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Who wrote this? By practitioners for practitioners

> Roderick Molenaar  Robeco

> Edouard Senechal  State of Wisconsin Investment Board

> Laurens Swinkels  Robeco & Erasmus University

> Zhenping Wang  State of Wisconsin Investment Board

Common incentive is that we wanted to understand better what determines the stock-bond correlation

> Until recently, I had only met one of my coauthors in real-life, and still have never met Zhenping

> We didn’t start out with the idea to write an article, but shared ideas and results in short presentations for about a year

> We learned so much during this year that we thought others may also benefit from our insights
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Why is this topic important? (1/2) Portfolio risk

> From my Finance 1 course

> Impact of only the stock-bond correlation

> Volatility 60/40: 8.4% versus 10.5%

> Increased equity weight: 73/27
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Why is this topic important? (2/2) Expected return on bonds

> From my Finance 1 course

> “Why on earth would investors ever buy bonds when the interest rate is near zero?”

> The expected returns versus cash may still be positive if the correlation with the market (= dominated by equity risk) is positive

> If bonds perform well when the equity market crashes, they should be expensive and have a negative risk premium

> Alternatively: Investors with bond-like liabilities may buy bonds to hedge interest rate risk and not care about their expected return
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What do we do? (1/2) Calculate the stock-bond correlation over time
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What do we do? (2/2) What can we expect based on theory?

> What influences bond returns?

> What influences stock returns?

> Write out what this means for the correlation between stocks and bonds:

> We then estimate this equation for different countries and confront it with a very simple estimation not based on theory

rr = real interest rate
π  = inflation
brp = bond risk premium
erp = equity risk premium
g = growth
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What we find? (1/3) Inflation and real rate levels are important after 1952, but not before
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What we find? (2/3) Theory and simple model almost as effective in explaining 
Table format
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What we find? (2/3) Theory and simple model almost as effective in explaining 
Graphical format
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What we find? (3/3) Inflation and real rate tend to be more important for safer bond markets
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How can we use it? (1/2) Estimating multi-asset portfolio risk
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How can we use it? (2/2) Estimating the expected returns on bonds
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Why not write this paper? Before (and sometimes after) publication, there are concerns…

> Concerns on the content: “You are not predicting the stock-bond correlation. Who cares about explaining it?”

> Concerns about the time spent on the paper: “Aren’t there higher priority projects to work on?”

> Concerns with regards to compliance: “Is it legally allowed to write a joint paper together with a potential US client?”

> Concerns about our intellectual property: “Why should we make competitors smarter?”

> Despite all the concerns, I am very happy that I am standing here today to present to you the highlights of our research
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Appendix
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Long-term stock-bond correlation for the United Kingdom and France 
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