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Back to the Future, Part 1: The Old Normal May Be The New Normal
Sooner or later, everything old is new again
- The Colorado Kid by Stephen King
The day after Halloween is the perfect opportunity to review the market horror of the past 12 months.
Inflation is high and unlikely to drop as quickly as the Fed’s constantly revised forecasts. While asset
class returns have been undeniably awful, rising asset class correlation has worsened both the
performance and riskiness of multi-asset portfolios. We will share Advocate’s perspective on the
future direction of inflation, terminal Fed Funds rate, and whether the events of the past year herald
the return of a paradigm that prevailed when bell bottoms and tie-dye shirts were fashion statements.
The Last 12 Months in 3 Acts: Inflation, Interest Rates and Correlation
Let us review three major drivers of market activity and performance in the last 12 months –
inflation, interest rates and asset-class correlation.
Inflation: Strap On that Crash Helmet
The post-pandemic rise in inflation has brought about the highest inflation since the early 1980s.
FIGURE 1. CORE PCE YOY (%), 1970 - 2022

Data period Jan 1970 – Oct 2022. Source: Bureau of Economic Analysis

The Fed has become increasingly frustrated by inflation’s truculence as it had to repeatedly revise its
inflation projections upward at each of the last 5 meeting in which the Fed provided its inflation
projection (“SEP”). This highlights the Fed’s inability to bring inflation under control as rapidly as they
believed possible.
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FIGURE 2. FED PROJECTED CORE PCE FOR END-OF-YEAR 2022, 2023 AND 2024 AT EACH OF THE LAST 5 “SEP” MEETINGS

Source: Federal Reserve

Will the Fed tame inflation quickly in 2023 and 2024 as its projections might hope for? The tea-leaves
are not very encouraging. Historical Core CPI and Core Service CPI are shown below.
FIGURE 3. HISTORICAL CORE CPI AND CORE SERVICE CPI (YOY NSA), 1960 - 2022

Core service CPI: US CPI Urban Consumers Services Less Energy Services YoY NSA. Data from Jan 1960 to Sep 2022. Source: Bureau of Labor Statistics

Looking at the difference between the Core CPI and Core Service CPI shows that, for the most part,
Core Service CPI has been higher than Core CPI.
FIGURE 4. HISTORICAL CORE CPI MINUS CORE SERVICE CPI (YOY NSA), 1960 – 2022.

Negative data denotes Core Service CPI > Core CPI. Data from Jan 1960 to Sep 2022. Source: Bureau of Labor Statistics
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We note the following:
1. Since 1960, Core Service CPI has exceeded Core CPI (both year-over-year, non-seasonally
adjusted) the vast majority of the time (93%).
2. Before the current bout of inflation, Core CPI has exceeded Core Service CPI on 3 separate
occasions since 1960: when inflation was just about to peak (1975) and when inflation
dropped to the lowest levels of the cycle (1985, 2010).
3. In a break from history, Core CPI has led Core Service CPI since the beginning of the latest
inflation bout in early 2021. This signifies that Core Goods component of inflation was the
leading driver of inflation in the early stage of this bout of inflation (from early 2021 to now).
Core Goods inflation was driven up by the post-pandemic supply-chain snafu and pent-up
consumer demand.
4. The latest inflation data for September 2022 show that Core Service CPI has overtaken Core
CPI and reasserted its historical lead. The next stage of this inflation cycle will be led by Core
Service rather than Core Goods inflation.
5. Monthly Core Goods and Service inflation data are supportive of this narrative. 4 out of 5
major Core Service sectors (shelter, medical care, transportation, recreation) exhibited higher
month-over-month inflation in September than August, while only 1 out of 9 major Core
Goods sectors (“other”) exhibited higher month-over-month inflation.
Core Service has regained its leadership role in Core CPI from Core Goods. As Core Service accounts
for more than two-thirds of Core CPI, this portends a prolonged period of elevated inflation. Since a
key driver of Core Service CPI is labor cost, a large increase in the unemployment rate will likely be
necessary to accomplish the Fed’s goal of 2% core inflation.
Unfortunately for the Fed, the U.S. labor market is unlikely to wilt anytime soon. Unemployment rate
is back to the pre-pandemic low of 3.5%, heady territory that has only been tested twice in the last 60
years – pre-pandemic and in 1969. A major driver of labor market tightness is the lack of progress in
getting the Labor Force Participation Rate (LFPR) back to pre-pandemic levels.
FIGURE 5. U.S. LABOR FORCE PARTICIPATION RATE, 1960-2022

