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In recent decades, negative correlations between stocks and bonds have been a tailwind for
asset allocators, but negative correlations have been the historical exception, not the rule.
Investors may need to change their expectations given the potential for a reversal of negative
real interest rates and a shift in the stock-bond correlation.
We think the combination of multiple asset managers in the same asset class and differentiated
alpha levers can improve portfolio efficiency.

In 2013 the Boston area was paralyzed by three big snowstorms on consecutive Saturdays. On the
next Saturday, my six-year-old daughter Sarah asked me, “What time will the snowstorm start?”
Like Sarah, every investor at some point confuses correlation with causality, and this can lead to
unwelcome financial outcomes. However, ignoring long-term relationships, whether the cause is
easily identifiable or not, can upset an otherwise-well-thought-out investment plan.

Negative stock-bond correlation was abnormal
Many market participants consider the equity-like bond returns of the past 30 years abnormal.
Equally abnormal were the stratospheric risk-adjusted returns achieved by balanced and multisector
portfolios over that period. While the absolute strength of bond returns and below-average price
volatility largely explain this, another, overlooked, cause was the negative correlation between
equities and bonds. That, too, is an anomaly that we should expect to end.
Exhibit 1 tracks the centuries-old relationship between stocks and bonds in the United Kingdom
and the United States. Until the past few decades, the correlation was consistently positive, which
makes sense because investing, whether in stocks or bonds or in private or public markets, means
foregoing consumption now in order to provide capital for a project that should then compensate
investors both for the time their money is tied up and the investment’s inherent risks. While this an
oversimplification, in a sense there is in fact only one asset class: the volatility of cash flows.
For example, the value of a US Treasury bond that will mature in seven years is a function of its future
coupon payments compared to other available investment opportunities. If inflation is rising, driving
the coupon rates of on-the-run Treasury issues higher, then our seven-year bond is worth less by
comparison and its cash flows fall short of prevailing market rates. The same holds true for equities
as their values are also dependent on future cash flows. Through this lens, all financial assets are
ultimately tied to a future cash flow stream, and this helps explain why there is a positive correlation
among financial assets over long periods.
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Exhibit 1: A two-decade aberration in correlations
■
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Source: Goldman Sachs Global Investment Research, Datastream. Monthly data from 31 July 1711 to 31 August 2021.
US data available starting from 31 January 1811.

But as the chart shows, that hasn’t been the investor experience over the past 30 years. In addition to both
asset classes providing outsized returns for investors, they did so in a negatively correlated fashion that
delivered remarkable risk-adjusted returns for mixed asset class portfolios, returns that we think, in the
years ahead, investors will look back on with envy.

What happened and what could change?
Exhibit 2 shows the relationship between the stock/bond correlation and real rates during the same
period. As central bank intervention grew and real yields fell, stocks and bonds became increasingly
negatively correlated.

Exhibit 2: Falling real yields coincided with negative correlations
■
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Source: Bloomberg, FactSet. Monthly data from 28 February 1990 to 30 September 2021. US Real 10-Year Yield from
Bloomberg and is calculated using Core CPI (Consumer Price Index excluding food and energy). US stock-bond
10-year correlation is from FactSet and is calculated using S&P 500 and Bloomberg US Aggregate Government
Treasury monthly returns. Returns used to calculate correlations are real returns, deflated using Core CPI, gross and
in local currency
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Perhaps, like my daughter, I’m mistakenly inferring causality from coincidences. However, we know that
capitalism requires a hurdle rate. Investors rely on undisturbed market signals to price risk. Without them,
markets can’t perform their societal function, which is to allocate capital resources efficiently. The result is
financial market abnormalities such as the ones we’ve witnessed in recent years. In our view, as the hurdle
rate rises, which we expect it to, so too should risk premia, volatility and financial asset correlations.

Rethinking portfolio construction
With the potential for shifting correlations and a normalization of real interest rates in the coming years,
perhaps it’s time to take a fresh look at portfolio construction.
When something is abundant, its value falls. When it isn’t, its value rises. Financial returns have been
abundant for years (see “Are Yesterday’s Tailwinds Tomorrow’s Headwinds?”), and this helps explain why
lower cost market beta took significant share from actively managed portfolios. In our view, if market
returns become scarce, the opposite should hold true, as there’s a cyclicality to passive and active
performance. And while alpha may offer the desired financial return in a potentially underwhelming
market environment, it could also deliver scarce diversification for portfolios.
Investors tend to think of diversification in absolute return space. However, it exists in relative return
space too. In the same way that two less-than-perfectly correlated assets, such as stocks and bonds,
can be combined to improve absolute efficiency, two active managers within the same asset class, such
as investment grade credit, can be combined to potentially improve the risk-adjusted return or
information ratio.
Within an asset class, when a portfolio is allocated to multiple active managers that have different alpha
levers, portfolio efficiencies can be achieved. Exhibit 3 illustrates this by looking at two hypothetical active
fixed income managers. While there is no benefit when the correlation of their active returns is high, the
information ratio improves as correlation falls.

Exhibit 3: Two hypothetical managers in the same asset class with equal
performance, as measured by excess return, tracking error and
hypothetical information ratio
Portfolio Manager A
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Hypothetical example provided for illustrative purposes only. See Appendix for definition of terms and formulas.

