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The Quest for Defense
How can you diversify against global equity risk?
KEY INSIGHTS
■■ Most multi‑asset portfolios include a material exposure to global equities. Assets
that diversify equity risk and perform well when equity markets perform poorly
play a defensive role.
■■

■■

We propose a new metric—“protective score”—that quantifies and ranks the
protective quality of assets with respect to global equities (or any other selected
asset), considering the protection’s cost and effectiveness.
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According to our metric, U.S. Treasuries would seem to offer the most effective
diversification against equity risk.

M

ulti‑asset portfolios are
usually heavily exposed to
global equities. Even the
performance of so‑called “balanced”
portfolios—typically 60% equities
and 40% fixed income and cash—is
mostly determined by how well equities
perform. To balance this, multi‑asset
investors need assets that diversify
equity risk and mitigate drawdowns.
This presents two important questions:
Which assets have been able to do this
in the past? And which are likely to do
so in the future?

To answer, we looked at the monthly
returns of the MSCI All Country
World Index (ACWI) over the last two
decades, focusing on the months in
which its return was negative. We then
calculated the returns of various other
asset classes during the months of the
ACWI’s negative performance.

U.S. Dollar‑Based Portfolios
Fig. 1 plots the performance of the ACWI
(measured in U.S. dollars) and selected
asset classes from February 1999
through June 2019. The x‑axis highlights
performance over the whole period; the
y‑axis illustrates performance during the
97 months in which the ACWI was in
negative territory. While the annualized
return of the ACWI during the entire
period was 5.7%, the annualized return
over the negative months was ‑36.0%.
The asset classes in Fig. 1 appear in three
clusters. At the bottom right, risk assets
are in the green rectangle. These include
equities, real estate investment trusts
(REITs), commodities, high yield bonds,
and emerging markets debt. Over the past
two decades, most of these assets have
offered relatively strong returns overall.
However, during months when the ACWI
fell, these assets tended to fall as well.
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Even the performance
of so‑called “balanced”
portfolios... is mostly
determined by how
well equities perform.
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(Fig. 1) U.S. Treasuries Proved Worth Over the Long Term
The performance of the ACWI and selected asset classes in U.S. dollar terms
February 1999 through June 2019
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Past performance is not a reliable indicator of future performance.
Sources: T. Rowe Price and selected indices. Returns are measured in U.S. dollars. Please see Tab. 2 Appendix for names of indices used.

The second cluster includes
conservative assets—government and
investment‑grade bonds and gold—
positioned at the middle top of the chart in
the orange rectangle. Some of the assets
in this cluster have delivered attractive
returns during both the entire period and,
importantly, during months the ACWI has
fallen. However, some of these assets
have benefited from a secular drop in
interest rates—something that should not
be extrapolated into the future.
The third cluster (grey) shows currencies.
They have typically delivered returns
close to zero over the whole period.
Some currencies are defensive, such
as the U.S. dollar and Japanese yen;
others, such as the euro and the British
pound, are not. Emerging markets
currencies, which do not appear on the
chart, would not be defensive.
Assessing Protective Asset Classes
When considering how well an asset
can “protect” another asset, two factors
should be considered. The first is the

excess performance of the “protective”
asset when the “protected” asset falls.
The objective is for the protective asset to
generate the highest positive return when
this occurs, or at least to outperform the
protected asset during bad times. This
factor indicates how well the protective
asset performs when it is most needed.
The second factor is the opportunity cost
of holding the protective asset. Assuming
that the purpose of allocating away from
the protected asset to the protective
asset is to mitigate risk, the relative
performance between the two matters.
This factor indicates either the cost of
protection (if relative return is negative) or
the benefit of protection (if relative return
is positive).
The first factor less the second one gives
a single number—the protective score—
that captures the benefit of holding the
protective asset less the cost of holding
it. This single number allows for quick
ranking of protective assets with respect
to a chosen protected asset. While the
factors are typically backward‑looking
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(Tab. 1) Determining an Asset’s “Protective Score”
Long-dated Treasuries offer better insurance against downturns
February 1999 through June 2019
Performance
Overall

Performance in
Negative ACWI Months

Protective
Score

Global equity (ACWI)

