T. ROWE PRICE INSIGHTS

ON U.S. FIXED INCOME

Higher Long-Run Inflation
Outlook Makes TIPS

Exposure Key

Price rises to slow, but inflation likely to stay relatively high.

KEY INSIGHTS

= We think that U.S. inflation by the second half of 2022 will settle lower than the
latest readings but higher than the Federal Reserve’s 2% target level.

= Energy prices are a key part of headline CPI figures and have broadly increased
in late 2021, but we think they are at or near a peak as of early November.

= TIPS should remain valuable in an asset allocation mix as a direct inflation hedge
and to pair with nominal Treasuries as a direct deflation hedge.

nflation has been front and center

in the mainstream media as well

as the financial press for most of
2021. Because higher prices affect
households as well as financial markets,
inflation represents the proverbial
intersection of Main Street and Wall
Street. Consensus inflation predictions
for 2021 have been proven almost
completely wrong—with prices rising
more and staying higher for longer than
most anticipated—and the outlook for
2022 appears just as uncertain.

We think that U.S. inflation by the second
half of 2022 will settle lower than the
latest readings but higher than the Federal
Reserve’s 2% target level, which the
central bank struggled to attain in most

of the period following the 2008-2009
global financial crisis. As a result, we
believe Treasury inflation-protected
securities (TIPS) should remain a valuable
tool in investors’ asset allocation mix as
both a direct inflation hedge and as an
asset that should perform relatively well in

a major sell-off in riskier securities such as
equities and high yield bonds.
Energy Price Spikes

Energy prices are a key part of headline
consumer price inflation (CPI) figures

and have broadly increased in late 2021.

The price of West Texas Intermediate
crude oil, the U.S. benchmark for the
commodity, more than doubled in the
12 months ended October 31, 2021.
Also, a dramatic increase in natural
gas prices in Europe that began late in
the third quarter has consumers and
businesses in the UK and Continental
Europe worried about skyrocketing
winter heating costs. U.S. natural gas
prices also have more than doubled in
the year ended in October.

The energy price spikes largely result
from supply failing to fully keep pace
with demand as economies around
the world reopen in fits and starts. The
situation is particularly acute in Europe,
where higher shipping costs and
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The energy price
spikes largely result
from supply failing to
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Used Vehicle Price Increases Fluctuate
(Fig. 1) Supply chain issues drive used car prices' higher
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competition from Asia for natural gas
have suppressed supplies. This has led
some energy producers to shift to oil and
coal as substitutes for gas in electricity
generation, driving their prices up.
However, we think that energy prices are
at or near a peak as of early November.

U.S. energy production, measured

by oil rig counts, has been slow to
rebound following the price crash at the
beginning of the pandemic in March
2020. However, we anticipate that rig
counts will grow over time as producers
strive to take advantage of the relatively
low cost of production in an environment
of elevated prices. Combined with a
post-winter reduction in demand, the
growing supply should bring prices
down in the spring of 2022. We expect

a similar dynamic in Europe, with high
prices dampening demand and the likely
addition of Russian natural gas exports
boosting supply.

Supply Chain Problems

The well-publicized supply chain
problems and labor shortages affecting
industries as varied as toys made in
China to automobiles manufactured

in the U.S. or the eurozone have
contributed to unheard-of price
increases in some segments, such as
used cars. These supply chain and labor
market issues have already persisted for

longer than many observers originally
anticipated. The market consensus in
early November was that the peak of the
supply chain disruptions had already
occurred, meaning that the problems
had stopped worsening.

However, we believe that the data
suggesting that supply chain issues have
stopped getting worse are a function

of the third-quarter growth slowdown
resulting from the spread of the delta
variant, not actual improvement in supply
problems. Supplier delivery times, used
car prices, gasoline and food prices, and
refrigerated trucking rates have all ticked
up as the delta wave has subsided. This
could indicate that the supply chain
problems may still worsen, supporting
inflation well into the first half of 2022.
We are carefully monitoring these data
points for confirmation.

