Treasury in Figure 
4) has not usually provided much buffer to a portfolio in the 
very early stages of a recession, and only outperformed when 
the recession deepened. Understanding this behavior is key 
to repositioning portfolios throughout the business cycle. In 
contrast, Fed rate cycles have displayed a lower correlation to 
equity performance historically, but had a more direct impact 
on rates and the U.S. dollar.

Figure 4: Historical asset class Sharpe ratios by phases of the business cycle and hiking cycle

Asset class Sharpe ratios by business cycle phase

Phase Equities Credit 10-yr Treasury Oil Gold USD

Expansion - First Third 0.63 0.76 0.46 0.27 (0.07) 0.01 

Expansion - Second Third 0.58 0.26 0.19 (0.01) (0.20) (0.15)

Expansion - Final Third 0.42 (0.21) (0.06) 0.35 0.32 0.09 

Recession - First Third (1.78) (0.77) 0.04 0.27 (0.56) (0.14)

Recession - Second Third (0.68) 1.03 1.98 (2.55) (0.27) 0.34 

Recession - Final Third 1.72 2.15 0.59 (0.18) 0.99 0.88 

Asset class Sharpe ratios by Fed cycle phase

Phase Equities Credit 10-yr Treasury Oil Gold USD

Cutting 0.41 1.28 1.70 (0.27) 0.19 0.01 

Hiking 0.38 (0.22) (0.20) 0.56 0.24 0.28 

Neutral 0.74 0.62 0.41 0.18 0.04 (0.11)

Cycle average 0.55 0.49 0.61 0.13 0.16 0.03

Source: PIMCO, Bloomberg, NBER (U.S. National Bureau of Economic Research) as of 17 October 2022. Sharpe ratios are calculated using data since 1975. Equities 
are represented by the S&P 500 Index, Credit is represented by the Bloomberg U.S. Corporate Total Return Index, USD (U.S. dollar) is represented by the DXY Index. 
Recessions and expansions are defined by NBER
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While acknowledging that history is never a perfect guide, 
we believe that despite the unusually rapid 2020–2022 cycle, 
we could see more typical behavior in the coming cycle. As a 
recession begins and inflation slows, duration is likely the first 
asset class to be poised for outperformance, especially in rate-
sensitive countries like Australia and Canada as well as select 
emerging markets that are ahead in the hiking cycle. In the 
U.S., unlike previous cycles, we do not expect a rapid transition 
from Fed hikes to rate cuts and the ensuing market support. 
But even without a significant rate rally, U.S. Treasury yields are 
already high enough to offer compelling return just from the 
income alone. In addition, a stabilization in rates could draw 
more investors back into the asset class. 

Once a recession is underway and the initial deleveraging is 
mostly done, we expect high quality investment grade credit 

spreads would also begin to tighten. This year, the initial 
condition of corporate balance sheets is generally healthy, and 
we view a default wave as unlikely, especially considering the 
Fed’s continuing focus on financial stability and functioning 
credit markets. 

Finally, high yield credit and equities generally only rally late 
in a recession and early in an expansion, once the credit 
markets have stabilized sufficiently that companies can begin 
to re-leverage in pursuit of growth while rising employment 
supports consumer sentiment. To reach that rally point, equity 
valuations will need to adjust to a level appropriate to the level 
of the fed funds rate, real yields, and the broader earnings 
outlook, so that they offer a risk premium consistent with a 
recessionary environment. 

FINAL TAKEAWAY

The swift change in macroeconomic conditions over the course of 2022 has brought caution to the fore. Simultaneous 
drawdowns in equities and bond markets not experienced in decades have many investors waiting for more certainty on 
the path of interest rates and the severity of a looming recession. 

At PIMCO, we believe caution is warranted during a period of elevated inflation and an economic slowdown. And yet, the 
volatility in financial markets over the course of 2022 has created several compelling investment opportunities. Most 
notably, we see ample evidence that both the near- and long-term case for fixed income is strong today. Higher starting 
yields have increased long-term return potential, while higher-quality bonds should resume their role as a reliable diversifier 
against equities if a recession materializes. We believe investors should be cautious and selective when approaching 
investments in equities, real assets, and other higher-risk markets, seeking the best relative opportunities both within and 
across asset classes. In addition, it will be critical to position portfolios to withstand additional volatility and capitalize on 
dislocations through the next business cycle. 

