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Key Takeaways
· 2022 has dealt a blow to the 60/40 portfolio. While losses in a 60/40 portfolio are not unusual, losses in stocks and bonds simultaneously are unusual.
· Since 1928, with nearly 100 years of track record, the 60/40 portfolio has never had a negative return in any 10-year period.
· Diversification benefits of a 60/40 portfolio are not dead, even if they are not working right now. Today’s dislocations also offer opportunities for investors going forward.
2022 has been a tough year for both stocks and bonds. This synchronized selloff in stocks and bonds has dealt a blow to one of the most popular strategies for long-term investors: the 60/40 portfolio.[endnoteRef:1] This portfolio is a mix of 60% stocks and 40% bonds. The popularity behind the 60/40 portfolio stems from the key principle of diversification to seek growth potential from stocks while adding protection from conservative bonds for a more stable outcome over the long term.  [1:  This edition focuses on the 60/40 portfolio, investors with longer time horizon may have a more aggressive mix while those closer to retirement may be more conservatively allocated.] 

[bookmark: _Hlk116342221]Through the end of September 30, 2022, this portfolio using 60% in S&P 500 index and 40% in Bloomberg US Aggregate Bond Index, the most commonly used bond index, is down roughly 20%.[endnoteRef:2] With such a devasting year,  we explore if this is normal, just how bad it can get, and what’s next for investors. [2:  FactSet] 

Is This Normal?
First, losses in the 60/40 portfolio are not unusual. Since 1976, looking at a one-year time period, about 14% of the time (once every seven years or so), this portfolio had negative returns.[endnoteRef:3] [3:  Vanguard. Like the phoenix, the 60/40 portfolio will rise again] 

However, what is noteworthy is that losses in stocks and bonds simultaneously are less common. While the 60/40 portfolio experiences losses roughly 14% of the time for the one-year period, losses in stocks and bonds for the same time period occurs only 0.4% of the time.[endnoteRef:4] [4:  Ibid] 

[image: ]Source: Vanguard. Data from Feb’76-Apr’22.
In fact, since 1976 investors have never encountered a three-year span of losses in both stocks and bonds even when the 60/40 portfolio saw losses 6.5% of the time for a three-year period[endnoteRef:5]. The reason is simple, generally, the losses are often driven by the higher allocation to stocks which are riskier.  [5:  Ibid] 

Is This the Worst Year for the 60/40?
[image: ]A look at the worst calendar years for the 60/40 portfolio[endnoteRef:6] shows if the year were to end as of September 30, 2022, the returns would mark the third worst in history, only after the worst of the Great Depression and the 1937 Crash.[endnoteRef:7] Clearly, that is not a prize any portfolio wants to win, especially when returns are compared to periods like the Great Depression.                                                                                                      [6:  60/40 constructed using S&P 500 and 10-Year Treasury]  [7:  Ben Carlson. The Worst Years Ever For a 60/40 Portfolio] 

[image: ]Once again, looking at the worst 5-year or 10-year periods provides some perspective and solace for the 60/40 portfolio investor.[endnoteRef:8] For the worst 5-years, outside of the 4-time periods during the Great Depression, there have been no instances where a 60/40 portfolio suffered losses over a five-year period. The news gets better as you look at the ten-year returns for 60/40 portfolio. In the nearly 100 years of data, which includes the Great Depression, World War II, the Great Inflation of the 1970s, and the Great Financial crisis of 2008, there has never been a time period with negative returns for the 60/40 portfolio over a 10-year period.  [8:  Ibid] 

		                       
What Next for the 60/40 Portfolio? 
First, diversification is not dead, even if it’s not working right now. In 2022, inflation has been the most important concern. The Fed’s effort to tame inflation drove interest rates sharply higher. This caused both stocks and bonds to fall sharply. Given the Fed’s action, negative returns for stocks are not surprising. Much of the pain in bonds stems from starting at near zero yields in 2021, which provided bond investors with no cushion from price hits as interest rates rose. Looking to the future, however, when the fear shifts from inflation to recession and growth, the traditional diversification benefits across stocks and bonds will come back into play. 
[image: ]Second, the selloff in markets provides greater return potential over the long term. Historically, after an equity bear market (a drop of 20% or more), the subsequent 1-, 5- and 10-year cumulative returns for the equity markets have been strong.[endnoteRef:9]  [9:  MFS, “Market Declines: A History of Recoveries”.] 


Similarly, bond yields have improved dramatically too. The yield on the Bloomberg US Aggregate Bond Index, as of September 30, 2022, stood at 4.8%, a 3x gain from 1.6% a year ago.[endnoteRef:10]  Rising interest rates have been a source of short-term pain this year, but today’s higher yields have significantly boosted the outlook for future fixed-income returns. [10:  FactSet] 

Conclusion
The challenges facing a 60/40 portfolio may continue to plague us for longer, but that does not mean the strategy is dead. The sharp selloff in stocks and rising yields in bonds have improved the potential for the long-term outlook for the traditional 60/40 portfolio. Finally, investors could seek opportunities to improve diversification through the inclusion of active management, as well as the inclusion of alternative strategies beyond traditional stocks and bonds. Challenging years like 2022 remind investors that diversification works over time, but not every time.
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The Worst Years Ever For a 60/40 Portfolio

Year 60/40 Portfolio Reason

1931 -27.3% Great Depression
1937 -20.7% 1937 Crash
1974 -14.7% 1973-74 Bear Market
2008 -13.9% Great Financial Crisis
1930 -13.3% Great Depression
1941 -8.5% Wwil

2002 -7 1% Dot-Com Crash
1973 -71% 1973-74 Bear Market
1969 -6.9% Nifty Fifty Crash
2001 -4.9% Dot-Com Crash
1966 -4.8% 1966 Bear Market

‘Source: NYU
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The Worst 5 Years For a 60/40 Portfolio

Year Ending 60/40 Portfolio

1932 -241%
1933 -21.6%
1934 -17.0%
1941 -16.1%
1974 8.9%

1940 11.0%
2004 13.4%
1977 13.8%
2003 14.5%
2008 14.7%
1943 15.6%

‘Source: NYU
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