
‘Facing’ the Portfolio Allocation Decision?

Perhaps no other event has shaped the post-war investment environment more than the two faces of the 
bond market. Shortly after WWII, U.S. bond yields began a slow but steady advance spanning more than 
30 years and climaxing with a surge in bond yields in the late 1970s never before seen in U.S. history. This 
was followed by an equally dogmatic secular decline in bond yields, also lasting more than three decades, 
which last year saw the 10-year Treasury bond yield decline to a post-war record below 1.5 percent! 

Investors are already pondering the future face the bond market. With a current 10-year Treasury yield 
of only about 2 percent, they can no longer depend, as they have for decades, on a persistent decline 
in bond yields. Who knows what the new face of the bond market will be? Yields could remain range-
bound at very low levels. Perhaps they will bounce higher and then trend sideways. Or, maybe bond 
yields will begin another secular climb. 

What is clear, however, is the long-standing character of the bond market is about to undergo change 
and its relationship to stock investments will also likely be altered. For this reason, it is worthwhile 
examining the interrelationship between stocks and bonds and just how much this relationship has 
depended on the two post-war faces of the bond market. 

A two-faced bond market!
Chart 1 illustrates each face of the post-war bond market. Essentially, the post-war history of bond yields 
is 35 years of a chronic rise followed by about 35 years of persistent declines. Indeed, its two faces are 
nearly a mirror image. In 1971, about 10 years before the Treasury bond yield would reach its post-war 
peak of about 16 percent, the bond yield first rose to about 8 percent. Similarly, about 10 years after 
the post-war peak in yields in 1991, bond yields would rally above an 8 percent yield for the last time. 
Likewise, 20 years before its post-war peak in 1961 the bond yield broke through 4 percent whereas 20 
years after its post-war peak, bond yields were also again hovering about 4 percent. Finally, today, about 
30 years beyond the post-war peak in yields, the Treasury yield is about 2 percent as it was in 1950 about 
30 years before its post-war peak. With amazing symmetry, bond yields “doubled” about every 10 years 
between 1950 and 1980 (i.e., about 2 percent in 1950, about 4 percent in 1960, about 8 percent in 1970 
and about 16 percent at the peak in 1981) and then “declined by half” every 10 years since (i.e., from 16 
percent in 1981 to about 8 percent in 1991, about 4 percent in the early 2000s and about 2 percent today).

The dramatic shift in the personality of the bond market during the post-war era produced two entirely 
different investment environments. The question is which bond market are investors likely to face in 
the next several years? Since bond yields are currently so low, continuing the secular decline of the last 
30 years is impossible. Either bond yields will soon begin another secular rise or the bond market will 
exhibit a character somewhere in between its two personalities of the post-war era. Understanding how 
much the investment environment could change depending on the personality of the bond market is 
useful when considering future portfolio allocations.

Historically, the two personalities of the post-war bond market altered the investment environment in three 
major ways. First, average annualized bond returns differed significantly across the two investment eras. 
Second, the diversification impact of bond ownership was much stronger during the era of falling bond 
yields than when they were in a secular rise.  Finally, the risk-reward frontier has been nearly flat since 
1980 whereas it was quite steep in the earlier post-war era. Each of these differences is worth examining.
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Chart 1
10-Year Treasury Bond Yield

Bond returns to diminish significantly?
Chart 2 divides the 68 years of post-war history into the 36 years when the 10-year bond yield rose and 
the 32 years when it declined. Obviously bond returns were much better since 1980 when bond yields 
chronically declined compared to when yields persistently rose. However, surprisingly and perhaps less 
appreciated, the average return from the stock market was about 12.5 percent regardless of whether bond 
yields rose or declined. 

At best, bond yields will move sideways in the next several years but it would not be surprising if yields 
trend higher again. While bonds have provided very competitive returns relative to the stock market 
since 1980, this era has probably ended. As this chart suggests, investors should prepare for much lower 
sustained bond returns relative to returns which are likely to be generated by the stock market. 

Chart 2
Average Annual Returns When Bond 

Yields Rise and Fall in the Post-War Era
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Bonds to provide much less diversification?
Chart 3 illustrates the trailing four-year correlations between the total monthly returns of stocks and 
long-term government bonds. Throughout most of the post-war era, stock and bond returns have been 
positively correlated but with a correlation coefficient of less than 1.0. That is, although stock and bond 
returns have most often moved in the same direction, their correlation is not perfect implying some 
diversification benefits from investing simultaneously in both asset classes. 