As we emerge from the “TINA” environment that has characterized much of the last decade, the menu has expanded and 
investors should be encouraged about the opportunities on the horizon. 
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The “risk-free” rate can be considered the return on an investment that, in theory, carries no risk. Therefore, it is implied that any additional risk should be rewarded with 
additional return. All investments contain risk and may lose value.
Past performance is not a guarantee or a reliable indicator of future results. 
Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. The value of most bonds and bond strategies 
are impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile than those with shorter durations; bond 
prices generally fall as interest rates rise, and low interest rate environments increase this risk. Reductions in bond counterparty capacity may contribute to decreased 
market liquidity and increased price volatility. Bond investments may be worth more or less than the original cost when redeemed. Income from municipal bonds is 
exempt from U.S. federal income tax and may be subject to state and local taxes and at times the alternative minimum tax. Investing in foreign-denominated and/
or -domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks, which may be enhanced in emerging markets. 
Mortgage- and asset-backed securities may be sensitive to changes in interest rates, subject to early repayment risk, and their value may fluctuate in response to the 
market’s perception of issuer creditworthiness; while generally supported by some form of government or private guarantee, there is no assurance that private guarantors 
will meet their obligations. High yield, lower-rated securities involve greater risk than higher-rated securities; portfolios that invest in them may be subject to greater 
levels of credit and liquidity risk than portfolios that do not. Bank loans are often less liquid than other types of debt instruments and general market and financial 
conditions may affect the prepayment of bank loans, as such the prepayments cannot be predicted with accuracy. There is no assurance that the liquidation of any 
collateral from a secured bank loan would satisfy the borrower’s obligation, or that such collateral could be liquidated. Commodities contain heightened risk, including 
market, political, regulatory and natural conditions, and may not be appropriate for all investors. Equities may decline in value due to both real and perceived general 
market, economic and industry conditions. Diversification does not ensure against loss.
Statements concerning financial market trends or portfolio strategies are based on current market conditions, which will fluctuate. There is no guarantee that these 
investment strategies will work under all market conditions or are appropriate for all investors and each investor should evaluate their ability to invest for the long 
term, especially during periods of downturn in the market. Investors should consult their investment professional prior to making an investment decision. Outlook and 
strategies are subject to change without notice.
The credit quality of a particular security or group of securities does not ensure the stability or safety of an overall portfolio. The quality ratings of individual issues/
issuers are provided to indicate the credit-worthiness of such issues/issuer and generally range from AAA, Aaa, or AAA (highest) to D, C, or D (lowest) for S&P, Moody’s, 
and Fitch respectively.
The option adjusted spread (OAS) measures the spread over a variety of possible interest rate paths. A security’s OAS is the average  earned over Treasury returns, 
taking multiple future interest rate scenarios into account. The Sharpe Ratio measures the risk-adjusted performance. The risk-free rate is subtracted from the rate of 
return for a portfolio and the result is divided by the standard deviation of the portfolio returns.
Forecasts, estimates and certain information contained herein are based upon proprietary research and should not be considered as investment advice or a 
recommendation of any particular security, strategy or investment product. There is no guarantee that results will be achieved.
PIMCO does not provide legal or tax advice. Please consult your tax and/or legal counsel for specific tax or legal questions and concerns.
This material contains the opinions of the manager and such opinions are subject to change without notice. This material has been distributed for informational purposes 
only and should not be considered as investment advice or a recommendation of any particular security, strategy or investment product. It is not possible to invest 
directly in an unmanaged index. Information contained herein has been obtained from sources believed to be reliable, but not guaranteed. 
PIMCO as a general matter provides services to qualified institutions, financial intermediaries and institutional investors. Individual investors should contact their own 
financial professional to determine the most appropriate investment options for their financial situation. This is not an offer to any person in any jurisdiction where 
