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Lessons from the Sixties
Stock/bond correlations have been steadily decreasing since peaking
in 2015: What does it mean?
Jurrien Timmer l Director of Global Macro l @TimmerFidelity
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A feature of October’s 11.5% intra-month
S&P 500® decline (ending in a 1-month return
of –6.8%) was that bond yields barely moved.
The 5-year correlation between stocks and
bond yields peaked in 2015 and has come
down steadily since. Will it flip to negative like
it did during the mid-1960s?
If so, investors may need to reconsider how
to protect against downside equity risk.
That doesn’t mean bonds no longer play an
important role in a diversified portfolio, since
they still provide income, diversification, and
lower volatility.

One of the notable things about the S&P 500’s 11.5%
intra-month decline in October is that it left investors
with basically no place to hide, other than in cash or a
defensive sector such as utilities. Growth/momentum
exposure offered no reprieve, and cyclicals and interest
rate-sensitive groups got clobbered.
So more or less everything got hit, which can be seen
in market-breadth indicators that compare the number
of companies advancing versus declining. According
to data from Bloomberg, an 11.8% intra-period decline
in January/February 2018 produced a modest 801 new
52‑week lows (across all exchanges), but the almost
identical 11.5% decline this October produced a
crescendo of 1,916 new lows.
But most noteworthy, I think, was that bonds offered no
safe haven either. Yes, the 10-year Treasury yield fell from
its high of 3.23% to 3.07% for a few weeks (producing
a roughly 1% return), but those gains proved short-lived,
as the 10-year yield quickly moved back to 3.22%.

Bond yields up while stock prices down? That is certainly

ence expected risk premia and valuations across many

a twist to the market playbook that we have gotten so

or even most asset classes, and it could change what

used to over the past two and a half decades. Since the

investors might want to have in their tool kits with regard

late 1990s, most market shocks have carried with them

to diversifying assets.

fears of deflation, which meant that drawdowns in stock

So, let’s see what we can learn from history. Taking a

prices were generally associated with declines in yields.

look at some very long-term data, we can see that the

This has, of course, been very helpful to most broadly

correlation between interest rates and stock prices

diversified portfolios, which rely on bonds for a measure

is ever evolving. Exhibit 1 shows the rolling 5-year

of downside protection.

correlation between monthly changes in the inflation-

But what if things are moving from a positive correlation

adjusted S&P 500 price index and monthly changes in

between bond yields and equity prices to a negative

the inflation-adjusted yield on long-term Treasuries.

one? I think that could be groundbreaking, to say the

Like a pendulum, the rolling correlation is always ebbing

least, because it could suggest that we are shifting from

and flowing (between roughly +0.5 and –0.5), but it can

a deflationary to an inflationary regime. That could influ-

persist, positively or negatively, for long stretches.

EXHIBIT 1: The ever-evolving relationship between stock prices and bond yields
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*Real S&P 500 price index versus real 10-year Treasury yield (month-over-month change).
Sources: Bloomberg Finance L.P., Haver Analytics, Fidelity Investments; monthly data as of Oct. 31, 2018.
Past performance is no guarantee of future results.
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LESSONS FROM THE SIXTIES

For me, the key inflection points are 1960 and 2015. In

With the exception of early 2009—when yields were

1960, the 5-year correlation swung from persistently

rebounding from their GFC lows while equity prices were

positive (stocks up, yields up) to persistently negative

still falling—the correlation had been persistently positive

(stocks up, yields down), as the secular backdrop evolved

from the late ’90s until 2015. Since then, the 5-year

from the deflationary mindset arising from the Great

correlation between the real S&P 500 price index and real

Depression to the inflationary mindset of the late 1960s

bond yield has been steadily falling, and as of October

and into the “stagflationary” ’70s.

2018 it stands at roughly zero.

