T. ROWE PRICE INSIGHTS

ON THE SEARCH FOR YIELD

Balancing Yield With
Portfolio Stability

Understanding an asset’s growth and defensive

qualities is key.

nvestors typically have several

objectives when constructing

multi-asset portfolios, which may
include delivering a targeted income,
generating capital gains, and avoiding
large drawdowns. The problem is,
some of these objectives may conflict.
For example, allocations to equities
and higher-yielding assets often play a
key role in delivering growth and yield
outcomes—however, allocating solely
to such assets is unlikely to deliver a
stable portfolio in volatile markets.

In this, the second in a series of articles
on the search for yield, we focus on
how understanding the difference
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between growth and defensive assets
within fixed income can ensure that
your bond portfolio is delivering on
other objectives, such as diversification,
as well as providing yield.

Not All Bonds Provide Diversification
(Fig. 1) Some corporate debt moves in tandem with equities
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Past performance is not a reliable indicator of future performance.

Source: Bloomberg Finance L.P. Analysis by T. Rowe Price.

Global Aggregate: Bloomberg Global Aggregate hedged to EUR, Global Investment Grade (IG):
Bloomberg Global Aggregate Corporate hedged to EUR, Global High Yield (HY): Bloomberg Global
High Yield hedged to EUR, Emerging Market Debt (EMD) Hard Currency (HC): Bloomberg EM Hard

Currency Aggregate hedged to EUR.
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...corporate bonds,
high yield, and
emerging market
debt are more
heavily exposed to
the economic and
market cycle....

Put simply, you
cannot diversify
equity risk by
holding high
yield bonds.

High Yield Debt Has Been Highly Correlated With Equities
(Fig. 2) This is particularly apparent during periods of turbulence

Global Global
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As of February 28, 2022.

Past performance is not a reliable indicator of future performance.

Source: Bloomberg Finance L.P. Analysis by T. Rowe Price.

Global Equities: MSCI ACWI in EUR, Global Aggregate: Bloomberg Global Aggregate hedged to EUR,
Global IG: Bloomberg Global Aggregate Corporate hedged to EUR, Global HY: Bloomberg Global High
Yield hedged to EUR, EMD HC: Bloomberg EM Hard Currency Aggregate hedged to EUR.

When making asset allocation decisions,
we believe it is useful to look beyond
asset class labels such as “equities” or
“fixed income.” For this reason, we use a
component-based approach to building
multi-asset portfolios that examines

the outcomes and characteristics of
assets. This approach classifies assets
as either a growth component with
growth characteristics or a defensive
component with proven ability to provide
stability in periods of market volatility.
We believe that this makes it less likely
that diversification disappears in periods
when it is most required—in turbulent
spells of market stress.

Although the yield on fixed income
assets has generally increased from
the lows seen during the COVID-19
pandemic, they remain low relative

to much of history, particularly for
high-quality government bonds.

For investors looking to generate a
regular income, this makes investing
elsewhere in the fixed income universe
more attractive. The only issue with
such a strategy is that holdings such

as corporate bonds, high yield, and
emerging market debt are more heavily
exposed to the economic and market
cycle and, hence, are better classified
as growth-oriented assets. Through this
lens, we observe a greater bias toward
growth assets for the typical multi-asset
portfolio than may be immediately
obvious at first glance.

For example, global aggregate bonds,
which we view as a safe haven asset,
tended to have low positive or negative
correlation with global equities over

the past few years. Other forms of

fixed income, however, were more
likely to move in the same direction as
equity markets—particularly during the
pandemic crisis period of early 2020
(Figure 1). Even the correlations of
investment-grade corporate credit with
equities spiked as investors sought out
only the safest havens and the values
of risky assets plummeted. However, as
sentiment improved from the second
quarter of 2020 onward, assets such as
high yield and emerging market debt
rebounded sharply.

High yield debt offers perhaps the
clearest example of how the search

for yield can impact portfolio stability
(Figure 2). Although it is classified

as fixed income, the asset is highly
exposed to economic conditions and
sentiment and has tended to move in a
similar way to equity markets. Expecting
diversification from high yield in times of
equity market turbulence is likely to lead
only to disappointment. Put simply, you
cannot diversify equity risk by holding
high yield bonds.

In the current environment, where
fears over persistent inflation and

central bank responses to it are at
the forefront of investors’ thinking,

INVEST WITH CONFIDENCE™ 2



it may be that high-quality fixed

income is less attractive as a diversifying
asset. We would suggest considering
inflation-linked government bonds, as
well as active strategies with a wide

value in turbulent markets, against this
background. Active returns—or alpha—
have imperfect correlations with market
returns and may, therefore, add to the
diversification of portfolios.

toolkit and a proven ability to add

Investment Risks

Fixed-income securities are subject to credit risk, liquidity risk, call risk, and interest-rate risk. As interest rates rise, bond prices
generally fall.

Investments in high-yield bonds involve greater risk of price volatility, illiquidity, and default than higher-rated debt securities.

International investments can be riskier than U.S. investments due to the adverse effects of currency exchange rates, differences
in market structure and liquidity, as well as specific country, regional, and economic developments. These risks are magnified in
emerging markets.
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