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No More Free Lunch?
FRANK VALLE, CFA, CAIA, ASSOCIATE DIRECTOR OF FIXED INCOME & EVAN FRAZIER, CFA, CAIA, SENIOR RESEARCH ANALYST
Over the past several years, rising stock-bond correlations have reduced the diversification

benefits that long accrued to multi-asset portfolio investors
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There are many great things about working at Marquette Associates, but “Free Lunch Tuesday” is right at
the top of the list for many employees. Each week, the company generously provides catered cuisine from
one of Chicago’s many fine dining establishments, and team members gather in the cafeteria to enjoy great
conversation, build connections across the firm, and eat a tasty meal free of charge! Of course, since Marquette is
ultimately footing the bill, these lunches are technically not “free.” In fact, Nobel Prize-winning economist Harry
Markowitz famously stated that “diversification is the only free lunch in investing,” meaning that risk-adjusted
returns can be improved simply by combining different assets within a portfolio. For more than four decades,
this maxim held true, as an investor could add equity exposure to a fixed income portfolio and increase overall
returns while also reducing risk. Specifically, from 1976 through the end of 2019, the Bloomberg U.S. Aggregate
Bond Index notched annualized return and standard deviation figures of 7.3% and 5.3%, respectively. Given the
lack of correlation between stocks and bonds during that period, however, an investor could have created a
portfolio with a 90% allocation to the Bloomberg U.S. Aggregate Bond Index and a 10% allocation to the S&P
500 Index to increase overall returns while decreasing risk. This diversification benefit (i.e., free lunch) can be
observed on the left-hand side of the chart above.
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Another Nobel laureate, Milton Friedman, famously argued that “there is no such thing as a free lunch,”
emphasizing that every benefit comes with an associated opportunity cost. The last several years have
certainly supported this notion, as the slope of the efficient frontier of stock-bond portfolio combinations
has increased significantly since the start of 2020, and investors across the spectrum of combinations
have been required to accept greater risk to achieve higher returns. Remarkably, the 100% S&P 500 Index
portfolio exhibited the highest Sharpe ratio (0.69) of any of the combinations on the 2020-2026 efficient
frontier, meaning that any amount of fixed income exposure led to lower risk-adjusted returns for investors
over this period. This is in stark contrast to the 1976-2019 period, during which the 100% S&P 500 Index
had the lowest Sharpe ratio of any possible combination on the efficient frontier (0.51), with the highest
being a combination closer to 50% S&P 500 Index and 50% Bloomberg U.S. Aggregate Bond Index (0.65).

The primary driver of the dynamics detailed above has been the breakdown in the traditional relationship
between stocks and bonds. Historically, bonds exhibited low or even negative correlation with equities,
providing meaningful diversification benefits within multi-asset portfolios. For instance, during periods
of economic expansion in previous decades, stronger growth and rising interest rates often weighed
on bond prices while supporting corporate earnings and stock valuations. Conversely, during periods of
economic stress, declining interest rates generally boosted bond prices while causing equities to come
under pressure. Indeed, from 1976 through 2019, the Bloomberg U.S. Aggregate Bond Index exhibited a
correlation of 0.20 with the S&P 500 Index. This relationship, however, has changed materially since the
start of 2020. That year, the Federal Reserve responded to the economic shock caused by the COVID-19
pandemic with aggressive monetary easing, driving interest rates sharply lower and supporting strong
returns across both fixed income and equity markets. The Bloomberg U.S. Aggregate Bond and S&P 500
indices returned 7.5% and 18.4%, respectively, in 2020. In 2022, circumstances shifted sharply, as high
inflation, tighter financial conditions, and concerns around corporate profitability proved challenging for
most asset classes, and the Bloomberg U.S. Aggregate Bond and S&P 500 indices returned -13.0% and
-18.1%, respectively. One notable factor contributing to the higher correlation between stocks and bonds
in recent periods has been the increasing concentration of growth-oriented companies within equity
indices. Because these businesses derive a significant portion of their value from cash flows expected
far in the future, their valuations are particularly sensitive to interest rate fluctuations. As a result, rates
have played a more prominent role in determining both fixed income and equity returns over the last few
years, increasing the likelihood that the two asset classes move in the same direction. To that point, the
correlation between the Bloomberg U.S. Aggregate Bond Index and the S&P 500 Index has been 0.51
since the start of 2020.

