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The bond diversification effect: myth or reality?

18 May 2026

The Iran conflict has challenged bond diversification properties. While
history suggests diversification works reasonably well over the medium
term, shifting correlations make a static allocation increasingly risky.

1. The Iran-war shock saw both equities and bonds decline together. Correlation has turned positive,
highlighting that bonds may fail as a hedge, especially during inflation-driven stress. We take the
opportunity to revisit the role bonds play in a diversified portfolio.

2. Bonds help to reduce portfolio drawdowns, with the benefits strongest for bond allocations in the 40%-
60% range. Mid-maturity US Treasuries provide the most effective diversification to global equities, while
aggredate bond indices are less efficient due to their credit exposure. Treasury inflation-protected securities
(TIPS) can enhance expected returns in low-equity portfolios but offer no clear diversification advantagde
over Treasuries.

3. Historically, bonds have offset global equity losses in around 65% of market downturns. This is a relatively
high hit ratio, but not watertight. Furthermore, the gains they provide are smaller than equity drawdowns.
To benefit from diversification, portfolio allocation needs to be strongly skewed towards fixed income,
which takes a toll on the overall performance. This calls for a more-active and time-varying portfolio
allocation.

The Iran war has reignited the debate on the scope of bond diversification

The outbreak of war in Iran has triggered a setback in markets, with both bonds and equities posting nedative returns
simultaneously. In March, the MSCI World Index declined by 7%, while global bonds lost around 3%. This episode
reignited the debate of whether bonds provide diversification benefits and what role they should play in portfolio
allocation.

www.the-investment-institute.unicredit.eu 1




The Investment Institute The Short View
by UniCredit 18 May 2026

One argument that has gained traction is that bonds fail to offer protection during periods of equity market stress,
particularly when such stress is driven by inflationary pressures. Beyond asset-allocation considerations, this issue
also has broader implications for bond pricing. Diversification is a valuable characteristic, and investors are typically
willing to pay for it. If its effectiveness diminishes or even disappears, investors are likely to demand higher yields to
hold bonds.

Market sentiment has improved in since March. Losses in both equities and bonds have been largely reversed and
year-to-date portfolio performance has turned positive overall. Once adain, however, the two asset classes have
moved in tandem, leaving the question of equity-bond correlation open.

Chart 1 shows the correlation of weekly returns between dlobal equities (MSCI World) and the Bloomberg US
Aggregate Bond Index. Correlation is calculated over one-year and three-year rolling windows. Correlation increased
markedly following the onset of conflict in Iran, shifting from negative to positive. A similarly sharp shift occurred in
March 2020 at the start of the COVID-19 pandemic.

Positive correlation between global equities and bonds is not that unusual and has actually been more frequent than
negative correlation since 1992. When looking at US assets, which offer a londer historical perspective, positive
equity-bond correlation was almost the norm prior to 1990.

CHART 1: EQUITY-BOND CORRELATION HAS TURNED POSITIVE
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Source: Bloomberg, The Investment Institute by UniCredit
Note: Correlation of weekly returns between MSCI World and Bloomberg US Adgregate Bond Index

Bonds as a diversifier: a medium-term approach

In this section, we explore the diversification contribution bonds have provided in a global portfolio. We focus on a
medium-term investment horizon. From an investor perspective, achieving positive returns in both bonds and
equities is the ideal outcome, while nedative returns in both asset classes represent a clear and undesirable failure
of diversification. The frequency with which bonds deliver positive returns when equities post losses provides a useful
indication of how effectively diversification works.

How have things played out historically? Since January 1992, a period of almost 35 years, the most common outcome
(around 60% of the time) has been positive yearly returns in both bonds and equities. One contributing factor has
been the sustained decline in real yields during the late 1990s and the first decade of the 2000s, a trend that has
likely come to an end. As such, caution is warranted when extrapolating this pattern as a structural feature.
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Simultaneous negdative performance in both equities and bonds, the “ugly” form of positive correlation, has been
relatively rare, occurring only three times over this period, or roughly once every nine years. With the exception of
2022, bond returns during these episodes were only moderately nedative. Hence, while diversification failed, bonds
did not contribute too much to increasing portfolio losses.