Data from Jan 1960 to Sep 2022. Source: Bureau of Labor Statistics
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The LFPR has been stuck in the low-62% range since the end of 2021. If LFPR were to magically revert
to its 63.4% pre-pandemic level today, there would be 2.9 million more workers in the labor market.
Not coincidentally, that is the difference between the current level of jobs opening and pre-pandemic
levels (see chart below).
FIGURE 6. U.S. US JOB OPENINGS BY INDUSTRY TOTAL SA, 2001-2022

Data from Jan 2001 to Sep 2022. Source: Bureau of Labor Statistics

The LFPR and JOLTS data convey the monumental task ahead for the Fed which needs to engineer a 3
million drop in the number of job openings just to cool the labor market back to pre-pandemic levels.
In all likelihood, more than twice that amount (6 million drop in job openings) may be needed to
tame wage inflation.
Interest Rate: More to Go
The large rise in interest rates since mid-2020 has been painful. The past 12 months has seen the Fed
boost its target Fed Funds rate (upper band) from 0.25% to 3.25% and 10yr Treasury yield has risen
250bps.
FIGURE 7. 10Y TREASURY YIELD, 2007 - 2022

Data period Jan 2007 – Oct 2022. Source: Bloomberg
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The current market pricing of terminal Fed Funds rate is 5% by June 2023. Advocate believes that will
prove insufficient.
FIGURE 8. MARKET EXPECTATION OF FED FUNDS RATE FROM FED FUNDS FUTURES, NOV 2022 – FEB 2024

Sources: Chicago Board of Trade, Bloomberg

How high should the Fed hike its target rate? In a prior article1, we noted that the average spread
between the Fed Funds rate and core inflation (Core PCE) since 1970 is 1.5%. Excluding the post-2008
period (an era of extraordinary central bank liquidity provision), the average spread of Fed Funds
above Core PCE was considerably higher at 2.5%. We believe that the Fed needs to hike the Fed
Funds rate back to its traditional healthy spread of 2.5% above Core PCE in order to bring inflation
under control.
FIGURE 9. HISTORICAL FED FUNDS RATE AND INFLATION (CORE YOY PCE), 1970 - 2022

Sources: Bureau of Economic Analysis, Federal Reserve, Bloomberg

1

“Up, Up and Away”, Advocate Capital Management, May 2022.

-5Advocate Capital Management, LLC. 499 Park Avenue, 10th Floor, New York, NY 10022

November 1, 2022

ADVOCATE CAPITAL MANAGEMENT, LLC
Even if Core PCE drops to below 4% in 2023, Advocate expects the Fed would see the need to hike its
target Fed Funds to 6% or higher in order for interest rates to be sufficiently restrictive (as was the
case in pre-2008 inflationary episodes).
Bond-Equity Returns and Correlation: The New Paradigm
Risk assets had a rough time in the last 12 months. While most developed-market equity indices
(except UK and Japan) are down more than 10% this year, the bigger surprise was the large
drawdown in bonds. The Bloomberg US Aggregate (AGG) index sported a total return of -15.7% in the
past year, the largest rolling-annual negative return in its history.
FIGURE 10. TOTAL RETURNS AND VOLATILITIES OF EQUITY INDEX (S&P 500), U.S. AGGREGATE BOND INDEX, AND 60/40
EQUITY-BOND COMBINATION (MONTHLY REBALANCE) IN THE PAST 12 MONTHS (31 OCT 2021 – 31 OCT 2022)

Asset Class

Representative Total Return Index

Equity

S&P Total Return Index (SPTR)