unlawful or unauthorized. | Pacific Investment Management Company LLC, 650 Newport Center Drive, Newport Beach, CA 92660 is regulated by the United States 
Securities and Exchange Commission. | PIMCO Europe Ltd (Company No. 2604517) is authorised and regulated by the Financial Conduct Authority (12 Endeavour 
Square, London E20 1JN) in the UK. The services provided by PIMCO Europe Ltd are not available to retail investors, who should not rely on this communication but 
contact their financial adviser. | PIMCO Europe GmbH (Company No. 192083, Seidlstr. 24-24a, 80335 Munich, Germany), PIMCO Europe GmbH Italian Branch 
(Company No. 10005170963), PIMCO Europe GmbH Irish Branch  (Company No. 909462), PIMCO Europe GmbH UK Branch (Company No. 2604517) and PIMCO 
Europe GmbH Spanish Branch (N.I.F. W2765338E) are authorised and regulated by the German Federal Financial Supervisory Authority (BaFin) (Marie- Curie-Str. 24-28, 
60439 Frankfurt am Main) in Germany in accordance with Section 15 of the German Securities Institutions Act (WpIG). The Italian Branch, Irish Branch, UK Branch and 
Spanish Branch are additionally supervised by: (1) Italian Branch: the Commissione Nazionale per le Società e la Borsa (CONSOB) in accordance with Article 27 of the 
Italian Consolidated Financial Act; (2) Irish Branch: the Central Bank of Ireland in accordance with Regulation 43 of the European Union (Markets in Financial Instruments) 
Regulations 2017, as amended; (3) UK Branch: the Financial Conduct Authority; and (4) Spanish Branch: the Comisión Nacional del Mercado de Valores (CNMV) in 
accordance with obligations stipulated in articles 168 and  203  to 224, as well as obligations contained in Tile V, Section I of the Law on the Securities Market (LSM) and 
in articles 111, 114 and 117 of Royal Decree 217/2008, respectively. The services provided by PIMCO Europe GmbH are available only to professional clients as defined in 
Section 67 para. 2 German Securities Trading Act (WpHG). They are not available to individual investors, who should not rely on this communication.| PIMCO (Schweiz) 
GmbH (registered in Switzerland, Company No. CH-020.4.038.582-2). The services provided by PIMCO (Schweiz) GmbH are not available to retail investors, who 
should not rely on this communication but contact their financial adviser. | PIMCO Asia Pte Ltd (Registration No. 199804652K) is regulated by the Monetary Authority of 
Singapore as a holder of a capital markets services licence and an exempt financial adviser. The asset management services and investment products are not available to 
persons where provision of such services and products is unauthorised. | PIMCO Asia Limited is licensed by the Securities and Futures Commission for Types 1, 4 and 9 
regulated activities under the Securities and Futures Ordinance. PIMCO Asia Limited is registered as a cross-border discretionary investment manager with the Financial 
Supervisory Commission of Korea (Registration No. 08-02-307). The asset management services and investment products are not available to persons where provision 
of such services and products is unauthorised. | PIMCO Investment Management (Shanghai) Limited Unit 3638-39, Phase II Shanghai IFC, 8 Century Avenue, Pilot Free 
Trade Zone, Shanghai, 200120, China (Unified social credit code: 91310115MA1K41MU72) is registered with Asset Management Association of China as Private Fund 
Manager (Registration No. P1071502, Type: Other) | PIMCO Australia Pty Ltd ABN 54 084 280 508, AFSL 246862. This publication has been prepared without taking 
into account the objectives, financial situation or needs of investors. Before making an investment decision, investors should obtain professional advice and consider 
whether the information contained herein is appropriate having regard to their objectives, financial situation and needs. | PIMCO Japan Ltd, Financial Instruments 
Business Registration Number is Director of Kanto Local Finance Bureau (Financial Instruments Firm) No. 382. PIMCO Japan Ltd is a member of Japan Investment 
Advisers Association, The Investment Trusts Association, Japan and Type II Financial Instruments Firms Association. All investments contain risk. There is no guarantee 
that the principal amount of the investment will be preserved, or that a certain return will be realized; the investment could suffer a loss. All profits and losses incur to the 
investor. The amounts, maximum amounts and calculation methodologies of each type of fee and expense and their total amounts will vary depending on the investment 
strategy, the status of investment performance, period of management and outstanding balance of assets and thus such fees and expenses cannot be set forth herein. 
| PIMCO Taiwan Limited is managed and operated independently. The reference number of business license of the company approved by the competent authority is 
(110) Jin Guan Tou Gu Xin Zi No. 020. 40F., No.68, Sec. 5, Zhongxiao E. Rd., Xinyi Dist., Taipei City 110, Taiwan (R.O.C.). Tel: +886 2 8729-5500. | PIMCO Canada Corp. 
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