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T here’s no perfect historical analogy for the current
environment. Fiscal and monetary institutions have
changed, as have technology, geopolitics, and financial markets
behavior. Plus, the economy is still normalizing from the effects of
unprecedented stimulus measures following the pandemic.

Still, we found commonalities across cutting cycles that could
inform current asset allocation decisions. We studied 12 Fed
cutting cycles spanning over 70 years, which are identified in red
in the chart below.

(Fig. 1) Historical cutting cycles
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The most obvious takeaway is that bonds outperformed cash in all 12 cutting cycles, as
shown below, by an average of 8.1% annualized.

And they outperformed when the yield curve was inverted at the start of five of the 12
cycles. Periods when the yield curve was inverted at the onset of Fed cuts are highlighted
in grey. In those cases, bonds outperformed cash by an average of 7.8%.

Bonds versus cash during cutting cycles
(Fig. 2) Periods in gray indicate an inverted yield curve

Start Date End Date Agg. vs. Cash
Nov. 1957 May 1958 9.7%
Mar. 1960 Jul. 1961 3.0%
Dec. 1966 Apr. 1967 1.5%
Mar. 1970 Feb. 1971 10.6%
Aug. 1974 May 1975 8.3%
Aug. 1981 Dec. 1982 21.2%
Sep. 1984 Aug. 1986 15.2%
Jun. 1989 Sep. 1992 5.1%
Jul. 1995 Jan. 1996 9.4%
Jan. 2001 Jun. 2003 6.3%
Sep. 2007 Dec. 2008 4.4%
Aug. 2019 Mar. 2020 3.1%
Average 8.1%
Average (Starting With Inverted Yield Curve) 7.8%

Sources: Federal Reserve Board, July 2024. Bonds are represented by Bloomberg U.S. Aggregate
Bond Index (Agg.). Cash is represented by FTSE 3-Month Treasury Bill (Cash); Ibbotson SBBI US
(30-Day); Treasury bills (Cash). Figures have been converted into an annual rate in the table above.
Past performance is not a reliable indicator of future performance.

So, my thinking is, let's learn to love bonds again. This is not about stocks versus
bonds. Rather, it's about cash versus bonds. While past performance doesn't tell us what
will happen in the future, bonds could resume their role as diversifiers to stocks. | expect
this as markets start responding more to growth scares than inflation risks.

| recognize this trade is a tough sell in the near term. At below 4%, the 10-year U.S.
Treasury yield is near its lowest level in a year. If it continues to trade within a range, as it
has for the last two years, its next trend could be higher, not lower.
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However, long-term investors who are less sensitive to the entry point could phase in the
trade. | expect Fed cuts to lower the range over time.

On the other hand, tactical investors may want to wait for a move up in yields as an entry
point—a potential last hurrah in the 10-year yield toward 4.5%-5.0%, which | believe could
happen around the election or following a geopolitically induced inflationary oil price shock.

We're in that camp. Our Asset Allocation Committee remains underweight duration
and positioned for upside risk in inflation. There is no consensus within the committee
on duration. For now, the 10-year yield is too low to justify moving money from cash to
bonds, but based on our analysis of cutting cycles, we're preparing for that scenario.

Other economic and investment takeaways aren’'t as conclusive. On average, however, the
Fed cut during economic slowdowns. Hence, during cutting cycles:

Unemployment rose. The average increase in unemployment was 1.6%. It rose during
10 out of 12 cutting cycles.

Inflation fell. The average decline in inflation was 1.7%. It declined during 10 out of
12 cycles.

The equity risk premium compressed. The average outperformance of stocks over
bonds across all 12 cutting cycles was 2.2%, annualized, with stocks outperforming
bonds 58% of the time. Over the full sample (January 1940-July 2024), however, the
average outperformance of stocks over bonds was 7.3%, annualized, with stocks
outperforming bonds 70% of the time. (Stocks are represented by S&P 500 Index.
Bonds are represented by the Bloomberg U.S. Aggregate Bond Index.)