Conclusion
Research shows that people generally remember only about 10% to 20% of what they read and hear but
recall roughly 80% to 90% of what they’ve experienced. Given the experience of the last 30 years, stocks
and bonds moving in the same direction again will run counter to the expectations of most investors.
Going forward, I think discretionary portfolios with differentiated alpha streams within like-for-like asset
classes may not only help fill some of the void created by the likelihood of lower returns in the future, but
also help manage the risk of a return to positive correlations.
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Appendix
Information Ratio:
average excess return per unit of volatility of that excess return.
(1)

where

is the mean excess return calculated over n periods

(2)

and
is tracking error calculated as the standard deviation of that
excess return
(3)

When a portfolio is allocated to multiple active portfolio managers, the
excess return of the composite portfolio is simply the weighted average
of the excess return of each underlying manager.

(4)
where m is the number of managers and w is the percentage of the
composite portfolio allocated to each given manager.

In a two portfolio manager example, the composite portfolio excess
return is simply
(5)

However, the volatility of that excess return is not simply the weighted
average of the volatility of each underlying manager (unless the excess
returns are perfectly correlated).

(6)

In the two portfolio manager example, the volatility of composite
portfolio excess return is simply
(7)
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“Standard & Poor’s®” and “S&P®” are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”) and Dow Jones is a registered trademark of Dow Jones Trademark Holdings LLC
(“Dow Jones”) and have been licensed for use by S&P Dow Jones Indices LLC and sublicensed for certain purposes by Massachusetts Financial Services Company (“MFS”). The S&P 500® is a product
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respective affiliates, and neither S&P Dow Jones Indices LLC, Dow Jones, S&P, their respective affiliates make any representation regarding the advisability of investing in such product(s).
This material is for institutional, investment professional and qualified professional investor use only. This material should not be shared with retail investors.
This material is for general information purposes only, with no consideration given to the specific investment objective, financial situation and particular needs of any specific person. This material
does not constitute any promotion of or advice on MFS investment products or services. The views expressed are those of the author(s) and are subject to change at any time. These views are for
informational purposes only and should not be relied upon as a recommendation to purchase any security or as a solicitation or investment advice. Past performance or any prediction, projection
or forecast is not indicative of future performance. The information contained herein may not be copied, reproduced or redistributed without the express consent of MFS. While reasonable care has
been taken to ensure the accuracy of the information as at the date of publication, MFS does not give any warranty or representation, expressed or implied, and expressly disclaims liability for any
errors or omissions. Information may be subject to change without notice. MFS accepts no liability for any loss, indirect or consequential damages, arising from the use of or reliance on this material.
Unless otherwise indicated, logos and product and service names are trademarks of MFS® and its affiliates and may be registered in certain countries.
Distributed by: U.S. – MFS Institutional Advisors, Inc. (“MFSI”), MFS Investment Management and MFS Fund Distributors, Inc.; Latin America – MFS International Ltd.; Canada – MFS Investment
Management Canada Limited. No securities commission or similar regulatory authority in Canada has reviewed this communication; Note to UK and Switzerland readers: Issued in the UK and
Switzerland by MFS International (U.K.) Limited (“MIL UK”), a private limited company registered in England and Wales with the company number 03062718, and authorised and regulated in the
conduct of investment business by the UK Financial Conduct Authority. MIL UK, an indirect subsidiary of MFS® , has its registered office at One Carter Lane, London, EC4V 5ER. Note to Europe (ex
UK and Switzerland) readers: Issued in Europe by MFS Investment Management (Lux) S.à r.l. (MFS Lux) – authorized under Luxembourg law as a management company for Funds domiciled
in Luxembourg and which both provide products and investment services to institutional investors and is registered office is at S.a r.l. 4 Rue Albert Borschette, Luxembourg L-1246. Tel: 352 2826
12800. This material shall not be circulated or distributed to any person other than to professional investors (as permitted by local regulations) and should not be relied upon or distributed to persons
where such reliance or distribution would be contrary to local regulation; Singapore – MFS International Singapore Pte. Ltd. (CRN 201228809M); Australia/New Zealand – MFS International
Australia Pty Ltd (“MFS Australia”) (ABN 68 607 579 537) holds an Australian financial services licence number 485343. MFS Australia is regulated by the Australian Securities and Investments
Commission.; Hong Kong – MFS International (Hong Kong) Limited (“MIL HK”), a private limited company licensed and regulated by the Hong Kong Securities and Futures Commission (the “SFC”).
MIL HK is approved to engage in dealing in securities and asset management regulated activities and may provide certain investment services to “professional investors” as defined in the Securities
and Futures Ordinance (“SFO”).; For Professional Investors in China – MFS Financial Management Consulting (Shanghai) Co., Ltd. 2801-12, 28th Floor, 100 Century Avenue, Shanghai World
Financial Center, Shanghai Pilot Free Trade Zone, 200120, China, a Chinese limited liability company registered to provide financial management consulting services.; Japan – MFS Investment
Management K.K., is registered as a Financial Instruments Business Operator, Kanto Local Finance Bureau (FIBO) No.312, a member of the Investment Trust Association, Japan and the Japan
Investment Advisers Association. As fees to be borne by investors vary depending upon circumstances such as products, services, investment period and market conditions, the total amount nor the
calculation methods cannot be disclosed in advance. All investments involve risks, including market fluctuation and investors may lose the principal amount invested. Investors should obtain and
read the prospectus and/or document set forth in Article 37-3 of Financial Instruments and Exchange Act carefully before making the investments.
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