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The Editorial

60/40 alive and kicking

Diversification is the closest you get to a ‘free lunch’ in investing, yet at the
same time the popular 60/40 framework is perhaps the relationship that has
been declared dead most times. The basic case for the 60/40 portfolio has
always been straightforward: combine two asset classes, specifically equities
and bonds, with different return drivers and reduce the overall risk of the
portfolio. However, a common misunderstanding is that to achieve
diversification you necessarily need to have negative correlation. Quite
frankly, to achieve diversification, the correlation simply needs to be less than
one. Of course, a negative correlation simply makes that benefit larger in
modern portfolio construction, but you still have diversification even without
it being negative

Most investors will still have fresh in their memory that 60/40 has been
declared dead at least twice during the past 10 years. First by the zero interest
rates environment, and then again in 2022, when inflation shocked both sides
of the 60/40 simultaneously. However, we'd argue that it survived both, and it
will likely also survive today’s concerns about public debt, rising term premia,
equity concentration and Al-driven market leadership, which has led to
obituaries by some commentators.

To us, the real question on this topic essentially boils down to what macro
regime we are in, and more fundamentally whether recent episodes warrant a
fundamental rethink of how the 60/40 behaves. We argue today that it's alive
and kicking offering the diversification it is expected to when it is demand shock
that dominates. While in the case of a supply shock, the answer is not as
straightforward. Therefore, we do not want to declare 60/40 dead. Not even
close.

Diversification is not the problem: it’s the shock

We can naturally always debate what diversification means, because quite
literally anything with a correlation less than one offers some different
attributes to the diversification debate. To us, the case for 60/40 has never been
that bond prices must always rise when equities fall: it's more about whether
equities and bonds are exposed to different return drivers and regimes.

How to calculate the correlations is a question of personal preference, and may
change depending on the use case. In today’s piece we focus on the monthly
changes and a correlation window of one year. However, as the chart below
shows, you may temporarily reach different conclusions if you change the
analysis window. Today, if you look back two years, you end up with a slightly
negative correlation, while you reach a highly positive number if you use the 1y
window. Strictly speaking, for TAA considerations, the shorter the window the
better, for SAA considerations, the longer the window the better.
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60/ 40 correlation the past 20y, MSCI ACWI local and total global bond index
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Note: Correlation between monthly changes of equities and bonds.
Source: Bloomberg, Macrobond, Danske Bank

It's not the level per se, it's the regime...

It is often referenced that the 60/40 stability depends on the interest level or
the inflation level. And specifically it has been argued that once the US 10y yield
approaches 4.5-5%, and/or inflation reaches around 3.5% or higher, the
correlation becomes positive, and thus non-diversified in the traditional
portfolio theory sense. The low interest/yield environment through most of
2010 offered the desired diversification.

However, there is some truth in the point that the starting yield level matters for
expected returns and the room for bonds to rally, but it is not the full story. To
us, the critical question to answer concerns the catalyst of the bond/equity
move. For example, a higher yield caused by better growth is very different from
a higher yield caused by an adverse supply shock. A fiscal-risk move is different
from successful policy normalisation. Higher starting yields affect expected
returns and the room for bonds to rally, but they do not tell us enough about
diversification. The regime does.

To dig deeper into the discussion, we use the recent paper by Bekaert, Engstrom
and Ermolov (2026). They do not directly address the 60/40, but they provide a
really interesting framework which we can apply to analyse today’s question.

Using their framework, we clearly observe demand shocks tend to preserve the
classic diversification role of bonds. Supply shocks do not allow for the same
conclusions, due to the (lack of] sensitivity between equities and supply
dynamics. Between 2005 and 2019, there is no particular correlation between
equities and the supply factor, but from 2022 the question leads to ambiguous
conclusions. What this essentially also implies is that equities are less
responsive to supply shocks from a portfolio perspective, and thus, it is not the
inflation that lowers the correlation, it's the regime driver.
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framework by Ademmer, Danial, Sakthivel and Roye
(2022) to gauge supply and demand drivers.
Source: Bloomberg, Macrobond, Danske Bank

... and thus its dynamics

Consequently, the challenge of the 60/40 is that it depends on the regime. This
also means that building a portfolio on a 60/40 framework is not only a bet on
two asset classes but more importantly, also an implicit bet on the macro shock
that dominates. In a demand shocks, the diversification aspects holds, in a
supply shock it may not, regardless of whether yields start at 3%, 4% or 5%. Of
course, you may argue that supply shocks lead to inflation, but the key nuance
is that the level is less relevant that the regime.

The Covid/supply regime change

Anyone following financial markets in recent years knows what has happened
since Covid, particularly when it comes to supply shocks. The pre-pandemic
decade was largely dominated by a demand-driven economy with low inflation
volatility and central banks with an easing bias, leaving the financial markets in
a demand driven setting. In 2022, the shock came from the supply side in the
form of an energy and supply chains shock, thus forcing inflation and rates
higher.