Once the correlation swung to negative in 1960, it more

The next step in this study is to create an analog of

or less stayed there until the late ’90s, by which time the

these two periods, lining up the two inflection points of

deflationary mindset was returning—first with the “Asian

1960 and 2015 to see what we might learn. So, we are

Flu” in 1997 and the 1998 collapse of hedge fund Long-

now at “1964” in Exhibit 2, which compares the historical

Term Capital Management, followed by the bursting of

and recent trends of the S&P 500 nominal total return

the dot-com bubble in 2000, and finally the 2008–2009

in the top panel and the two periods’ 5-year rolling

global financial crisis (GFC).

correlations in the bottom. Exhibit 3 shows the S&P 500

EXHIBIT 2: History doesn’t always repeat itself, but it often rhymes
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Sources: Fidelity Investments, Bloomberg Finance L.P., Haver Analytics; monthly data as of Oct. 31, 2018.
Past performance is no guarantee of future results.

3

real return and the 5-year annualized inflation rate for

We can see from the analog in Exhibit 3 that inflation was

each time frame.

forming a structural bottom in the early 1960s, coming

The analog is compelling, to say the least (with the usual

off its secular lows but still around a well-behaved 2-ish%

caveats). For one, I find it interesting that there was a large

(the high-inflation ’70s were still a ways off). But it was

tax cut in 1964 (the United States Revenue Act of 1964),

definitely on the rise. Likewise, inflation today appears to

similar to today’s. Also, we know that deficit spending

be slowly rising off of a secular low but still at reasonable

started ramping up in the later years of the 1960s. Third,

levels, just like 1964.

the ’60s followed a long period of ultra-low interest rates

Now, I am certainly not prepared to argue that we

and even something akin to the U.S. Federal Reserve’s

are headed into a regime of high inflation or severe

quantitative easing (via the Fed’s interest rate caps during

stagflation, as the analog might suggest, but the point

and following World War II). Finally, stocks were well into a
secular bull market during the ’60s that had begun (by my

here is that once the inflation genie gets out of the bottle,

count) in 1949 and which ended in 1968. We won’t know

it can be quite difficult to put it back in. Inflation changes

for a long time whether the current post-GFC market

people’s behavior, and that can become a self-reinforcing

regime is a secular bull or not, but if it is, then the parallels

feedback loop. If this is what is happening now, then we

to the ’60s are even more compelling.

all may need to modify how we think and invest.

EXHIBIT 3: The similarities seem striking
Stock/Bond Correlations: Today versus the 1960s
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It’s a lesson to keep in mind as the deficit- and tax

inflation. By the time the correlation inflected in 1964, the

reform-fueled U.S. economy is creating both growth

slope of the advance was already flattening out as the

and inflation at a time when the Federal Reserve seems

market went from the steep returns of the ’50s to a more

comfortable remaining on or even behind the curve (i.e.,

moderate return stream in the ’60s. Nevertheless, the

bringing policy from accommodative to neutral only very

market kept going up in both nominal and real terms well

slowly, even though the Fed’s employment and inflation

after stock/bond correlations flipped. It just did so with

mandates have both been met).

a slope that was less steep than before.

But as scary as this analog may seem, the charts also

In conclusion, while I don’t believe it is correct to argue

suggest to me that it doesn’t necessarily need to be a

that a regime change from positive to negative stock/

negative for stocks, at least not for a while. While inflation

bond correlations as rates continue to rise is going to

accelerated higher in the second half of the ’60s, the

cause an immediate bear market, it is safe to say that

stock market kept on making new highs for four more

the stock market may not be able to rise as much as it

years, until the second of three rolling peaks took place

would were interest rates and inflation to stay low; that is,

in 1968. In 1964, the secular bull market was 15 years old,

unless earnings continue to grow strongly (in the double

with another four to go.

digits) and the equity risk premium falls from its already

This is less true in real terms, since a good chunk of the

low 2% level.

returns in the second half of the 1960s was eaten up by

It’s a tall order on both counts, but not impossible.
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