5.7%

‑36.0%

0.0%

U.S. Treasury 20+ years

6.5

17.8

54.7

U.S. Treasury 7–10 years

5.1

10.9

46.4

U.S. Treasury

4.3

8.4

43.1

USD

0.0

11.6

42.0

Global bonds hedged USD (Bloomberg Barclays Global Aggregate)

4.7

5.6

40.6

Gold

8.1

2.1

40.6

U.S. Treasury 1–3 years

2.9

4.3

37.5

JPY

0.4

5.0

35.8

Emerging markets debt (EMD) USD

9.4

‑5.7

34.1

Global high yield hedged USD

8.2

‑10.1

28.4

EUR

0.0

‑12.3

18.1

GBP

‑1.3

‑11.6

17.5

Brent (oil)

9.0

‑22.6

16.8

Commodities

5.8

‑21.5

14.7

REITs

9.3

‑29.4

10.3

U.S. large‑cap value equity (Russell 1000 Value)

6.8

‑30.1

7.0

U.S. large‑cap equity (S&P 500)

6.2

‑33.0

3.5

Japan equity (Nikkei 225)

3.7

‑32.7

1.4

U.S. small‑cap equity (Russell 2000)

8.0

‑37.8

0.5

U.S. large‑cap growth equity (Russell 1000 Growth)

5.7

‑36.9

‑0.9

Emerging markets equity (MSCI EM)

9.3

‑41.1

‑1.4

UK equity (FTSE 100)

3.1

‑36.1

‑2.6

Europe equity (Euro Stoxx 50)

3.5

‑45.1

‑11.2

Asset Class

Past performance is not a reliable indicator of future performance.
Souces: T. Rowe Price and selected indices. Returns are measured in U.S. dollars. Please see Tab. 2 Appendix for names of indices used.

(ex‑post), they can be replaced with
forward‑looking estimates (ex‑ante).
Tab. 1 includes the performance of assets
over the entire time, their performance
during months the ACWI had a negative
return, and their protective scores. By
definition, the ACWI—the protected asset—
has a score of zero. U.S. Treasuries with a

maturity of over 20 years have the highest
score (54.7%), while European equity has
the lowest score (‑11.2%).
The Top Diversifiers of Equity Risk
1. U.S. Treasuries. The classic
diversifier of global equity risk is
U.S. Treasuries. When equities are
under stress, this can result in a
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flight‑to‑quality as investors rush to
the safety of government bonds,
causing yields to fall. As Treasuries
are long‑duration assets (i.e., highly
sensitive to interest rate changes),
they deliver stronger performance
when yields rally. Cash—with a
duration close to zero—may not lose
value when equities fall, but it also
will not deliver a higher‑than‑average
return over the short term.

The U.S. dollar and
Japanese yen have
been the most
effective currency
diversifiers of
equity risk.

Over the past 20 years, U.S.
Treasuries with maturities of 20 years
or more have delivered the best
returns during the negative months
of the ACWI. The cost of holding
long‑term bonds has been low as
they performed well over the period,
outperforming the ACWI.
As Fig. 2 shows, rates have markedly
fallen over this time, boosting the
performance of Treasuries. Given the
current low levels of interest rates, the
ability of Treasuries to diversify equity
risk going forward is likely to be more
modest compared with the past two
decades. Inflation has also fallen
during this time. Bonds are protective
in times of disinflation or low inflation
but would offer less protection if the
environment were inflationary.
2. Currencies. The U.S. dollar and
Japanese yen have been the most
effective currency diversifiers of
equity risk. Investors tend to rush to

the safety of these two currencies
when markets go through periods
of stress. For U.S. dollar‑based
portfolios, which are already
mostly exposed to the U.S. dollar,
the decision whether to hedge or
unhedge foreign currencies, such as
the euro and British pound, should
consider whether to add exposure
(hedge) or give up exposure
(unhedge) to the U.S. dollar.
3. Investment‑grade bonds. The
Bloomberg Barclays Global
Aggregate Bond Index, which
tracks global investment‑grade
bonds, has generally performed
well when global equity performed
negatively. The Bloomberg Barclays
Global Aggregate Bond Index is an
expansion of sovereign debt and
may be a way to provide protection
with a lower cost compared with that
of government bonds, given their
current low or negative yields.
4. Gold. Gold has delivered positive
returns when global equities have
lost value. The performance of gold
would be linked to inflation and real
interest rates.
Within equity markets, the U.S.
equity market—and in particular, U.S.
large‑cap value—has outperformed
other regional markets when the ACWI
suffered. The results suggest that U.S.
equities are relatively defensive when

(Fig. 2) Falling Rates Have Boosted Treasuries
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compared with other equity markets,
tending to outperform when global
equities lose value.

do, however, have lower downside risk
than equities.

