
September 11, 2019 
 
Revisiting the Ice correlation in US capital markets 

It is hard to dismiss the recent steep decline in US Treasury yields as entirely benign.   

Despite the recent modest backup, the 10-year nominal yield remains within 40 basis points of its 
(closing) low for the cycle, which appears to have been a record low in the data running back to 1870.    1

Meanwhile, the estimated real yield in the 10-year Treasury is hovering near zero.  At first approach, that 
may not seem so remarkable, as estimated real yields were quite negative during the first and second 
world wars.  However, real yields are poorly estimated for the WWI period, because adherence to the 
Gold Standard made trailing inflation a poor proxy of inflation expectations.  And during the second world 
war, yields were directly controlled, in part through actual financial repression, not the made up kind 
imagined by modern-era entitled whiners.  Accordingly, it would not really be far from the mark in this 
context to describe zero-to-negative real yields at long maturities as unprecedented. 

This is unnerving in at least a couple regards.  First, the financial system does seem to be legitimately 
challenged by low yields, as has been widely documented.  Second, we don’t really know what is causing 
these low real yields, beyond a sense that they probably reflect to some extent weakened long-term real 
growth prospects.  Weaker growth should imply lower returns to equities going forward, even if they are 
not overvalued and do not need to correct lower in price.  And perhaps more to the point, it is not 
unreasonable to turn a bit more risk averse when one does not really know what is going on.  So, I am 
trying not to keep an open mind, to allow my thoughts to evolve over time. 

Treasuries diversify risk assets 
 

Source: FRED, Bloomberg, FH calculations 
Data are weekly and run to last Friday’s close. 

 For periods prior to 1962, I rely on Robert Shiller’s data which are monthly. 1
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Still, I want to return here to the issue of the apparently-depressed term premium in the US Treasury 
market, which is constructive, at least in isolation.  There have been a couple new “developments” here, 
one of which is simply my stumbling across some cool research, and the other of which involves the 
environment itself actually changing.  Let’s take these in order. 

The Ice correlation and lower term premium 
  
Back in February, analysts at the hedge fund DE Shaw produced a paper called Positively Negative, 
Stock Bond Correlation and Its Implications for Investors.  I regret not knowing about the paper at the 
time, because it hits some themes that are very much to my taste.  But I recently learned about it by 
following a discussion on Twitter.  The world continues very slowly to wake up to the fact that the term 
premium is driven by economic fundamentals, rather than marginal manipulations of duration supply 
achieved via QE and its withdrawal.  

The main point raised by the paper is that the low inflation regime has forced a switch in the correlation 
between stocks and bonds, which has raised the fair level of valuation in both asset classes.  And this 
effect is likely to last for as long as the lowflation (my term) backdrop persists.  The money passage 
begins on page 9 and is worth citing at length: 

Our view is that this meaningful shift in the behavior and pricing of these assets can largely be 
traced to one particular set of institutions: global central banks. The success of those institutions in 
anchoring longer-term inflation expectations and enhancing the predictability of monetary policy 
has, in our view, been a key factor leading to the shift. 

Through that effect, central banks are largely responsible for bringing the term premium lower over 
the past several decades. While market observers have been fixated on the role of central banks’ 
quantitative easing (QE) programs in driving down the term premium in the past few years, we 
believe that these other aspects of monetary policy have played a much more powerful role in 
producing this outcome over a longer horizon. Indeed, the decline in the term premium began well 
before QE was ever put into place (as can be seen in Figures 7a and 7b). 

Under that view, the path of the term premium going forward rests on whether central banks 
continue to achieve success along these dimensions. If central banks were to lose their grip on 
inflation or allow policy to become more erratic, we would expect a significant and painful reversal 
of the favorable market dynamics that have characterized the past two decades. The term 
premium would likely shift higher, and investors would face a substantial increase in aggregate 
portfolio risk, as stocks and bonds would begin to move together. 

However, we believe that a dramatic shift in this direction is unlikely. Our view is that developed 
economy central banks will continue to achieve success in keeping inflation expectations low and 
stable, allowing the negative correlations between stocks and bonds to persist for the foreseeable 
future. 

The report provides lots of carefully worked up empirical evidence that I think is worth wading through if 
this subject interests you.  I would say that the most interesting bit is Figure 1 on page 2, which shows a 
moving correlation between daily returns in the S&P500 and 10-year Treasury.  The chart has almost 
exactly the same shape as my own Fire and Ice concept shown above, on page 1, although it depicts 
correlation rather than beta and uses slightly more complicated measurement.   The point is that the 2

relationship has switched signs, with important and durable implications for both stocks and bonds.  3

  

 To be specific, the moving correlation is calculated with geometrically declining lags rather than with a fixed 2-year rolling 2

window, as in my own measure.  I see the case for their approach, but practically speaking it does not matter, as the pictures are 
almost identical. 

 An important source of the apparent free lunch here is that it is more efficient for the public sector issuing nominal bonds to bear 3

the recession/deflation risk. But that is beyond the context of this note and for now above my pay grade. The conclusion of 
opportunistic disinflation in the mid-1990s was a big event with durable implications. 
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https://www.deshaw.com/assets/articles/DESCO_Market_Insights_20190208_1.pdf


The report speculates that it is possible that the stock-bond correlation might become even more negative 
with the further passage of time. And this appears in fact to be what has actually happened over the 
intervening months since its publication. That is shown by my own — more current — chart at the front of 
this report and by analysis of shorter-term trends which I do not show here. 
  