Bonds

Bloomberg U.S. Aggregate Bond Index
(LBUSTRUU)
60% Equity + 40% Bond (monthly
rebalance)

60/40

Total Return of Index in
Last 12 Months
-14.6%

Annual
Volatility
22.2%

-15.7%

6.8%

-14.7%

15.3%

Monthly index total returns from 31 Oct 2021 to 31 Oct 2022. Sources: Bloomberg, Advocate

But biggest surprise of all might be the risk profile of the classic 60/40. The 60/40 portfolio’s 15.3%
annual volatility in the last 12 months is more than double its 2019 volatility.
FIGURE 11. HISTORICAL RETURN VOLATILITIES OF EQUITY (S&P 500), BOND (AGG) AND 60/40 PORTFOLIOS. PAST 12
MONTHS (31 OCT 2021 – 31 OCT 2022) AND 2019

Asset Class
Equity (S&P 500)
Bonds (AGG)
60/40

Annualized Volatility in
Last 12 Months
22.2%

Annual Volatility in
2019
12.9%

% Change Since
2019
+72%

6.8%

3.4%

+100%

15.3%

7.3%

+110%

Monthly index total return data from 2019 to 31 Oct 2022. Sources: Bloomberg, Advocate

The 110% rise in 60/40 portfolio risk from 2019 to the past year is more than one might have
expected given that bond and equity volatilities rose 100% and 72% respectively. The higher-thanexpected rise in the 60/40 portfolio risk reflects the rise in equity-bond correlation (monthly return
data) from -0.37 to +0.68 between 2019 and the last 12 months.
17 months ago, Advocate discussed how a rising rate environment may weaken or invalidate the
protection that bonds have historically provided to equities2, thus impairing the risk-return profiles of
2

“Portfolio Protection in the Time of Rising Rates”, Advocate Capital Management, May 2021
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equity-bond portfolios such as the classic 60/40 portfolio. Not only has equity-bond correlation
become progressively more positive as rates climbed in 2022, the correlation across various asset
classes is currently, in aggregate, at the highest level in the last 22 years.
FIGURE 12. ANNUAL CORRELATION OF VARIOUS ASSET CLASSES (EQUITIES, HIGH YIELD, EMERGING MARKET,
TECHNOLOGY STOCKS AND REAL ESTATE) TO BONDS (BLOOMBERG U.S. AGGREGATE INDEX), 2000 - 2022

Equity: S&P 500 Index (SPTR); HY: High Yield Index (LF98TRUU), EM: MSCI Emerging Market Index (MXEF), TECH: Nasdaq 100 Index (NDX), RE: US Real
Estate Index (DJUSRE). Correlations of monthly returns over each annual period. Data period 2000 – Oct 2022. Sources: Bloomberg, Advocate

The rising positive correlation between asset classes, if sustainable, means the risk of equity/bond
portfolios, risk-parity products and other multi-asset portfolios will likely be considerably higher
than recent history might suggest.
If we plot the risk-return of a portfolio of equities and bonds over the past year and varied the asset
allocation from 100% equity to 100% bond, the large positive correlation between the two asset
classes means the loss of the “c”-shaped efficient-frontier profile associated with portfolios of
diversified assets. Instead, the prior-year risk-return profile as asset allocation moves from 100%
equity to 100% bonds is quite flat and shows little benefit from increasing allocation to another asset.
FIGURE 13. PORTFOLIO VOLATILITY AND RETURN FOR ASSET ALLOCATIONS RANGING FROM 100% EQUITY (S&P 500) TO
100% BONDS (BLOOMBERG U.S. AGGREGATE). 31 OCT 2021 – 31 OCT 2022