Years in which equities declined while bonds delivered positive returns have occurred about 15% of the time. Looking
specifically at years when equities posted losses, bonds generated positive returns roughly 65% of the time. This
suggests that, in directional terms, diversification has worked reasonably well but was not watertight. Moreover, the
magnitude of bond gains has typically been smaller than equity losses. For diversification to be effective in practice,
the allocation to bonds needs to be large. This would nedatively affect the overall portfolio performance. A portfolio
with a 60% allocation to global equities would have experienced nedative returns roughly once every four years,
whereas reducing the equity allocation to 30% and increasing global bonds to 70% would have lowered the
frequency of losses to about one year in five. The average portfolio return would have been 6.7% in the first case
while 5.7% in the second one.

These findings sugdests that a static allocation is not optimal. A more-active approach to asset allocation should be
pursued.
CHART 2: GLOBAL BOND AND EQUITY PERFORMANCE PER YEAR
YEARLY RETURNS OF MSCI WORLD AND BLOOMBERG US AGGREGATE BOND INDEX (%)
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Source: Bloomberg, The Investment Institute by UniCredit
Note: Yearly returns over the period 1992-2025. For 2026, the chart shows the YTD return. The dotted line indicates the combinations of equity
and bond returns that lead to zero return of a portfolio 60% invested in equities and 40% in bonds.

Putting 2022 into perspective

2022 stands out as a clear outlier in Chart 2, with both bonds and equities posting large losses simultaneously. It
represents an extreme case of positive (and adverse) correlation and therefore warrants a more-detailed discussion.

It is important to stress from the outset that this was a highly unusual event. Looking back to 1977 using US data,
there are no episodes with comparable magnitude. While its drivers are worth exploring, the 2022 event should be
treated in a broader asset-allocation context, as a very rare occurrence rather than a structural risk.

The reasons behind the sharp decline in bond returns are relatively straightforward. After years of quantitative easing
and highly accommodative monetary policy, nominal yields were exceptionally low. For example, the yield on the
Bloomberg Global Aggregate Bond Index fell to around 0.90%, its lowest level on record. In response to the inflation
shock, major central banks simultaneously embarked on aggressive policy tightening.
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At the same time, equities were negatively affected by rising interest rates and a deteriorating macroeconomic
outlook. Valuations were relatively elevated, and the P/E ratio fell, reflecting both higher discount rates and growing
concerns about future earnings as monetary tightening weighed on economic activity.

Two key lessons can be drawn from the 2022 experience. First, bonds are more likely to provide diversification
opportunities when yields offer a good level of carry and when there is sufficient room for them to decline. This tends
to occur in advanced stages of the economic cycle. When yields are already low, for example after a period of
guantitative easing, the likelihood of a negdative equity-bond correlation diminishes. Second, correlation can turn
positive when real yields rise sharply for reasons unrelated to strong economic growth, such as an adverse inflation
shock. Quantitative tightening is also a factor that affects bonds and equities simultaneously, leading to positive
correlation.

Which fixed-income investment works better?

In this section, we examine which fixed-income asset class has offered the most effective diversification within a
portfolio. To assess the diversification benefits of different fixed-income allocations, we construct portfolios with
varying equity shares, starting at 10% equities and increasing it in steps of 10 percentade points up to 100%. We
consider four different options: the Bloomberg Global Aggregate Bond Index, the Bloomberg US Aggredate Bond Index
with 3-5Y maturity, Bloomberg US Treasuries with 5-7Y maturity and the Bloomberg US TIPS Index with 1-10Y
maturity. For each portfolio, we compute three key metrics: the maximum yearly drawdown, the average annual
return and the number of years with negative returns. Chart 3 illustrates the results.

