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I love this chart. Taken straight out of Finance 101, it perfectly encapsulates the idea of portfolio diversification. With two
different risky assets, an investor can minimize total portfolio volatility through the combination of investments with low
to negative correlation. Over the last several months, investors have wondered if 60/40 portfolios (such as 60% S&P 500 I
ndex, 40% Bloomberg U.S. Aggregate Index) should be abandoned because of the rise in correlation between stocks and
bonds. Based on our research, it appears that it’s actually the starting yield in fixed income that impacts the correlation
between stocks and bonds rather than a fundamental shift in market behavior. In a higher yield environment, 60/40 can
deliver positive total returns despite correlation remaining positive.

“It ain’t what you don’t know that gets you into trouble. It’s what you know for sure that just ain’t so.”

– Mark Twain

In the above framework, forecast portfolio volatility increases with higher correlations. However, looking at history, it’s a
bit more nuanced than that. Below we show rolling one-year volatilities for equities (S&P 500 Index), bonds (Bloomberg
U.S. Aggregate Index) and a 60%/40% balanced allocation.

A few observations.

First, total portfolio volatility is driven by equity risk. Equities tend to have higher volatility than bonds and they are also
a larger weight in a 60/40 portfolio. Increases in volatility also are associated with equity drawdowns: markets seldom
melt up.

In the early 1990s, 60/40 portfolio volatility remained unremarkable relative to history despite persistent positive
correlation between stocks and bonds. What gives? In our view, positive correlation appears to be a function of bond
yields. During periods with higher yields, fixed income more frequently delivers positive total returns. If rates rose,
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investors had a larger yield cushion to protect them from negative total returns. If equities also deliver positive returns
over the period, correlation is positive.

Rolling 1-Year Returns vs. Correlation of 10-Year U.S. Treasury & S&P 500 Index

Rolling 1-Year Volatility vs. Correlation of 10-Year U.S. Treasury & S&P 500 Index

Negative correlation between equities and bonds was most prevalent after large drawdowns. In these scenarios, equity
performance that was persistently negative compared to fixed income returns that were generally positive meant that
investors received heightened benefits from diversification. This had the impact of limiting drawdowns (as noted by the
dispersion in returns between 60/40 portfolios and 100% equity portfolios). One of the anomalies of post-2008 investing
has been the largely persistent negative correlation between stocks and bonds. This has primarily been a function of
lower starting yields. This is also exemplified by the returns for fixed income more frequently turning negative during the
period. In order for bonds to generate meaningful total returns during these periods, yields needed to fall.

With core fixed income correlations more closely resembling the relationship of cash and equities (i.e., very low levels of
yield, effectively zero correlation), positive returns in fixed income were much more dependent on declining rates. With
hindsight, we know that the market generated fairly consistent high levels of total returns whereas bonds were
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constrained by their starting yields.

What alarmed investors in 2022 was that correlations between stocks and bonds spiked dramatically and became
positive during periods of negative market performance. During this period, correlations moved from negative to
positive after the run up in equity prices from 2020. While returns for equities in 2021 were good, returns for both equities
and bonds languished in 2022 as the Federal Reserve hiked rates aggressively.

Additionally, bond yields continued to rise in 2023 resulting in near-peak drawdowns for fixed income allocations. With
narrow market leadership in U.S. equity markets, many investors are justifiably concerned.

While the traditional 60/40 allocation clearly faced a tough environment in 2022, the diversification power of bonds is
returning.

Even if the Fed needs to increase interest rates further to tame inflation, the risk of negative total returns for fixed income
has decreased markedly now that yields are at the highest levels in almost 20 years. If we contrast this to 2022, when
bond yields were still near all-time lows, the pain has been more acute.

When we break the series down by correlation between stocks and bonds, some interesting things emerge.

First, it’s quite rare for stocks and bonds to have strongly positive or negative correlations over a given period. Over this
time period, correlations peaked at 0.682 and -0.655, but occurred less than 0.1% of the time. Intuitively, the magnitude
of returns is greatest on average when stocks and bonds are positively correlated. As we noted above, it’s much more
likely for stocks and bonds to experience negative correlation when rates are lower. Stocks tend to perform best when
the markets are positively correlated, but what’s also interesting is that the relative performance between stocks and
bonds is most important when the markets are negatively correlated. During these periods, returns for fixed income are
occurring due to falling rates as evidenced by comparing the 10-year yield of the periods to the returns for the Agg.
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Going deeper, we evaluate market volatility through the lens of correlation in the second table. Correlation between
stocks and bonds is generally positive in higher interest rate environments and negative correlation tends to coincide
with low levels of yields.

Additionally, equity volatility (and by extension 60/40 volatility) tends to be higher during periods of negative
correlation, which flies in the face of the textbook example of asset allocation. While bond volatility is higher during
periods of high correlation, the magnitude is much lower than equities and generally more consistent. Finally, the spread
between equity and bond volatility is generally around 10%. During periods with volatility in excess of 12%, equity
markets may be unsettled, resulting in higher drawdowns.

Conclusion

Correlations matter, but these relationships frequently evolve over time, which makes the math of textbook asset
allocation difficult. Additionally, investors must not lose sight of their expected returns for a given market. In the face of
aggressive tightening from the Fed, many investors are worried about risk in the equity market.

In response, investors have historically increased their exposure to fixed income. As we have shown here, correlation is
primarily driven by equity market risk, whereas positive bond/equity correlation has historically been driven by the
starting level of yields. The big exception to this has been the most recent performance in the market when returns have
been negative for equities as well as bonds, one of the most challenging periods for 60/40 returns.

 

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

Correlation  : Statistical measure of how two sets of returns move in relation to each other. Correlation coefficients range
from -1 to 1. A correlation of 1 means the two subjects of analysis move in lockstep with each other. A correlation of -1
means the two subjects of analysis have moved in exactly the opposite direction.

60/40 Portfolio  : A portfolio of 60% equities and 40% fixed income.

S&P 500 Index  : Market capitalization-weighted benchmark of 500 stocks selected by the Standard and Poor’s Index
Committee designed to represent the performance of the leading industries in the United States economy.

Bloomberg U.S. Aggregate Bond Index  : Represents the investment-grade, U.S. dollar-denominated, fixed-rate taxable
bond market, including Treasuries, government-related and corporate securities, as well as mortgage and asset backed
securities.

Drawdowns  : Periods of sustained negative trends of return.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.
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