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Why Care about Treasury Bond Risks?

Bond-stock correlations changed 1980s vs. 2000s, may change again

Bond-stock correlations matter for households, governments, firms

Volatility of 60-40 stock-bond portfolio (e.g. Campbell and Viceira (2002))

Cost of sovereign debt and optimal sovereign debt issuance (e.g. Barro

(2003), Du, Pflueger, and Schreger (2020), Lannoy, Bhandari, Evans, Golosov, and Sargent (2022))

State-contingency of corporate debt (e.g. Fisher (1933), Kang and Pflueger (2015))

Informative about inflation and macroeconomy
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Supply Shocks, Monetary Policy, or “Flight-to-safety”?
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Back to the 1980s?
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This Paper

1 Positive bond-stock betas as in 1980s arise only if supply shocks are
paired with fast, anti-inflationary monetary policy response

2 Bond betas as real-time tracker: Post-pandemic bond risks look
markedly different from 1980s

Financial markets consistent with less aggressive Fed response and
“softer landing” after supply shocks.
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DATA
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Historical Link Between Inflation, Stocks, and Bonds

Cieslak and Pflueger (2023), Figure 1, data from Robert Shiller

Nominal bond yields clearly linked to long-term inflation

Inflation was bad for stocks in 1980s, but good in 2000s
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Rolling Treasury Bond-Stock Betas
Quarterly 1979.Q4-2022.Q3
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xrn,t+1 = α + βxreqt+1 + εt+1, quarterly returns, 5-year rolling windows
Pflueger (2023) Figure 1
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Shorter Window
Daily July 2018-February 2023
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Pflueger (2023), Figure 1
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Breakeven Moves with Stock Market
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Pushes nominal bond-stock return beta negative
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Real Yields Move Against Stock Market
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Decoupling of Nominal and Real Yields

.5
1

1.
5

2
2.

5
3

Br
ea

ke
ve

n 
10

 Y
R

0
1

2
3

4
N

om
in

al
 1

0 
YR

01jan2018 01jan2019 01jan2020 01jan2021 01jan2022 01jan2023
Date of Observation

Nominal 10 YR Breakeven 10 YR

Pflueger (2023) Back to the 1980s or Not? May 2023 12 / 29



MODEL
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Interaction of supply shocks & policy response ⇒ Bond risks
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New Keynesian Model with Countercyclical Risk Aversion

Euler equation: xt = f xEtxt+1 + ρxxt−1 − ψrt + vx ,t︸︷︷︸
Demand Shock

Phillips curve: πw
t = f πEtπ

w
t+1 + ρππw

t−1 + κxt + vπ,t︸︷︷︸
Supply Shock

Monetary policy rule: it = ρi it−1 +
(
1− ρi

)
(γxxt + γππt) + vi ,t︸︷︷︸

MP Shock

xt = output gap, πt = inflation, it = rt + Etπt+1 nominal rate

Habit formation preferences (Campbell, Pflueger, and Viceira (2020,
JPE))⇒ exactly log-linear macro Euler equation and non-linear risk
premia in bonds and stocks

Different from this prior work, analyze supply and demand shocks
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Countercyclical Risk Aversion via Habits
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CALIBRATION
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Changes in Prevalent Shocks 1980s vs. 2000s
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Changes in Monetary Policy Conduct 1980s vs. 2000s

Monetary policy rule: it = ρi it−1 +
(
1− ρi

)
(γxxt + γππt) + vi ,t

Pflueger (2023) Back to the 1980s or Not? May 2023 19 / 29



Asset Pricing Implications: Stocks

1979.Q4–2001.Q1 2001.Q2–2019.Q4
Model Data Model Data

Equity Premium 7.33 7.96 9.15 7.64
Equity Vol 14.95 16.42 19.29 16.80
Equity SR 0.49 0.48 0.47 0.45
AR(1) pd 0.96 1.00 0.93 0.84
1 YR Excess Returns on pd -0.38 -0.01 -0.38 -0.50
1 YR Excess Returns on pd (R2) 0.06 0.00 0.14 0.28
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Asset Pricing Implications: Bonds

1979.Q4–2001.Q1 2001.Q2–2019.Q4
Model Data Model Data

Yield Spread 2.28 1.53 -0.58 2.06
Return Vol. 15.82 14.81 2.12 9.28
Nominal Bond-Stock Beta 0.86 0.24 -0.09 -0.31
Real Bond-Stock Beta 0.05 0.08 -0.08 -0.06
1 YR Excess Return on slope* 1.26 2.55 -0.31 0.86
1 YR Excess Return on slope (R2) 0.01 0.07 0.01 0.02

* = targeted
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ECONOMIC MECHANISM
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Impulse Responses

1 percentage point shocks

2000s Calibration: Monetary policy rule leads to “soft landing”
after adverse supply shock
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Model Positive Bond-Stock Betas in 1980s...
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1980s Betas Flip with Prevalent Shocks or Monetary Policy
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Model Negative Bond-Stock Betas in 2000s
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2000s Betas Do Not Flip

Positive bond-stock betas are harder to generate than one might think

Only if supply shocks and fast anti-inflationary monetary policy work
together
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Bond Betas Are All About What’s in Investors’ Minds

Bonds benefit endogenously from “flight-to-safety” if supply-shock
driven stagflation deemed sufficiently unlikely
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Conclusion: Not (Yet) Back to Stagflationary 1980s

Positive nominal bond-stock betas require both supply shocks and
fast, anti-inflationary monetary policy

Explains switch from positive nominal bond-stock betas in 1980s to
negative nominal bond betas in 2000s

Endogenous “flight-to-safety” turn bond-stock betas into
forward-looking indicator of investors’ perceived equilibrium

In contrast to 1980s, small nominal bond risks appear to indicate
“soft(-ish) landing” after adverse supply shocks

But of course only the future tell what’s next: Bond-stock betas will
be important indicator to track
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