Some fixed income asset classes, such
as global high yield bonds and emerging
markets debt, do not diversify equity risk.
The role of these assets in multi‑asset
portfolios should be to deliver income
and potential capital gains. Their role is
not conservative, and they are not poised
to significantly mitigate equity risk. They

Fig. 3 shows the cumulative
performance of each of the mentioned
asset classes and the ACWI during
the 97 months in which the ACWI
experienced negative performance.
Euro‑Based Portfolios
Fig. 4 repeats the exercise with
returns measured in euros. The

(Fig.3) Long-Dated U.S. Sovereigns Deliver Stronger Performance
for Dollar Investors

Index
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Past performance is not a reliable indicator of future performance.
Sources: T. Rowe Price, MSCI (see Additional Disclosures), and Bloomberg Index Services Limited (see
Additional Disclosures). Please see Tab. 2 Appendix for names of indices used.

(Fig. 4) Italian Government Bonds Appear to Deliver for Euro Investors
The performance of the ACWI and selected asset classes in euro terms
As of June 30, 2019
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ACWI measured in euro registered
91 negative months from February
1999 to June 2019. This chart is also
clustered into risk assets, conservative
assets, and currencies. Fig. 5 shows
the cumulative performance of some
assets during the negative months of
the ACWI.

equity risk. However, some assets that
traditionally have been diversifiers of
equity risk, such as Italian government
bonds, have not recently offered such
protection. They have been behaving
more like a risk asset since the 2011
European sovereign debt crisis.
We would normally advise to always
hedge the currency exposure of foreign
investment‑grade bonds denominated
in developed currencies to the

Government bonds denominated in
euros—such as German bunds—are
commonly used to diversify against

(Fig. 5) BTPs Deliver Stronger Performance Overall—But
With Volatility
ACWI versus Italian BTPs, German bunds, the U.S. dollar, and U.S. Treasuries
As of June 30, 2019
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Sources: T. Rowe Price, MSCI (see Additional Disclosures), and Bloomberg Index Services Limited (see
Additional Disclosures). Please see Tab. 2 Appendix for names of indices used.

(Fig. 6) U.S. and UK Sovereigns Provide Protection for Sterling-Based Investors
The performance of the ACWI and selected assets in UK sterling terms
As of June 30, 2019
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(Fig. 7) Sterling-Denominated Treasuries Outperform
ACWI versus U.S. Treasuries (GBP), UK gilts, euros, and the Global Agg. Hedged GBP
As of May 30, 2019
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Sources: T. Rowe Price, MSCI (see Additional Disclosures), and Bloomberg Index Services Limited (see
Additional Disclosures). Please see Tab. 2 Appendix for names of indices used.

portfolio’s base currency. Otherwise,
the volatility and drawdowns of the
bonds imbed currency risk, often
turning them from a conservative
asset into a risky one. However, given
current hedging costs of the U.S. dollar
to euro, in the case of U.S. Treasuries,
we would deviate from this golden rule.
Holding Treasuries without hedging
their currency in portfolios whose base
currency is not the U.S. dollar provides
exposure to two defensive assets: U.S.
Treasuries and the U.S. dollar. While
the volatility of unhedged Treasuries
(10.2%) would be much higher
than hedged ones (4.4%), holding
unhedged Treasuries to diversify
global equity risk could work well, as
long as investors are comfortable with
the volatility.
UK Sterling‑Based Portfolios
Fig. 6 repeats the exercise, now with
returns measured in UK sterling, and
Fig. 7 shows the cumulative performance
of selected assets during the negative
months of the ACWI—96 such months
when return is measured in British pounds.