CHART 3: 5-7Y USTS WORK BETTER TO DIVERSIFY RISK
AVERAGE RETURN AND MAXIMUM DRAWDOWN FOR DIFFERENT PORTFOLIO SET-UPS
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Source: Bloomberg, Institute
Note: The chart refers to Jan98-Dec25, when data for all four bond indices are available. Markers indicate an equity allocation of 20% and 60%,
respectively. The biggest drawdown happened in 2008 (51%)

The average drawdown per calendar year for the MSCI World is 17%, with 2008 being the worst year with 50%. 30%
drawdowns have not been uncommon. In this context, fixed-income assets contributed to lower portfolio drawdowns.
A portfolio invested 80% in bonds has an average drawdown of 3-4%. Bond allocations in the 40-60% range showed
average drawdowns at 8-10%, offering a good trade-off between protection to the downside and averade return.
Excluding 2008, which was a particularly bad year for equities, from the sample does not chande the qualitative
results. One messade from Chart 3 is that increasing allocation to bonds beyond a certain level has limited
improvement on drawdown.
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US Treasuries in the 5-7Y segment emerge as the most effective diversification tool, due to the targeted exposure to
sovereign credit, which tends to be more resilient during periods of equity-market weakness.

Chart 3 suggests that the correlation of US TIPS with global equities is not substantially different from that of USTs.
This asset class performs well during unexpected inflation shocks but is less liquid than USTs and underperforms
during periods of declining risk appetite.

Finally, the Bloomberg Global Aggregate Bond Index would have been a relatively poor option, exhibiting larger
drawdowns for levels of average return comparable to other bond indices. Moreover, more conservative allocations
to this index would have delivered relatively low average returns. Focusing on a US-centric aggregate index with
relatively short duration improves the outcome only marginally. This is largely because corporate bonds share some
underlying risk drivers with equities, thereby weakening the overall diversification benefit.

The short-term perspective: how bonds fare during equity stress

In this paragraph, we look at diversification from a short-term perspective. The question we ask is how bonds fare
when equities experience a sharp decline. For each year, we calculate the maximum drawdown for equities and the
performance of bonds in the corresponding period. Chart 4 shows the analysis for USTs with a 5-7Y tenor, which is
the asset class providing the best diversification. In 70% of the time, bonds post a positive performance, thus
diversification works mostly in the right direction. Virtually all episodes of failing nedative correlation occurred for
equity losses of less than 10%. When equities suffer more substantial setbacks, bonds react in the right direction
80% of the time. Adain, 2022 stands out as an exceptional year, in which bonds posted a disastrous performance
along with equities.

While bonds generally gain during equity drawdowns, the size of their gains is modest and, in general, not enough
to offset equity losses. Chart 4 indicates that equity losses tend to be four times larger, on average, than UST dains
during drawdowns. A hedde based on this would require allocating heavily on fixed income, with negdative
implications for medium-term returns. However, dains in bonds can be used to increase allocation to equities during
drawdowns. This could be a way of adapting allocation to market conditions in a dynamic way.

CHART 4: HOW BONDS PERFORM DURING EQUITY DRAWDOWNS
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Source: Bloomberg, The Investment Institute by UniCredit
Note: Drawdowns per year since 1992 for the MSCI World. Bond returns as reflected by the Bloomberg UST index with a maturity of 5-7V.
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Ledal Notices

Glossary

Terms used in the report are available on our website: Our glossary.

Marketing Communication

This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of
charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with legal
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead
of the dissemination of investment research.

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest.
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and
truthfulness of which the UniCredit Group makes no duarantees and assumes no responsibility. Interested parties must therefore carry
out their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation.
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also
be noted that:

4. |Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results.

5. Ifthe investment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly
according to changes in exchande rates and have an undesirable effect on the profitability of the investment.

6. Investments that offer high returns can undergo significant price fluctuations following any downgrading of creditworthiness. In the
event of bankruptcy of the issuer, the investor may lose the entire capital.

7. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at
the time of sale up to the entire capital invested.

8. Inthe presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable
information on their value.

9. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation of
the customer and may be subject to change in the future.

10. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results.

11. Diversification does not guarantee a profit or protect against a loss.

The UniCredit Group cannot in any way be held responsible for facts and/or damages that may arise to anyone from the use of this

document, including, but not limited to, damades due to losses, lost earnings or unrealised savings. The contents of the publication —

including data, news, information, imades, graphics, drawings, brands, and domain names — are owned by the UniCredit Group unless

otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not

allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them and use them for commercial purposes

without prior written autharisation from UniCredit Group unless if purposes of personal use only. E 25/1
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