Volatility and return data using 1-year monthly returns from 31 Oct 2021 to 31 Oct 2022. Sources: Advocate, Bloomberg
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The above chart illustrates that in the last 12 months, for all effective purposes, the bond component
of an equity-bond portfolio has lost its historical diversification effect.
Positive Correlation between Equities and Bonds: A New Paradigm?
Is the positive correlation of equities and bonds a one-off, or does the past year portend a new
paradigm? To answer that question, let us review the history of equity-bond correlations. The chart
below shows the correlation of monthly returns of S&P 500 and the Aggregate Bond Index for each
calendar year starting in 1977 as well as the end-of-year Core PCE for the same years.
FIGURE 14. CORRELATION OF MONTHLY RETURNS OF S&P 500 AND AGG (LEFT) AND CORE PCE (RIGHT), 1977 - 2022

Correlation of monthly returns for each calendar year from 31 Dec 1976 to 31 Oct 2022. Sources: Bureau of Economic Analysis, Bloomberg, Advocate

Prior to 2000, the correlation between S&P 500 and AGG was largely positive for over two decades.
That period coincided with an era of elevated inflation. After 2000, inflation settled down to between
1 and 2% and the correlation between S&P 500 and AGG turned decidedly mixed to negative. We can
gain some more insight by plotting the annual equity-bond correlations against Core PCE.
FIGURE 15. CORRELATION OF MONTHLY RETURNS OF S&P 500 AND AGG (Y-AXIS) VS. CORE PCE (X-AXIS), 1977 – 2022

Data using monthly returns from 31 Dec 1976 to 31 Oct 2022. Sources: Bureau of Economic Analysis, Bloomberg, Advocate
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Historically, equity-bond correlations were mixed when Core PCE is less than 3%, but turns decidedly
positive when Core PCE rises above 3%. This suggests that a high-inflation period may herald a new
and sustainable era of positive equity-bond correlations. If the positive correlation across asset
classes becomes the new paradigm in an era of elevated inflation, investors may need to review
the diversification and optimization of their portfolios.

Final Thoughts – What Is Old May Indeed Be the New Normal!
Despite the ongoing tightening cycle, inflation is likely to simmer at an elevated level for a
considerable period of time. Core Service inflation has retaken its traditional role at the center of
Core CPI and will be well-supported by an incredibly strong labor market, driven by the sustained
decline in the U.S. labor force participation rate. To offset the impact of lower LFPR would require a 3
million drop in job openings just to bring the labor market back to pre-pandemic area (which was still
pretty hot). That is a tall order and reflects the enormity of the Fed’s task to bring inflation down to
its 2% target. Advocate believes a 6% (or greater) terminal Fed Funds rate may be necessary in this
tightening cycle.
The huge post-pandemic rise in inflation proved to be disastrous for asset class returns. Interest rates
have risen back to levels last seen in 2008 and many asset classes produced their worst returns in
many years. The worse news is the rise in correlation between equities, bonds and other asset classes
which dramatically increased the riskiness of diversified portfolios. Unfortunately, Advocate believes
positive asset correlation may well be the new normal in an era of elevated inflation.
As bonds lose their historical diversification effect in the brave new world of high inflation and
positively correlated assets, what can investors do to protect their portfolios? In the second part of
Advocate’s Back to the Future series, we will discuss the one-year history of Advocate’s Rising Rate
Hedge ETF (NYSE: RRH) and how products like RRH may be helpful tools for managers in their quest
for portfolio diversification and optimization.

Scott Peng
Chief Investment Officer
Advocate Capital Management
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DISCLAIMER
This report reflects Advocate market views and opinions and does not constitute investment advice or research.
Nothing in this report constitutes investment advice, nor does any mention of a particular financial instrument, index or
interest rate constitute a recommendation appropriate to the circumstances and needs of an investor to buy, sell, or
hold any financial instrument, security, or investment discussed therein. Furthermore, this report does not constitute
an offer to sell or issue investment interests or securities of any kind in a commodity pool, investment fund or any
other type of advised account. Such advice or offer can only be made by delivery of an offering memorandum or a
CTA Disclosure Document that has been filed with and accepted by the National Futures Association (NFA). Any such
offer will be subject to the terms and conditions contained in such documents, including the qualifications necessary to
become an investor.
The Manager may hold or control funds which hold long or short positions in, or otherwise be interested in the
financial instruments mentioned in this report.
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