The results are similar to those of a
euro‑based portfolio. However, the two
safe‑haven currencies have been the
U.S. dollar and euro, rather than the
Japanese yen. The British pound has
greatly been affected by Brexit over
the last three years, and it has greatly
impacted the experience of currencies.
Unhedged U.S. Treasuries have been an
attractive way to diversify equity risk.
Safe‑Haven Currencies Appear to
Offer Most Effective Diversification
Overall, it is clear from our analysis that
given the current environment of low or
negative interest rates of government
bonds, investors might struggle to diversify
the equity risk within their portfolios.
Government bonds may still provide such
diversification, but at higher costs than
in the past because overall performance
is unlikely to be as strong as it was when
rates were falling. As such, safe‑haven
currencies seem to offer the best potential
for diversification. For portfolios with
base currencies other than the U.S. dollar,
unhedged U.S. Treasuries may also offer
diversification, albeit at the cost of volatility.
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(Tab. 2) Appendix
Indices used
Asset class

Index

Global equity (ACWI)

MSCI All Country World

U.S. large cap equity

S&P 500

U.S. large‑cap growth equity

Russell 1000 Growth

U.S. large‑cap value equity

Russell 1000 Value

U.S. small‑cap equity

Russell 2000

Europe equity

Euro Stoxx 50 Price

UK equity

FTSE 100

Japan equity

Nikkei 225

Emerging markets equity

MSCI Emerging Markets

U.S. Treasury

Bloomberg Barclays US Treasury TR Unhedged

U.S. Treasury 1–3 years

Bloomberg Barclays US 1–3 Year TR Value Unhedged

U.S. Treasury 7–10 years

Bloomberg Barclays US 7–10 Year TR Value Unhedged

U.S. Treasury 20+ years

Bloomberg Barclays US 20+ Year TR Value Unhedged

German bunds

Bloomberg Barclays Euro Aggregate Treasury Germany TR Value Unhedged EUR

UK gilts

FTSE Actuaries UK Conventional Gilts All Stocks TR

Italian BTPs

Bloomberg Barclays Italy Government All Bonds TR

Global aggregate

Bloomberg Barclays Global Aggregate TR Value

Global high yield

Bloomberg Barclays Global High Yield TR Value

EMD USD

Bloomberg Barclays EM USD Aggregate TR Value Unhedged

Commodities

S&P GSCI Index Spot CME

REITs

FTSE EPRA NAREIT Developed TR USD

USD

US Dollar Index Spot Rate (DXY); Euro US Dollar Spot; British Pound US Dollar Spot

JPY

Japanese Yen US Dollar Spot; Japanese Yen/Euro Cross; British Pound/Japanese Yen Cross

EUR

Euro US Dollar Spot; British Pound/Euro Cross

GBP

British Pound US Dollar Spot; British Pound/Euro Cross

Brent (oil)

Generic 1st CO Future (Brent future, USD/barrel)

Gold

Gold US Dollar Spot (USD/Troy ounce); Gold Euro Cross; Gold British Pound Cross
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Additional Disclosures

MSCI and its affiliates and third-party sources and providers (collectively, “MSCI”) makes no express or implied warranties or representations and shall have
no liability whatsoever with respect to any MSCI data contained herein. The MSCI data may not be further redistributed or used as a basis for other indices
or any securities or financial products. This report is not approved, reviewed, or produced by MSCI. Historical MSCI data and analysis should not be taken as
an indication or guarantee of any future performance analysis, forecast or prediction. None of the MSCI data is intended to constitute investment advice or a
recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such.
Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”).
BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s
licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material,
or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to the results to be obtained therefrom
and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection therewith.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