In two periods during the post-war era, however (i.e., between 1955 to 1965 and again since 2000), 
the correlation between stock and bond returns has been notably negative significantly improving the 
diversification impact of bonds. With a strong negative correlation between stock and bond returns since 
2000, the current investment culture has come to assume bonds will significantly help to stabilize the 
return stream of their portfolio. 

Will this continue in the years ahead? Perhaps, but more likely the correlation structure between stocks and 
bonds will slowly return to normal in the next several years as crisis fears continue to diminish. Similar 
to the late 1960s, we expect stock and bond return correlations to soon turn positive again substantially 
lessening the degree of diversification benefits investors have come to expect from their bond investments. 
 

Risk-return frontier to steepen!
The investment dichotomy created by the two faces of the post-war bond market is probably best 
illustrated by a dramatic shift in the risk-return frontier. Chart 4 compares the risk-return frontiers (a 
plot showing the actual annualized returns and return volatilities from various percentage stock-bond 
allocations) for the post-war era when bond yields rose (1948 to 1980 represented by the black squares) 
and for the era when bond yields declined (1981 to 2012 represented by the gray circles).

Normally, the risk-return frontier slopes upward and to the right. That is, as stocks are increasingly added 
to the portfolio both the return and risk tend to increase. As shown in Chart 4, the early post-war (rising 
bond yield) investment era had a very traditional risk-return frontier. An all bond portfolio delivered an 
annualized return of only about 2.5 percent with an annual risk of slightly more than 7 percent compared 
to an all stock portfolio generating about a 12.5 percent annualized return with almost 14 percent annual 
risk. Traditional diversification properties can also be seen. Following the black squares from an all 
bond portfolio to an 80 percent bond/20 percent stock portfolio, the overall return is enhanced while risk 
is slightly reduced. Beyond the 80/20 bond-stock mix, however, both risk and return are increased by 
continuing to lift stock exposure.

Chart 3
Stock and Bond Return Correlation*

*Trailing 4-Year Correlations of Total Monthly Returns from 
S&P 500 Stock Price Index and Long-Term U.S. Government Bonds
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The risk-return frontier changed significantly since 1981 when bond yields began a chronic decline. In 
the last 30 years, stock and bond returns have been nearly identical “regardless” of the allocation between 
stocks and bonds. An all bond portfolio generated about 11.1 annualized percent returns compared to 
only 11.9 percent annualized returns from an all stock portfolio. Since 1981 (and in sharp contrast to the 
previous investment era before 1981), boosting stock exposure in the portfolio mostly increased risk and 
only marginally improved returns. 

The crucial difference between the pre- and post- 1980 investment eras was the “slope” of the risk-return 
frontier. The investment culture of the secular rising bond yield era came to accept that adding stocks to 
the portfolio would raise both risk and return. By contrast, the contemporary culture of the last 30 years, 
essentially believes augmenting stocks within the portfolio only boost returns mildly while significantly 
increasing risk. 

In the next several years, the slope of the risk-return frontier will likely steepen some compared to what it has 
been since 1981. For an investment culture educated over the last three decades however, a bit of “steepening” 
in the risk-return frontier could uncover many portfolios which are woefully underweighted toward equities.
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Chart 4
Risk-Return Frontiers—Stock-Bond Portfolio

1948 to 1980 vs. 1981 to 2012

Summary
The post-war investment climate has been heavily dependent on the “faces of the bond market.” And, the 
bond market is about to change face again. The secular declining bond yield era is over. At best, bond 
yields will trend sideways in the years ahead. More likely, bond yields will again rise some in the next few 
years. Overall, investors should prepare for an investment environment whose character lies somewhere 
between the last two bond eras. 

Compared to the last 30 years, the next investment era may produce similar equity returns but far lower 
bond returns. Expect the added diversification provided by bonds to diminish substantially relative to the 
smoothing impact bonds have provided in the last 15 years. Finally, investors should prepare for a much 
steeper tradeoff between risk and reward. In the years ahead, additional risk will likely be more handsomely 
rewarded than has been the case in the last 30 years. Perhaps, most importantly, if the risk-return frontier 
is about to take on more of its pre-1981 character, investors need to question whether current conventional 
asset allocation parameters, born out of the culture of the last 30 years, are still appropriate?


