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ARE YOU WORRIED ABOUT AN
EQUITY MARKET SELL-OFF?

How much longer can the equity bull market last? It's a question nobody can
answer for certain, but many investors are de-risking in anticipation of a market
correction. Central banks are beginning to unwind the stimulus measures that
have supported the market for the past decade, while increasingly strained trading
relationships could threaten the global economy. Concerns over the vulnerability of
stock markets are growing, putting increased focus on portfolio construction and
diversification.

At T. Rowe Price, our T. Rowe Price Dynamic Global Bond (DGB) Fund seeks to
provide diversification from equities to achieve optimal sustainable income while
minimising downside risk. The fixed income landscape is vast and includes assets
with different degrees of risk and varying levels of correlation to equities - we
believe that it is important to invest across countries, sectors and securities to
generate potential stable returns at different stages in the interest rate cycle, to
minimise potential downside losses and to offer a different path of returns during
equity market downturns.

A Strong Approach

Our track record in achieving this is strong, in recent years, the DGB Fund has
consistently outperformed the S&P/ASX 200 Index during periods of negative
equity returns. During the U.S. equity flow reversal witnessed at the end of January
this year, the S&P/ASX 200 Index fell 4.18%, while the DGB Fund gained 0.99%.
Prior to that, around the time of the UK’s vote to leave the EU, the S&P/ASX 200
Index fell by 5.6% between 8-27 June 2016 while the DGB Fund gained 1.14% over
the same period (see Figure 1).

The DGB Fund also outperformed the S&P 500 Index during the three prior equity
market drawdowns. We achieved this not only by allocating to high-quality fixed
income assets with low correlation to equity markets, but also by implementing
specific defensive strategies involving currency and credit markets to better mitigate
the risk at times of stress.

So What Does This Mean?

One of the consequences of being diversified from equities is that it can be more
difficult to outperform when equity markets are rising. This has been the case for
most of the period since the Global Financial Crisis — excepting the relatively short-
lived equity drawdowns shown in Figure 1, there has been a continuous equity bull
market since March 2009.
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FIGURE 1: The Benefits of Diversification

Cumulative performance of Dynamic Global Bond Fund since February 2014, gross of fees.
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Past performance is not a reliable indicator of future performance.
Source: T. Rowe Price, Standard & Poor’s and FactSet.

Getting back to the question of how
much longer the equity bull market will
run, there are signals to suggest it may
be coming to an end. The U.S. Federal
Reserve has hiked its benchmark
lending rate twice since January and is
expected to raise it twice more before
the end of the year, which will likely be
followed by tightening measures from
other central banks. Rising interest rates
increase borrowing costs for business
and consumers, as well as encouraging
investors to shift money from stocks

to bonds. Rate hikes can also trigger
recessions, which often kill off bull
markets - as they have done for three
of the past five U.S. recessions, which
were triggered by Fed rate rises.

At the same time, concerns are
continuing to rise about the prospect

of an extended trade war between the
U.S. and its trading partners, particularly
China. If U.S. President Donald Trump
presses ahead with aggressive tariffs

on imports to the U.S., and if these

are followed by retaliatory measures
from other countries, the impact on

the global economy could be severe:
the International Monetary Fund has
warned that a trade war could cost the
global economy $430 billion by 2020 -
potentially triggering major stock market
declines.

The likely timing of a drawdown is
difficult to predict. This year there have
been potential warning signals in the
form of short-lived spikes in volatility, but
so far this has not led to persistent equity
market declines - indeed, the S&P 500
Index reached a new record high as
recently as August. There are signs that
certain parts of the market are becoming
more volatile, particularly emerging
markets, but as yet there has been no
systemic risk aversion or contagion. This
has meant that many of our defensive
positions in the DGB Fund have not

paid off - in periods of equity market
strength, defensive assets effectively
become insurance premiums. However,

Periods of Negative Equity Returns

3 September 2014 — 13 October 2014

S&P/ASX 200 Index -8.53%

Dynamic Global Bond 0.98%

27 April 2015 — 24 August 2015

S&P/ASX 200 Index -14.95%

Dynamic Global Bond 2.18%

30 December 2015 — 12 February 2016

S&P/ASX 200 Index -10.34%

Dynamic Global Bond -0.15%

30 May 2016 — 28 June 2016

S&P/ASX 200 Index -5.60%

Dynamic Global Bond 1.14%

29 January 2018 — 12 February 2018

S&P/ASX 200 Index -4.18%

Dynamic Global Bond 0.99%

we strongly believe that our positioning
is correct given the risks we believe are
present in the market.

Four Ways We Diversify Against
Equities

To explain this a little better, let’s look
at the four main ways that we seek

to provide diversification away from
equities (see Figure 2). These are: 1)
Use duration as a natural hedge; 2) Buy
defensive assets and sell risky assets
such as EM currencies 3) Sell credit
markets; and 4) Buy volatility.

