
For anyone who regularly reads these letters, recall the market preview edition opined on the outlook 
for asset classes in 2023, particularly the likelihood of each delivering positive returns for the upcoming 
year. Given that we are halfway through the year, we would like to use this letter to make “halftime 
adjustments” to our outlook; with NFL training camps set to open later this month, we couldn’t resist the 
urge to borrow a football term. We hope this is a quick beach read as you enjoy your summer vacations 
and prepare for the second half of the year.

FIXED INCOME

2023 outlook: The overall yield 
environment coupled with fewer 
Fed rate hikes suggested that 
it would be difficult for fixed 
income sectors to lose money. 
As of June 30, that has proven 
correct, with major indices 
positive on a year-to-date basis.

Adjustments to outlook: With 
inflation continuing to ease, the 
anticipated 25 basis point hike 
next week is expected to be 
the Fed’s last for this year, with 
further rate policy to be dictated 
by economic data. Barring an 
unexpected rebound in inflation, 
rates should hold steady after 
next week, therefore supporting 
bond prices. Coupled with the 
current yield environment, there 
is sufficient income cushion 
across sectors to offset price 
losses arising from either rate 
hikes or spread expansion. While 
further rate hikes are unlikely, we 
could see some spread expansion 
given that most spreads sit at or 
below their long-term averages 
(chart on next page).

On the whole — barring a major 
blow-out in spreads arising from 
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a flight to safety — we maintain our outlook that bond returns across both investment grade and below 
investment grade sectors will continue their positive trajectory for the second half of the year.

U.S. EQUITIES

2023 outlook: Going into the year, we liked the valuation story but were weary of first-half market 
dynamics including inflation, Fed policy, and a potential recession. We thought the second half of the 
year would offer more clarity and upside for equity markets. 

Adjustments to outlook: Common wisdom suggests that equity markets are always forward-looking, 
and the first half of 2023 is another data point that supports the thesis. In spite of the hurdles mentioned 
above, U.S. equity markets soared 
during the first half, led by large-
cap growth stocks, particularly the 
“Magnificent Seven”: Alphabet, 
Amazon, Apple, Meta, Microsoft, 
Nvidia, and Tesla. 

However, in spite of the positive 
returns across sectors, the lower 
chart at right highlights the 
disproportionate impact of the 
Magnificent Seven on stock market 
performance. If these seven stocks 
are removed from the S&P 500  
return numbers, small-cap equities 
have actually outperformed the 
broad index, thus reinforcing 
the impact this narrow band 
of companies has had on the 
overall index. Looking forward, a 
stumble by one or more of these 
companies could exact a material 
impact on large-cap index returns 
and underscores the need for 
diversification across the size and 
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style spectrum. Furthermore, 
multiple expansion drove returns 
during the first half of the year and 
over time, has not proven to be a 
sustainable support mechanism for 
equity markets. Rather, earnings 
growth is the engine that powers 
long-term positive equity returns 
so this is a dynamic that bears 
watching for the rest of the year.

Overall, U.S. equity markets should 
continue their positive momentum 
in the second half of the year, but the magnitude of returns is likely to be in the single digits and 
given the valuation differences between large-caps and small-caps, some return convergence between 
valuation points can also be expected.

NON-U.S. EQUITIES

2023 outlook: Essentially the same as U.S. equities, with the potential tailwind of currency normalization 
reversing the impact of the strong dollar in 2022.

Adjustments to outlook: Similar 
to U.S. equities, non-U.S. equities 
have delivered impressive returns, 
led by developed markets, with 
quality and growth factors leading 
the way. The anticipated tailwind of 
currency performance started the 
year strong but slightly reversed 
in the second quarter. With the 
Fed expected to finish its rate 
hike cycle later this month, the 
European Central Bank is not yet 
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Source: Bloomberg as of June 30, 2023. Returns based on individual MSCI country indices, country weights based on the MSCI ACWI ex-US Index.
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at the same point given the stubborn trend 
of core inflation, which may lead to further 
strengthening of the euro versus the dollar. 
While that could help boost returns, the 
overall deleterious economic impact of 
higher rates to the eurozone may have a 
greater offsetting impact on overall stock 
performance.

