



 

Some periods of history point to the 
conclusion that the correlation between 
returns on stocks and bonds is positive, 
yet others show that it is negative. This 
means that the behaviours of investment 
markets is not fixed. We know this, as 
there are periods of relatively high 
market volatility and others where 
markets are fairly stable.  

Integral to our role in managing client 
assets is risk management -a task made 
considerably more difficult by the fact 
that models can become useless during 
p e r i o d s o f c h a n g i n g m a r k e t 
environments. It is not only the volatility 
environment that changes though, correlations do too. The interaction between the returns on 
stocks and bonds is one of the fundamental building blocks of asset strategy, and the nature of 
that interaction is not constant. 

Over the past three decades, 
bond market volatility ranged 
from 1.6% to 6.6% and equity 
volatility from 5.2% to 41.4% 
(see chart). The most striking 
t a k e - a w a y t h o u g h i s t h e 
transition in 1998, of the 
correlation from positive to 
negative.  



This is not the first time this has happened. Going back over the numbers all the way to 1926 
showed that while stock and bond correlation was positive the majority of the time, there were 
three significant spells of negative correlation: 1929-1932, 1956-1965 and from 1998 to 2003. 
The degree of correlation is influenced by confounding variables, specifically the observation 
that good news for the economy can be good news for bonds, but sometimes good news is 
paradoxically bad news. The taper tantrum (tightening of interest rates in 2013 because the 
economy was performing better than expected) is an example of the later, where the expectation 
of higher rates sent bond prices lower. Inflation seems to have been a major factor too, where 
stock and bond correlations tend to be lowest when inflation and growth are low (deflationary 
recessions) and when equities are weak and volatile (flight to quality periods).  

The bottom line is that the significance of the correlation regime is worth bearing in mind when 
setting strategic asset allocation policy. For most investors, a negative stock-bond correlation is 
helpful, because it enhances the diversification in standard portfolios. Our view is that the current 
environment with equities performing well (despite higher short-term inflation), stocks and 
bonds are likely to continue to move in opposite directions. This means that the bond component 
of our global balanced funds with Dimensional and EdgePoint are an important hedge against 
months like September, where equity markets moved lower. We remain committed to the 
inclusion of bonds in our model portfolios despite the marginal yields they offer, because of the 
downside protection they offer. 

Tomorrow marks the final daily Around-the-World post, before we move to weekly on 
Wednesdays. Thanks for reading all the way through the Covid-19 pandemic! 

Be safe, be well! 

Martin 
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