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EXECUTIVE SUMMARY: 
Sustained inflation disrupts one of the central assumptions of modern 
portfolio theory – that stocks and bonds move in opposite directions, 
providing reliable diversification. While this relationship holds true in 
stable or disinflationary environments, high-inflation regimes often 
reverse it, leading both equities and bonds to decline simultaneously. 
This white paper explores the structural reasons behind these shifts 
and categorizes inflation regimes and their effects on stock–bond 
dynamics.

INTRODUCTION: 
For decades, investors have relied on the negative correlation be-
tween equities and bonds to anchor diversified portfolios, particularly 
the classic 60/40 allocation. However, inflation fundamentally alters 
these dynamics. When inflation rises above threshold levels, equities 
and bonds become more positively correlated. Bondholders suffer 
directly as rising yields erode the value of fixed cash flows, while equi-
ties face margin compression, valuation headwinds, and lower real 
earnings growth. In such regimes, the correlation between stocks and 
bonds flips positive, undermining diversification precisely when it is 
most needed.
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Stocks vs Bonds – Maximum Real Drawdown by Decade
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OVERVIEW OF INFLATION REGIMES AND STOCK BOND CORRELATIONS: 
The relationship between equities and bonds is regime-dependent rather than constant. 

Stock Bond Correlations Disaggregated by Inflation Rate

Summarized by Inflation Regime:

Inflation Regime Period Examples Average Correlation (approx) Notes

Low Inflation  
(<3%)

2000–2020
Negative 
(-0.2 to -0.5)

Negative correlation dominant post-2000; 
bonds hedge equities well.

Moderate Inflation 
(3–5%)

Early 1990s; post-
2023 easing

Near zero 
(0 to 0.3)

Transition phase; diversification still viable 
but weakening.

High Inflation  
(>5%, sustained)

1966–1970; 1977–
1980; 2021–2024

Positive 
(0.3 to 0.5)

Correlation rises sharply; peaked above 0.5 
in 2022–2024.

Stagflation Late 1960s–1970s; 
potential 2025

Positive and volatile
Equities inversely correlated with inflation 
spikes; downside amplified.

Summarized by Decade:

Monthly Correlation (Pearson) Avg Rolling Correlation (36m)

1950s-1960s 0.186 0.099

1970s Stagflation 0.323 0.240

1980s 0.259 0.329

1990s 0.362 0.452

2000s -0.156 -0.236

2010s -0.449 -0.345

Post-COVID 2021-2023 0.616 0.616
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Rolling 36 Month Correlation Summary:

Notes: SP 500 v 10-year Treasuries, GS10/*TNX pre-2002, IEF post 2002

HISTORICAL REAL RETURNS: 
While correlations illustrate the loss of diversification, return and max drawdown data reveals the extent of potential portfolio 
damage during high-inflation regimes. The table below shows average annualized real returns for U.S. equities and bonds with 
accompanying return narrative:

Stocks  
~Real IRR

Bonds  
~Real IRR

Stocks Max 
Drawdown

Bonds Max 
Drawdown

Explanation for 
Stocks and Bonds Performance

1950s 17% −1% −13% −12%

Stocks: Strong postwar economic growth and low inflation 
fueled robust returns. The S&P 500 benefited from a booming 
economy and stable dividends. 
Bonds: Rising interest rates and moderate inflation eroded real 
returns.

1960s 5% 0% −14% −20%

Stocks: Returns moderated due to rising inflation, Vietnam 
War spending, and economic uncertainty. Market volatility 
increased, but dividends provided some cushion. 
Bonds: Near-zero real returns as inflation began to accelerate.

1970s 1% 1% −46% −16%

Stocks: High inflation from OPEC oil shocks and stagflation 
led to poor real returns. The 1973–74 crash drove a −46% 
drawdown in real terms. 
Bonds: Severe inflation outpaced coupons, and rising yields 
caused bond price declines, with max losses of −16%.

1980s 13% 8% −6% −14%

Stocks: Recovery from 1970s stagflation, falling inflation, and 
strong economic growth drove gains. The 1987 crash was a 
temporary −6% setback in real terms. 
Bonds: Yields peaked early (15%+), then fell sharply, boosting 
bond prices and delivering strong capital gains alongside high 
coupons.

1990s 16% 5% −2% −11%

Stocks: The tech boom, dot-com growth, and strong economic 
expansion fueled exceptional returns. Low inflation and high 
productivity supported market gains. 
Bonds: Continued yield declines (to ~6%) drove price 
appreciation, and low inflation preserved coupon value, leading 
to solid real returns.

S&P 500 vs U.S. 10Y Treasuries
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Stocks  
~Real IRR

Bonds  
~Real IRR

Stocks Max 
Drawdown

Bonds Max 
Drawdown

Explanation for 
Stocks and Bonds Performance

2000s −2% 5% −37% −13%

Stocks: The dot-com crash (2000–2002) and 2008 financial 
crisis led to a “lost decade” with flat-to-negative real returns. 
Bonds: Falling yields during crises (dot-com and 2008) boosted 
bond prices, and low inflation supported positive real returns, 
making bonds a safe haven.

2010s 12% 4% −6% −6%

Stocks: Post-2008 recovery, driven by tech giants and low 
interest rates, supported strong returns. The longest bull market 
in history began in 2009, with only shallow drawdowns. 
Bonds: Ultra-low yields limited upside, but safe-haven demand 
preserved modest real returns.

2020s 
(thru 
2024)

8% −3% −23% −25%

Stocks: Strong recovery post-COVID (2020) and tech sector 
growth (e.g., AI, NVIDIA) drove high returns.
Bonds: Rate hikes in 2021–2022 caused sharp price declines, 
leading to a −25% real drawdown6hggggtr45, despite partial 
recovery in 2023–2024 as inflation cooled.

Notes: 10 Year Treasury, S&P 500, deflator is CPI

CASE STUDIES: 
The 1970s stagflation era provides a textbook example of correlation breakdown. Inflation surged into double digits, monetary 
tightening failed to contain it, and oil shocks compounded economic strain. Equities suffered negative real returns, while bond-
holders endured a long bear market. The diversification premise collapsed.

By contrast, the 2008 financial crisis reflected a deflationary environment where bonds functioned as expected. Equities fell, 
but Treasuries rallied, reinforcing their role as a safe haven when inflation was not a threat.

Finally, the post-COVID surge in inflation between 2021 and 2023 mirrored the stagflationary pattern of the 1970s. Central 
banks tightened aggressively, equities and bonds both declined in real terms, and correlations turned positive. This episode 
was a clear reminder that diversification is inflation regime-dependent.

IMPLICATIONS FOR PORTFOLIO CONSTRUCTION: 
The evidence suggests that traditional 60/40 portfolios are vulnerable in inflationary or stagflationary regimes. Investors must 
adapt by expanding diversification into inflation-and stagflation sensitive assets. Fixed income allocations should emphasize 
shorter duration exposures.  Dynamic asset allocation is critical. Investors should monitor correlation structures, adjust expos-
ures across regimes, and apply factor-based strategies in equities, favoring value and quality over long-duration growth assets. 
Stress-testing portfolios against inflationary scenarios ensures resilience when correlations shift unfavorably.

CONCLUSION: 
The notion that bonds always hedge equity risk is increasingly untenable. History shows that in high-inflation or stagflationary 
environments, equities and bonds can both deliver negative real returns as correlations flip positive, amplifying portfolio risk. 
Recognizing the cyclical nature of cross-asset dynamics, adopting inflation-resilient exposures, and actively managing alloca-
tions are essential steps toward building portfolios robust enough to withstand future inflationary/stagflationary shocks.
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