On a country-specific basis, Japanese 
stocks posted a strong second quarter, and 
better than expected GDP growth coupled 
with elevated domestic spending could 
provide a favorable foundation for second-
half returns. Additionally, emerging market 
countries like Mexico are benefitting from 
a reconfiguration of global supply chains, a 
trend known as nearshoring. As an example, 
several electric vehicle producers, including 
Tesla, have announced plans to build 
factories in Mexico. Not surprisingly, the 
Mexico and India country indices are positive 
through June 30, with Mexico the leader at 
the halfway point.

On the other hand, we are concerned about 
the United Kingdom and China. In the 
UK, economic growth is sluggish, inflation 
continues to march upward, property values 
are falling, and the labor market is tight, 
suggesting a supply-side constraint on its 
economy. In China, the economy appears to 
be decelerating after a strong first quarter, 
Chinese consumers are turning cautious, 
corporate profits are falling, and the yuan is 
unlikely to strengthen until central banks cut interest rates. Collectively, these trends drove UK and 
Chinese equities down during the second quarter and figure to weigh on international equity indices 
for the remainder of the year.

EURO AREA CORE INFLATION REMAINS STUBBORNLY HIGH
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Contrasting country performance within non-U.S. equity indices is nothing new and informs the 
difficulty of integrating economic outlooks across countries and continents into a singular view of index 
performance. On a relative basis to U.S. equities, the comparative valuation story is still attractive but 
there appear to be more sources of volatility from both a country-specific as well as a broader economic 
lens (inflation in the Eurozone and further rate hikes from the ECB are at the top of this list). While we 
expect non-U.S. equity returns to finish the year positive, the second half of the year could prove to be 
more choppy than the first half.

REAL ESTATE

2023 outlook: We labeled real estate as “challenging but rewarding” under the ski trail analogy, with 
the expectation that pricing impacts to real estate appear on a lagged basis, and the second half of the 
year may provide more clarity for return expectations.

Adjustments to outlook: My colleague Jessica Noviskis wrote an extensive article on the real estate 
outlook from here. Broadly speaking, the long-term expectation for three of the four sectors — industrial, 
multi-family, and retail — is promising, supported by solid fundamentals such as vacancy rates and 
net operating income growth. However, the office sector faces both secular and cyclical headwinds, 
including the acceleration of remote working trends as well as recent layoffs across industries. Together, 
these forces equate to less office demand, and as leases expire and loans mature, further price declines 
are likely. Over time, the weighting to the office sector within the NFI-ODCE index has fallen, and 
specific funds will feature varying allocations to the sector. However, the further move down in office 
valuations will impact performance and liquidity over the next 12–18 months, with a likely bifurcation of 
return impact based on specific properties and locations. 
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REAL ESTATE PRICES CONTINUE TO DROP

GFC CURRENT CYCLE  
(THROUGH 1Q 2023)

PEAK TROUGH LENGTH 
(QUARTERS) CORRECTION PEAK LENGTH 

(QUARTERS) CORRECTION

Total 4Q 2007 1Q 2010 9 -33% 2Q 2022 3 -9%

Multifamily 4Q 2007 4Q 2009 8 -31% 2Q 2022 3 -8%

Industrial 4Q 2007 1Q 2010 9 -35% 3Q 2022 2 -7%

Office 1Q 2008 1Q 2010 8 -37% 1Q 2020 12 -16%

Retail 4Q 2007 1Q 2010 9 -26% 1Q 2018 12 -22%
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That said, we remind investors that 
real estate has weathered prior price 
corrections, with the GFC being the 
most recent. In spite of the issues facing 
the office sector, the asset class is not 
expected to see the same level of price 
correction as seen during the GFC; real 
estate fundamentals outside of office 
remain healthy and while the industry will 
have to work through the issues facing 
the office sector, the long-term thesis 
of investing in real estate for solid risk-
adjusted returns, a hedge against inflation, 
and diversification benefits remain.

FINISH STRONG

Directionally, markets have behaved how we expected coming off the brutal sell-off in 2022, though 
admittedly we have been surprised by the magnitude of equity returns to date. Looking toward the 
second half of the year, we believe markets are on strong footing to deliver positive returns for equity 
and bond investors, albeit at a slower pace for equity markets. Our most significant adjustment for 
market expectations lies within the commercial real estate space, in which headwinds for the office 
sector will weigh most heavily on returns. However, well-diversified portfolios should weather the storm 
and are on track to deliver positive returns for the year, a welcome change from last year’s results.

OFFICE IMPACT WILL VARY BY FUND
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Until next time,

Greg Leonberger, FSA, EA, MAAA, FCA
Director of Research, Managing Partner
gleonberger@marquetteassociates.com
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