I think the DE Shaw paper is well argued and I bring it to your attention with the hope that you will find it 
authoritative.  However, I would add two fundamental points to their story, which I have discussed 
elsewhere, and which I will reiterate here only in point form: 

• That the correlation between stock and bond returns has durably switched signs provides justification 
for the term premium turning negative, which is obviously important.  However, the scale of the term 
premium, under both regimes, should in principle be largely a function of bond yield volatility.  In the 
“Fire” regime, reduced bond yield volatility should make the term premium less positive.  And in the 
“Ice” regime, lower volatility should make the term premium more negative.  Moreover, the evidence 
suggests that this has in fact been the case. 

• Reduced volatility in the real economy appears to have contributed to a rise in equity market valuation, 
which has arguably further enhanced the need for Treasures as a hedge.  If underlying economic 
volatility were much higher, then there might be less risk asset exposure to diversify away.  I concede 
this point is complicated and uncertain, but it is relevant.  

Bit more confident that the term premium has actually gone negative 

So that is the development that I have somewhat belatedly learned about, and now we can switch to the 
new thing that has actually happened in the world.  It looks as though we can now actually be more 
confident that the term premium in the Treasury market has actually turned meaningfully negative. 

Over the years, I have tended to emphasize the ACM measure of the term premium, because it has been 
favored by officialdom and is therefore fair ball in proving that the official QE story is incoherent and false.  
The ACM measure went negative when the Fed began its actual exit from QE and has not looked back 
since, moving lower and lower as Treasury supply has flooded into the market from all sources.  
Awkward.  

However, term premia are hard to measure reliably and the failure of the steep decline in the ACM metric 
to be ratified by the Christensen-Rudebusch (CR) measure has given me pause.  However, the news 
here is that this has changed with the most recent update of the CR data through August.  The CR 
measure remains the least inclined — compared with others — to show that QE was utterly pointless, 
beyond signaling.  But qualitatively, it seems to have joined the crowd in confirming that the portfolio 
balance effects of QE were at most deeply secondary.  

Even CR shows now no enduring effect from exit 
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https://www.frbsf.org/economic-research/indicators-data/treasury-yield-premiums/


The official counterfactual 

Since the end of August, the ACM measure of the term premium has backed up 13 basis points to 
-1.16%, so it would not be shocking if the CR estimate for today ends up getting reported marginally 
higher as well.   

But just to drive home the qualitative point, let’s compare how the average of the ACM and CR estimates 
of the term premium have evolved over the past few years relative to what Fed economists estimated 
would be the effect — taken in  isolation — of the exit from QE.  I refer here to Ihrig and Wei, whose work 
has been highlighted by FOMC members, including the chair, as providing a reasonably reliable guide to 
the effect of the QE exit on  their own estimate of 10-year term premium.   

Briefly, Ihrig and Wei (IW) estimated that QE was holding down the premium by 99 basis points points as 
of the end of 2016 and that the effect would fade to 57 bps by now and to 11 bps by the end of 2025. 

In the chart below, I show the IW estimates as a deviation from the level at the end of 2016, so that I can 
make them comparable with the actual change of the term premium, as estimated (on average) by ACM 
and CR.  I also, somewhat brazenly, show a second line of estimated “supply” effects, which adds to the 
IW estimates the effects of booming Treasury supply.  After all, if QE withdrawal matters, then so too 
should organic Treasury supply.  My less than scientific estimate simply doubles the slope of the IW path.  
You can be dubious about that if you like, but I have been clear what I am doing here.  There is less than 
no reason to believe the supply effects of QE should be more important than, you know, actual supply. Of 
course, QE enthusiasts will insist this stuff is merely counterfactual, the ultimate immunizing stratagem to 
make their claims totally non-falsifiable.   

 

Source: Federal Reserve Board, FRBs New York and San Francisco, FH calculations. 
Term premium data are quarter end through Q2 and then end August shown as Q3. 
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https://www.federalreserve.gov/econres/notes/feds-notes/effect-of-the-federal-reserves-securities-holdings-on-longer-term-interest-rates-20170420.htm


Still, so far as we can even estimate this stuff, the difference between the “actual” change of the term 
premium and what IW roughly implied would be the effects of supply — taken in isolation — has been 200 
basis points.  

And, no, this is not about QE being wrapped up marginally early.  The sign of the change is wrong, and 
quantitatively the counterfactual path is dominated by the debt and the change of nominal GDP.   

But this dissing of QE is a very old story that is not even bearish.  It simply insists that the cause of the 
low term premium is not QE or even notional supply taken more broadly.  Rather, the low term premium is 
about low volatility and the Ice correlation.   

I agree with DE Shaw analysts that this regime should persist for as long as the low inflation regime 
persists, although we will get movements of the term premium in response to the business cycle as well.  
And net net it is constructive.  As I have long emphasized, QE not  being the main thing is constructive, at 
least taken in isolation. Obviously, it is not the only consideration here.  

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
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