High yield (HY) bonds underperformed investment grade (IG). The average
underperformance of HY was 7.2%. HY underperformed IG in four out of six
cutting cycles (HY data start in 1983). In the full sample (August 1983—-July 2024),
HY outperformed IG by 2.4%, on average, 62% of the time. (High yield bonds are
represented by the Credit Suisse High Yield Index. Investment-grade bonds are
represented by the Bloomberg U.S. Aggregate Bond Index.)

See Figure 2 for sources; analysis by T. Rowe Price. Past performance is not a reliable
indicator of future performance.
Looking forward

Which tactical asset allocation positions, besides the potential of bonds to perform better
than cash, could outperform this time? To help us answer this, we need to forecast:

1. the direction of rates and

2. the sensitivity of asset classes to rates (i.e., their duration).

To generate alpha, tactical asset allocators must get both right.

The duration of stocks, for example, is a matter of debate. Declining rates should mean a
lower discount rate on future cash flows (earnings) and thus rising valuations—resulting
in a positive duration, correct? But what if rates decline because economic growth slows,

which hits the expected value of future earnings and their growth rate? In this case, the
empirical duration could be negative.

INVEST WITH CONFIDENCE™



Or take small-cap stocks. Historically, they’ve had lower duration than the tech-heavy,
large-cap stocks. Tech companies’ cash flows typically extend further into the future,
which means a higher sensitivity to the discount rate. But recently, due to their
shorter-term debt and higher leverage, small-caps have been more sensitive than
large-caps to changes in interest rates.

And here’s another duration distortion: Over the last year, growth stocks have become less
sensitive to rate movements than value stocks, as growth stocks’ returns have been driven
by artificial intelligence (Al) innovation. Empirically, their sensitivity to rates has flipped.

So many factors drive stock returns, not just interest rates. For many asset classes,
isolating the effect of interest rates (i.e., estimating duration) is extremely difficult and
requires judgment calls.

The chart in the appendix may help. If you believe that rates are going down and want to add
duration to your tactical asset allocation, you could add to the pairs with positive duration
(long Treasuries versus the overall investment-grade market, for example) or reverse the
pairs with negative bars (e.g. underweighting floating rate versus investment grade). Of
course, as with any of these one-factor analyses, you should be aware of the influence of
other factors that have been omitted, e.g., valuation, macro, and sentiment.

Takeaways

During Fed cutting cycles, as unemployment typically rose and inflation declined, high
yield historically performed poorly, and stocks sometimes underperformed bonds.

Nonetheless, given strong earnings, reasonable valuations in certain market sectors,
and continued Al spending, we remain comfortable at neutral (slightly overweight,
according to our target allocations) stocks versus bonds.

An important takeaway is that, historically speaking, bonds consistently outperformed
cash during Fed cutting cycles, averaging 8.1% annualized returns over cash. Even when
the yield curve was inverted, bonds still outperformed cash by an average of 7.8%.

If yields rise again to 4.5%-5%, we may consider reallocating cash to a diversified bond
portfolio, especially as market focus shifts from inflation to growth concerns.
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Appendix

(Fig. 3) Tactical asset allocation bet pairs—empirical duration versus history
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Source: T. Rowe Price analysis using daily data January 2010-July 2024. For source data including indicies used, see below in section “References.”
Additional methodology for this chart is below.

The green bars show our estimate of recent duration. Here’s the methodology:
Analysis based on daily data.
Uses rolling five-day returns to reduce the impact of asynchronous markets.
Regression model controls for stock return sensitivity (beta).
Exponentially weighted with a six-month half-life.

The interest rate used when calculating empirical duration is the change in the 10-year yield (sourced from the Federal Reserve Board)
and controlling for equity returns as represented by MSCI ACWI Local returns.