In the context of correlations, what we saw was that the bond-equity correlation
was virtually negative across all correlation windows throughout the decade
leading up to the supply shock. After changing “sign” around 2022, only recently
have certain “windows” started to exhibit negative correlations again (blue line).

To further illustrate the point of the supply shock in 2022, which is implicitly
assumed by investors today, we should examine the correlation between
equities and the oil price as an example. In 2022, we clearly saw a change from
the correlation being largely positive to hovering around 0 (gold line). However,
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and more importantly if you examine the change in oil prices and the implied
volatility of oil, then we see that until 2022, we had a close to perfect inverse
correlation between oil and its vol, meaning that if we saw an oil spike, implied
vols would compress. This happens in a demand driven environment. However,
between 2022 and until the Iran war in 2026, those two indicators were
essentially uncorrelated indicating that vols didn’'t react much to oil price
changes, and then most recently this changed markedly, with markets now
pricing implied vol and oil prices to reflect a new (supply) regime (green line).
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Why investors may still be fighting 2022

The danger is that investors turn 2022 into a permanent “rule”. Looking ahead
the relevant question is not whether 60/40 failed in 2022, but rather whether
the forces that made it change from its recent historical pattern are becoming
stronger or weaker and what the next shock will look like.

We do not share the concerns that a supply shock (inflation) is a problem today,
but at the same time, we can't conclude that the world is yet back to a 2010s
style regime with demand the dominant driver. However, we see this gradually
converging to that environment, i.e. going from inflation (supply] to growth
(demand), which should be good news for the correlations. In a demand regime
and shock, the diversification aspects work.

What 2022 destroyed has made bonds attractive again

Before concluding, one thing we can’t help highlighting is the irony at the centre
of the bond debate as well, which we will save for another Editorial to discuss in
depth, as it may not be at the centre of the 60/40 issue but is still worth
highlighting today.

While the 2022 repricing was painful it also restored the main thing bonds had
been missing for more than a decade, namely income. Across large parts of the
developed world, investors can now earn meaningful yields and the duration
trade is no longer just an insurance policy with a negative running cost. It is an
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asset class that pays investors while they wait, and that is a critical aspect of the
60/40 as well. And one thing is the carry, another is the higher starting yields
alsoimprove the protection value of bonds. Quite frankly, if ademand shock hits,
and growth disappoints, central banks can cut rates, bond prices will have
plenty of room to rally, compensating for the loss on the equity leg due to lower
activity. That room was limited in the zero-rate world. From that aspect, the
60/40 is more alive today than it has been in decades.

In conclusion

The conclusion to us is relatively straightforward. Building a portfolio on 60/40
is still a strong framework. The 60/40 portfolio is still alive, but admittedly its
diversification abilities are conditional on the regime that we are operating in.
Specifically, in a demand-led slowdown, bonds can still cushion equity
weakness. In an inflationary supply shock, they may not. So, whether we find
ourselves in a low or high inflation environment, a demand shock (whether
positive or negative] is expected to show a negative correlation between bonds
and equities, while in a supply driven shock, the correlation may not be stable,
thus we may end up with positive correlation between the two asset classes. In
other words, it is not inflation per se that drives the 60/40, it's the regime that
dominates.

And as argued above, the 60/40 is not just a bet on two asset classes, but it is
also an implicit bet on the macroeconomic regime in which those asset classes
operate. So looking ahead, even when we discuss the cited reasons for the death
of 60/40, we remain firmly confident that should a demand shock hit, we see
the negative correlation with diversifying aspects thrive. Irrespective of the
yield/inflation level, bonds vyields will fall mitigating for the demand driven
decline in equities.

And while not directly related to the correlation aspect, just note that the 60/40
is on track for almost a 15% return this year, should the current year to date run
rate continue.

Global 60740 portfolio performance
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General disclaimer and disclosure

The following disclaimer and disclosure apply to all communication as such, including communication to which it is attached, linked to or otherwise referenced (the
“Communication”). For the parts that refer to the term “investment recommendation”, the disclaimer and disclosure are only applicable as far as the Communication falls
under the definition in Regulation (EU) No 596/2014. The Communication has been prepared by personnel in the LC&I's Sales & Trading departments or non-independent
Research departments of Danske Bank A/S. The views set forward in the Communication may differ from views or opinions in other departments of Danske Bank A/S. It
constitutes a short-term view and is subject to change and Danske Bank A/S does not undertake to notify any recipient of the Communication of any such change. A list of
all previous investment recommendations on any financial instrument made in the past 12 months, including all previous investment recommendations made by the
producer is available upon request, free of charge.