We also anticipate that more workers will
return to the labor force across a range
of industries as the late-summer wave
of the delta variant hopefully continues
to recede and schools and daycare
centers remain open. A larger pool of
available workers should help reduce
wage pressures that raise costs for
businesses and are ultimately passed
on to consumers. The flip side of this
dynamic is that the improved virus
situation should support a rebound in
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The most meaningful
rent increases tend to

occur with new leases....

Supplier Delivery Times Lengthen

(Fig. 2) Delivery times continue to show supply delays
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fourth-quarter growth, boosting demand
and helping to keep inflation elevated for
a somewhat longer period.

Upward Trajectory for Shelter Costs

Shelter costs, which are a component
of services inflation and include rent
and a calculated cost of living in one’s
own home called owners’ equivalent
rent, account for about one-third of
CPl. Rents softened in 2020 as people
shifted to working from home, allowing
them to move out of high-density,
high-rent urban areas. Housing prices
broadly rose amid growing demand
for more living space and a lack of
new housing supply. Mortgage rates
fell to record lows as Treasury yields
plummeted at the onset of the pandemic,
further boosting housing demand and
home prices.

Because the CPI only samples rent and
owners’ equivalent rent approximately
every six months, there is a lengthy lag
in seeing its effects on overall inflation
figures. Also, the government’s 2020
moratorium on renter evictions has
ended, which could trigger more renter
turnover and allow landlords to raise rent.
The most meaningful rent increases
tend to occur with new leases, and we
anticipate that returning demand for

urban apartments will push rents higher.
As a result, we expect shelter prices to
increase about 5% on the year-earlier
period over the next six months.

Overall Inflation Likely at Peak

Looking at the different components

of broad inflation measures, we think
that the overall level of price increases
is probably near its peak in early
November. Inflation is likely to start

to decline in the second half of 2022,
when falling energy and goods prices
should begin to offset climbing shelter
prices. However, we do not anticipate
that inflation will fall to the sub-2% levels
experienced for most of the last 10 years.

The Federal Reserve’s relatively new
flexible average inflation targeting (FAIT)
framework, which allows the central
bank to let the economy expand quickly
enough to exceed the 2% inflation
target to offset previous periods of
below-target inflation, should support
structurally higher inflation in the long
run. This would be broadly positive for
TIPS. However, if labor costs continue to
rapidly rise, the Fed could accelerate its
tapering of bond purchases and tighten
policy at a faster pace, which would be
negative for the TIPS market.
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TIPS Remain an Important
Diversified Portfolio Component

Looking at the longer term, we believe
that TIPS will retain their properties

as an effective hedge against the
harmful effects of inflation—particularly
unexpected inflation—on the real
(inflation-adjusted) returns of a
diversified portfolio. We also anticipate
that they will likely perform relatively
well in an inflation-driven sell-off in risk
assets such as equities. Shorterterm
TIPS would be the most effective

hedge against inflation risk, while
longer-maturity TIPS, with their higher
interest rate risk, are typically a better fit
for hedging against a drop in risk assets.

Because nominal Treasuries have also
tended to benefit from their “safe-haven’
status in periods of intense market risk
aversion and deflationary environments,
exposure to a combination of TIPS and
nominal Treasuries should likely be a
key component of an investor’s overall
portfolio allocation, in our view.

q

WHAT WE’RE WATCHING NEXT

The interaction of current oil prices and production decisions from both
the Organization of Petroleum Exporting Countries and Russia (known
as OPEC+) and U.S. oil producers can have a meaningful effect on

the longer-run trajectory of oil prices. We monitor how the cost of oil
production, geopolitical factors, and secular change from the transition
to renewable energy can influence the respective production decisions
of OPEC+—akin to a “central bank of oil’—and U.S. oil companies that
respond more to the profit motive.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

T.RowePrice’
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