While the benefits of a traditional stock-bond portfolio may now be less pronounced than they have been
historically, diversification remains a valuable portfolio construction tool because equities and fixed income
are still not perfectly correlated. Even if the two asset classes move in the same direction over the coming
quarters, the higher bond yields offered today provide a meaningful source of income and return that was
largely absent during the low-rate environment of the early 2020s. Additionally, as inflation continues to
moderate and monetary policy normalizes, the historical relationship between stocks and bonds is likely
to reassert itself, which may restore some of the diversification benefits investors have come to expect
from multi-asset portfolios. Although the diversification benefits of a traditional stock-bond portfolio have
diminished in recent years, maintaining exposure to multiple sources of return remains a cornerstone of
prudent long-term investing. And for all of us at Marquette Associates, let's hope the phrase “no more
free lunch” never extends beyond portfolio theory and into the lunchroom! »
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CONFIDENTIALITY NOTICE: This communication, including attachments, is for the exclusive use of the addressee and contains
proprietary, confidential and/or privileged information; any use, copying, disclosure, dissemination or distribution is strictly
prohibited. Marquette Associates, Inc. retains all proprietary rights they may have in the information.

Marquette Associates, Inc. (“Marquette”) has prepared this document for the exclusive use by the client or third party for which
it was prepared. The information herein was obtained from various sources, including but not limited to third party investment
managers, the client’s custodian(s) accounting statements, commercially available databases, and other economic and financial
market data sources.

The sources of information used in this document are believed to be reliable. Marquette has not independently verified all
of the information in this document and its accuracy cannot be guaranteed. Marquette accepts no liability for any direct or
consequential losses arising from its use. The information provided herein is as of the date appearing in this material only and is
subject to change without prior notice. Thus, all such information is subject to independent verification, and we urge clients to
compare the information set forth in this statement with the statements received directly from the custodian in order to ensure
accuracy of all account information. Past performance does not guarantee future results and investing involves risk of loss. No
graph, chart, or formula can, in and of itself, be used to determine which securities or investments to buy or sell.

Forward-looking statements, including without limitation any statement or prediction about a future event contained in this
presentation, are based on a variety of estimates and assumptions by Marquette, including, but not limited to, estimates of future
operating results, the value of assets and market conditions. These estimates and assumptions, including the risk assessments and
projections referenced, are inherently uncertain and are subject to numerous business, industry, market, regulatory, geopolitical,
competitive, and financial risks that are outside of Marquette’s control. There can be no assurance that the assumptions made in
connection with any forward-looking statement will prove accurate, and actual results may differ materially. Indices have been
selected for comparison purposes only. Client account holdings may differ significantly from the securities in the indices and the
volatility (beta) of the account may be materially different from client account performance and may be more or less than the
benchmark. You cannot invest directly in an index. Artificial intelligence has been utilized during the preparation of this document.

The inclusion of any forward-looking statement herein should not be regarded as an indication that Marquette considers forward-
looking statements to be a reliable prediction of future events. The views contained herein are those of Marquette and should
not be taken as financial advice or a recommendation to buy or sell any security. Any forecasts, figures, opinions or investment
techniques and strategies described are intended for informational purposes only. They are based on certain assumptions and
current market conditions, and although accurate at the time of writing, are subject to change without prior notice. Opinions,
estimates, projections, and comments on financial market trends constitute our judgment and are subject to change without
notice. Marquette expressly disclaims all liability in respect to actions taken based on any or all of the information included or
referenced in this document. The information is being provided based on the understanding that each recipient has sufficient
knowledge and experience to evaluate the merits and risks of investing.

This document does not constitute an offer to sell, or a solicitation of an offer to buy, any interest in any investment vehicle,
and should not be relied on as such. Targets, ranges and expectations set forth in this presentation are approximations; actual
results may differ materially. The information and opinions expressed herein are as of the date appearing in this material only,
are subject to change without prior notice, and do not contain material information regarding the Marquette Model Portfolio,
including specific information relating to portfolio investments and related important risk disclosures. The descriptions herein of
Marquette’s investment objectives or criteria, the characteristics of its investments, investment process, or investment strategies
and styles may not be fully indicative of any present or future investments, are not intended to reflect performance and may be
changed in the discretion of Marquette. While the data contained herein has been prepared from information that Marquette
believes to be reliable, Marquette does not warrant the accuracy or completeness of such information.

About Marquette Associates

Marquette was founded in 1986 with the sole objective of providing investment consulting at the highest caliber of service.
Our expertise is grounded in our commitment to client service — our team aims to be a trusted partner and as fiduciaries,
our clients’ interests and objectives are at the center of everything we do. Our approach brings together the real-world
experience of our people and our dedication to creativity and critical thinking in order to empower our clients to work
towards their goals.

Marquette is an independent investment adviser registered with the U.S. Securities and Exchange Commission under the
Investment Advisers Act of 1940, as amended. Registration does notimply a certain level of skill or training. More information
about Marquette including our investment strategies, fees, and objectives can be found in our ADV Part 2 and Form CRS
which are available upon request and on our website. For more information, please visit www.MarquetteAssociates.com.
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