The LC&l's Sales & Trading departments’ or non-independent Research departments' personnel are not independent research analysts, and the Communication is not
intended to constitute “investment research” as that term is defined by applicable regulations. The Communication has as such not been prepared in accordance with the
legal requirements designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination of the
communication. The personnel in the LC&I's Sales & Trading departments or non-independent Research departments may be remunerated based on investment banking
revenues, and may receive bonuses or other remuneration linked to specific investment banking transactions. Danske Bank A/S or its personnel may hold a position in any
financial instrument discussed herein. Personnel is subject to a Personal Account Dealing policies. Further, Danske Bank A/S may act as market maker or have performed
other services for the entities mentioned, which could include investment banking or other services, leading to payments or promises of payments. Prices and availability
are indicative and may change without notice.

The Communication is provided for informational purposes only and should not be considered investment, legal or tax advice. It does not constitute or form part of, and
shall under no circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments. Danske Bank A/S is not
acting as an advisor, fiduciary or agent. Recipients of the Communication should obtain advice based on their own individual circumstances from their own tax, financial,
legal and other advisors about the risks and merits of any transaction before making an investment decision, and only make such decisions on the basis of the investor's
own objectives, experience and resources. All investments carry risks. The value of any investment may fluctuate, and investors may get back less than they invested. Past
performance is not indicative of future results.

The Communication has been prepared independently and solely on the basis of available information that Danske Bank A/S considers to be reliable, but Danske Bank A/S
has not independently verified the contents hereof. While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, ex press or implied, is made as to and no reliance should be placed on the fairness, accuracy, completeness, currentness or reasonableness of the information,
opinions and projections contained in the Communication and Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential
loss, including without limitation any loss of profits, arising from reliance on the Communication.

For current disclosures of Danske Bank A/S' interests and potential conflicts of interest regarding issuers and financial instruments subject of investment recommendations
please refer to the Danske Bank's Disclosure and disclaimer webpage: https://danskeci.com/ci/research/disclosures-and-disclaimers.

Please note that while information on the great majority of relevant issuers and financial instruments are contained on this website, it may not contain information on all
relevant issuers and financial instruments. The absence of information on any relevant issuer or financial instrument should not be seen as an indication that Danske Bank
A/S does not have any interests or potential conflicts of interest on the issuer or financial instrument. Please contact your Danske Bank A/S representative for information
regarding any issuer subject of investment recommendation that is not mentioned on https://danskeci.com/ci/research/disclosures-and-disclaimers.

Danske Bank A/S is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject to the rules and regulation of the relevant regulators
in all other jurisdictions where it conducts business. Danske Bank A/S is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation
Authority (UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation Authority are available from Danske Bank A/S on
request.

The Communication is protected by copyright and is intended solely for the designated addressee. It may not be reproduced or distributed, in whole or in part, by any
recipient for any purpose without Danske Bank A/S’ prior written consent.

Disclaimer related to distribution in the United Kingdom

In the United Kingdom, the Communication is for distribution only to (I) persons who have professional experience in matters relating to investments falling within article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the ‘Order’); (Il) high net worth entities falling within article 49(2)(a) to (d) of the Order;
or (lll) persons who are an elective professional client or a per se professional client under Chapter 3 of the FCA Conduct of Business Sourcebook (all such persons together
being referred to as ‘Relevant Persons’). In the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely on this document
or any of its contents.

Disclaimer related to distribution in the European Economic Area

The Communication is being distributed to and is directed only at persons in member states of the European Economic Area (‘EEA’) who are ‘Qualified Investors’ within the
meaning of Article 2(e) of the Prospectus Regulation (Regulation (EU) 2017/1129) (‘Qualified Investors’). Any person in the EEA who receives this document will be deemed
to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to have represented and agreed that it has not received this document
on behalf of persons in the EEA other than Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the investor has
authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth and accuracy of the foregoing representations and agreements. Any
person in the EEA who is not a Qualified Investor should not act or rely on this document or any of its contents.

Disclaimer related to distribution in the United States

The Communication was created by Danske Bank A/S and is distributed in the United States by Danske Markets Inc., a U.S. registered broker-dealer and subsidiary of Danske
Bank A/S, pursuant to SEC Rule 15a-6 and related interpretations issued by the U.S. Securities and Exchange Commission. The communication is intended for distribution
in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske Markets Inc. accepts responsibility for this investment recommendation in
connection with distribution in the United States solely to ‘U.S. institutional investors'. Any U.S. investor recipient of the Communication who wishes to purchase or sell any
Relevant Financial Instrument may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial instruments may entail
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The Communication is for the general information of our clients and is a ‘solicitation’ only as that term is used within CFTC Rule 23.605 promulgated under the U.S.

Commodity Exchange Act. Unless otherwise expressly indicated, the Communication does not take into account the investment objectives or financial situation of any
particular person.
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