Relative valuations are defined in terms of the earnings yield spread (for equities) and yield spread (for fixed income). The blue lines
show the historical range of these rolling durations, from the 10th to the 90th percentiles. Notice how U.S. growth versus value is outside
its historical range, reflecting the impact of Al. Also, in general, ranges for fixed income pairs are tighter than for stocks, because fixed

income returns are more easily explained with the interest rate factor.

If you believe that rates are going down and want to add duration to your tactical asset allocation, you may consider adding to the pairs with
positive green bars or reverse the pairs with negative bars (e.g. underweighting floating rate versus investment grade).

Thank you to James Whitehead, Cesare Buiatti, Rob Panariello, and Charles Shriver for their help with this analysis.

References

Empirical duration is the sensitivity of the asset’s return to changes in the 10-year bond yield.

Regression models describe the relationship between measurable variables. At a basic level, a regression model allows for estimating
how one variable is expected to change as another independent variable changes. The models can also help identify if it's a strong or

weak relationship between the two.

Relative valuation is the concept of comparing the price of an asset with the market value of similar assets.
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Indices

In the figure, the names refer to the indices as follows:

Treasury Long—Bloomberg U.S. Treasury Long Index

Bonds—Bloomberg U.S. Aggregate Bond Index

Int'l. Growth—MSCI EAFE Growth Index

Int’l. Value —MSCI EAFE Value Index

U.S. Growth—Russell 1000 Growth Index

U.S. Value—Russell 1000 Value Index

RAF —Real Assets Combined Index Portfolio

EQ (Equity), Stocks—a mix of 70% Russell 3000 Index, 30% MSCI ACWI ex-US

EMD (Emerging Market Debt)—J.P. Morgan Emerging Markets Bond Index Global Index
EMB (Emerging Market Bonds)—J.P. Morgan Emerging Markets Bond Index Global Index
HY (High Yield)—Credit Suisse High Yield Index

U.S. Floating Rate—Morningstar LSTA Performing Loan Index

EM (Emerging Markets) Equity—MSCI Emerging Markets Index

U.S. SC (Small-Cap)—Russell 2000 Index

U.S. LC (Large-Cap)—S&P 500 Index

Int'l. Bond Hedged —Bloomberg Global Aggregate ex-USD Index (USD Hedged)
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T. Rowe Price identifies and actively invests in opportunities to help people thrive in an
evolving world, bringing our dynamic perspective and meaningful partnership to clients
so they can feel more confident.

Additional Disclosure
© 2024 CREDIT SUISSE GROUP AG and/or its affiliates. All rights reserved.

MSCI. 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.

Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The index is used
with permission. The Index may not be copied, used, or distributed without J.P. Morgan'’s prior written approval. Copyright © 2024, J.P. Morgan Chase
& Co. All rights reserved.

London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2024. All rights in the FTSE Russell indexes
or data vest in the relevant LSE Group company which owns the index or the data. Neither LSE Group nor its licensors accept any liability for any errors
or omissions in the indexes or data and no party may rely on any indexes or data contained in this communication. No further distribution of data from
the LSE Group is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not promote, sponsor or endorse
the content of this communication.

©2024 Morningstar, Inc. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content providers; (2) may
not be copied or distributed; and (3) is not warranted to be accurate, complete, or timely. Neither Morningstar nor its content providers are responsible
for any damages or losses arising from any use of this information. Past performance is no guarantee of future results.

Important Information

This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give
advice of any nature, including fiduciary investment advice. 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.

DISCLOSURE CONTINUES ON THE FOLLOWING PAGE.
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to provide investment management services.

Colombia, Chile, Mexico, Peru, Uruguay—This material is prepared by T. Rowe Price International Ltd - Warwick Court, 5 Paternoster Square, London,
EC4M 7DX which is authorised and regulated by the UK Financial Conduct Authority - and issued and distributed by locally authorized distributors only.
For professional investors only.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd which is regulated by the Dubai Financial Services Authority
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