Important Information
This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of any nature, including fiduciary
investment advice, and prospective investors are recommended to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group
of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a
reliable indicator of future performance. The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount invested.
The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any jurisdiction or to
conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.
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 written 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.
The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is provided upon
specific request. It is not intended for distribution to retail investors in any jurisdiction.
Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, Suite 50B,
Sydney, NSW 2000, Australia. For Wholesale Clients only.
Brunei—This material can only be delivered to certain specific institutional investors for informational purpose upon request only. The strategy and/or any products associated
with the strategy has not been authorised for distribution in Brunei. No distribution of this material to any member of the public in Brunei is permitted.
Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited Investors as
defined under National Instrument 45-106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment management services.
China—This material is provided to specific qualified domestic institutional investor or sovereign wealth fund on a one-on-one basis. No invitation to offer, or offer for, or sale
of, the shares will be made in the People’s Republic of China (“PRC”) (which, for such purpose, does not include the Hong Kong or Macau Special Administrative Regions or
Taiwan) or by any means that would be deemed public under the laws of the PRC. The information relating to the strategy contained in this material has not been submitted
to or approved by the China Securities Regulatory Commission or any other relevant governmental authority in the PRC. The strategy and/or any product associated with the
strategy may only be offered or sold to investors in the PRC that are expressly authorized under the laws and regulations of the PRC to buy and sell securities denominated
in a currency other than the Renminbi (or RMB), which is the official currency of the PRC. Potential investors who are resident in the PRC are responsible for obtaining the
required approvals from all relevant government authorities in the PRC, including, but not limited to, the State Administration of Foreign Exchange, before purchasing the
shares. This document further does not constitute any securities or investment advice to citizens of the PRC, or nationals with permanent residence in the PRC, or to any
corporation, partnership, or other entity incorporated or established in the PRC.
DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International Ltd. by its
representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.
EEA ex-UK—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri L-1724
Luxembourg which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.
Hong Kong—Issued in Hong Kong by T. Rowe Price Issued by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price
Hong Kong Limited is licensed and regulated by the Securities & Futures Commission. For Professional Investors only.
Indonesia—This material is intended to be used only by the designated recipient to whom T. Rowe Price delivered; it is for institutional use only. Under no circumstances
should the material, in whole or in part, be copied, redistributed or shared, in any medium, without prior written consent from T. Rowe Price. No distribution of this material to
members of the public in any jurisdiction is permitted.
Korea—This material is intended only to Qualified Professional Investors upon specific and unsolicited request and may not be reproduced in whole or in part nor can they be
transmitted to any other person in the Republic of Korea.
Malaysia—This material can only be delivered to specific institutional investor upon specific and unsolicited request. The strategy and/or any products associated with the
strategy has not been authorised for distribution in Malaysia. This material is solely for institutional use and for informational purposes only. This material does not provide
investment advice or an offering to make, or an inducement or attempted inducement of any person to enter into or to offer to enter into, an agreement for or with a view
to acquiring, disposing of, subscribing for or underwriting securities. Nothing in this material shall be considered a making available of, solicitation to buy, an offering for
subscription or purchase or an invitation to subscribe for or purchase any securities, or any other product or service, to any person in any jurisdiction where such offer,
solicitation, purchase or sale would be unlawful under the laws of Malaysia.
New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place,
Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or delivered in New
Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in circumstances where there is no
contravention of the Financial Markets Conduct Act 2013.
Philippines—THE STRATEGY AND/ OR ANY SECURITIES ASSOCIATED WITH THE STRATEGY BEING OFFERED OR SOLD HEREIN HAVE NOT BEEN REGISTERED
WITH THE SECURITIES AND EXCHANGE COMMISSION UNDER THE SECURITIES REGULATION CODE. ANY FUTURE OFFER OR SALE OF THE STRATEGY AND/ OR
ANY SECURITIES IS SUBJECT TO REGISTRATION REQUIREMENTS UNDER THE CODE, UNLESS SUCH OFFER OR SALE QUALIFIES AS AN EXEMPT TRANSACTION.
Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10-02 Wheelock Place, Singapore 238880. T. Rowe Price Singapore Private
Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.
South Africa—T. Rowe Price International Ltd (“TRPIL”) is an authorised financial services provider under the Financial Advisory and Intermediary Services Act, 2002 (FSP
Licence Number 31935), authorised to provide “intermediary services” to South African investors.
Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.
Taiwan—This does not provide investment advice or recommendations. Nothing in this material shall be considered a solicitation to buy, or an offer to sell, a security, or any
other product or service, to any person in the Republic of China.
Thailand—This material has not been and will not be filed with or approved by the Securities Exchange Commission of Thailand or any other regulatory authority in Thailand.
The material is provided solely to “institutional investors” as defined under relevant Thai laws and regulations. No distribution of this material to any member of the public in
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