In ordinary circumstances, we would
use duration as a hedge by investing

in U.S. Treasuries or other high-quality
developed market sovereign bonds.
However, we have not done this on this
occasion as we believe the likelihood of
central bank interest rate hikes means
that developed market bonds are
vulnerable to sharp falls in value.
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FIGURE 2: How We Diversify Against Equities
Four examples of potential defensive positions

Use Duration As A Natural Hedge

Bonds

* Long High Quality Government’

« Long Inflation Protection

Buy Defensive Assets/
Sell Risky Assets

* Long Safe Haven Currencies

» Short Specific EM Currencies

In currencies, we have adopted short
positions on some Asian currencies

as we believe the main risk to equity
markets was a deterioration in trade
negotiations between China and the U.S,,
which would negatively impact open
Asian economies that are dependent on
Chinese growth. These decisions have
worked to some extent, but have been
largely offset by long positions we took
on emerging market sovereign debt and
currencies of countries such as Brazil
and Russia after the first sell-off in May,
which have not performed as well as
expected in the short term.

We have also allocated to specific ‘safe
haven’ currencies such as the Japanese
yen, which has recently shown little
capacity to appreciate as fears over

a possible trade war have negatively
affected the perception towards Japan.
The openness of Japan’s economy - and
therefore its susceptibility to negative
sentiment — has effectively prevented the
yen from appreciating and to fully play its
traditional hideout role.

One of other strategies we have
implemented is a short credit posture,
at a time when credit markets have
remained robust. Ordinarily, we would
expect an emerging market sell-off to

have a contagion effect on corporate
bonds, for two main reasons: first,
because many corporates have exposure
to emerging markets; and second,
because when corporate bond valuations
are stretched (as they are now), this is

an area where many investors would

be likely to de-risk. Neither of these
things has happened yet, although we
continue to affirm our negative view on

credit markets in general and remained
positioned accordingly.

We also routinely buy volatility primarily
through option strategies with the aim
of minimizing the impact of tail risk
events, such as equity markets falling by
more than 10%, major declines in G3
currencies or a significant correction in
credit markets. By definition these are
low probability scenarios, but they are
not zero probability and we therefore
need to diversify against them. None of
these tail risk events has yet occurred
during the current cycle, but we continue
to hedge against them through various
option strategies.

Our Continuing Commitment

As stated above, our investment
approach has served us well during past

Sell Credit

Short Corporate Bond Indices

Short Specific Credit Issuers

Buy Cheap Volatility

Use Options

equity drawdowns and we believe that it
will continue to do so. We are committed
to genuine diversification, which means
avoiding strong exposure to areas that
are highly correlated with equities, such
as credit markets. What has been more
unusual about our approach in the
current environment is that we are not
long duration - ordinarily, we would
expect to have allocated more to ‘safe
haven’ assets such as U.S. Treasuries
and German bonds but have chosen
not to do so at present because of the
risk of interest rate rises and a potential
breakdown in correlations.

It is important to emphasize that we are
not positioned defensively just because
we have a negative view on markets at
present — we are positioned in this way
because that is the role we seek to play in
investor portfolios. The DGB Fund seeks
to generate sustainable income and to
minimise capital losses for our clients,
and we seek to achieve these objectives
through genuine diversification, dynamic
active management through flexibility
and a ‘go-anywhere’ approach, together
with rigorous risk management. We will
maintain this approach in the period
ahead and beyond.

INVEST WITH CONFIDENCE"® n



INVEST WITH CONFIDENCE®

T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

Important Information

For S&P data: Copyright © 2018, S&P Global Market Intelligence (and its affiliates, as applicable). Reproduction of the S&P/ASX 200 Index and S&P 500 Index in any form is
prohibited except with the prior written permission of S&P Global Market Intelligence (“S&P”). None of S&P, its affiliates or their suppliers guarantee the accuracy, adequacy,
completeness or availability of any information and is not responsible for any errors or omissions, regardless of the cause or for the results obtained from the use of such
information. In no event shall S&P, its affiliates or any of their suppliers be liable for any damages, costs, expenses, legal fees, or losses (including lost income or lost profit and
opportunity costs) in connection with any use of S&P information.

Equity Trustees Limited (“Equity Trustees”) (ABN 46 004 031 298 AFSL 240975) is a subsidiary of EQT Holdings Limited (ABN 22 607 797 615), a publicly listed company
on the Australian Stock Exchange (ASX:EQT). Equity Trustees and T. Rowe Price Australia Limited (“TRPAU”) (ABN: 13 620 668 895 and AFSL: 50374 1) are, respectively, the
responsible entity and investment manager of the T. Rowe Price Australian Unit Trusts. For Wholesale Clients only.

Past performance is not a reliable indicator of future performance. The price of any fund may go up or down. Investment involves risk including a possible loss to the
principal amount invested. For general information purposes only, does not take into account the investment objectives, financial situation or needs of any particular investor.
For further details, please refer to each fund’s product disclosure statement and reference guide which are available from Equity Trustees (www.egt.com.au/insto) or TRPAU
(www.troweprice.com.au).

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ accuracy
or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date noted on the material and are subject to
change without notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the material, in whole
or in part, be copied or redistributed without consent from T. Rowe Price.

T. ROWE PRICE, INVEST WITH CONFIDENCE and the Bighorn Sheep design are, collectively and/or apart, trademarks or registered trademarks of T. Rowe Price Group, Inc.
All rights reserved.
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