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Most Central Banks
Have No Choice But to
Remain Hawkish

Few have the scope to loosen policy if economic

conditions worsen.

ommodity prices have surged

since Russia invaded Ukraine.

As a result, headline inflation
in most countries will very likely rise
rapidly over the next few months.
Given that global headline inflation
was already elevated before the
invasion, this puts central banks under
considerable pressure to act.

So, they should just accelerate the
pace of monetary tightening, right?

For the most part, this logic makes
sense—however, the impact of rising
commodity prices complicates the
picture. For an energy importer, a surge
in the oil price is normally a deflationary
shock. Although headline inflation

rises upon impact, the sudden rise in
import prices is a negative terms of
trade shock that drains income from
the economy. Over time, this income
drain produces a pronounced growth
deceleration, which takes pressure

off the labor market and slows wage
growth. Given that wage pressure is
the nucleus of core inflation, tightening
policy while wage growth is slowing
might not be such a good idea after all.

As well as being restricted by prevailing
economic conditions, central banks
are constrained by the credibility of
their institutional frameworks and

their dependence on global capital
flows. In other words, we should
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expect a central bank’s response

to surging commaodity prices to
depend on whether it operates in a
developed market (DM) or emerging
market (EM) country and whether that
country is a commodity importer or a
commodity exporter.

Not All Central Banks Can Act Freely

DM countries tend to respond
differently to external shocks than

EM countries. Typically, DMs have
well-established and credible
institutional frameworks, usually
including an independent central bank.
With greater institutional resiliency
comes a stronger anchoring of inflation
expectations. This provides the central
bank with policy autonomy: The central
bank can “look through” shocks

to headline inflation without undue
concerns about de-anchoring inflation
expectations and without fears of
destabilizing capital outflows.

...central banks

are constrained by
the credibility of
their institutional
frameworks and
their dependence
on global

capital flows.
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...for commodity
importers, a rise in
commodity prices is
a negative terms of
trade shock....

EM countries usually have young
institutional frameworks that have

yet to prove their resistance to

political pressure. For the populations
of these economies, low and stable
inflation is not something that can

be taken for granted. Consequently,

as adverse external shocks hit, the
populations have learned from painful
experience to try to preserve purchasing
power by obtaining U.S. dollars.
Therefore, as inflationary shocks wash
up on the shores of emerging markets,
EM central banks will very likely be
forced to hike interest rates to prevent
painful surges in inflation expectations
and associated disruptive capital
outflows. The ability to look through
headline inflation shocks is virtually
absent as there is little policy autonomy.

Regarding capital flows, for commodity
importers, a rise in commodity prices
is a negative terms of trade shock

that drains income from the economy

and slows activity. Headline inflation
may initially increase, but, over
time, slowing activity would reduce
inflationary pressures.

For commodity exporters, a rise in
commodity prices is a positive terms
of trade shock that brings an income
windfall. Higher incomes would increase
consumers’ purchasing power, which
raises economic activity. Activity

gains further as surging commodity
prices prompt a capex expansion in
the extractive industries. As such, for
commodity exporters, inflationary
pressures rise in response to rising
commodity prices as both headline
inflation surges and as a higher level
of economic activity leads to additional
wage pressures.

How We Expect Central Banks to Act

When we put all this together, we can
see that a surge in commodity prices
will very likely result in higher headline

How We Expect Central Banks to Act
(Fig. 1) Location and dependence on capital flows is key

Commodity Exporter

" Headline inflation: Up.

U.S., Australia, Norway, Canada.

Commodity Importer

Euro Area, Japan, UK, Sweden, New Zealand, Switzerland.

" Headline inflation: Up.

" Positive terms of trade shock = a positive income shock =  ® Negative terms of trade shock = a negative income shock
good for activity = “Core inflationary.” = bad for activity = “Core deflationary.”
Developed " Mon. Pol.: Unequivocally hawkish impulse. " Mon. Pol.: Dovish impulse.

Markets

Indonesia, Malaysia.

" Headline inflation: Up.

Latin America, South Africa, Middle East,

= Policymakers may descend into academic discussion
about whether shock contaminates inflation expectations
(especially if economy operates at full capacity): (A) It
does because expectations are 99% about oil anyway and
(B) After a few months, economy struggles, and debate

is irrelevant.

China, India, Manufacturing Asia (South Korea, Thailand,

Taiwan, etc.), Central and Eastern Europe, Turkey.

" Headline inflation: Up.

Emerging = Positive terms of trade shock = a positive income shock = ® Negative terms of trade shock = a negative income shock
Markets good for activity = “Core inflationary.” = bad for activity = “Core deflationary.”
= Mon. Pol.: Hawkish impulse. Some policy autonomy = Mon. Pol.: Hawkish impulse. No policy autonomy when

not forced to hike).
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...investors should
generally favor
long positions
in commodity-

producing DMs....

inflation and a positive term of trade
shock for a commodity-exporting DM
country. The income windfall will in turn
very likely drive activity and push core
inflation up, resulting in an unequivocally
hawkish response from the central bank.

Rising commodity prices will likely also
lead to a positive in terms of trade shock
for an EM commodity exporter. As with
the DM commodity exporter, the income
windfall will likely fuel activity and push
core inflation higher. The central bank’s
impulse will very likely be hawkish and
will benefit from the restoration of some
policy autonomy if capital flows chase
the rise in commodity prices.

For a commodity-importing EM country,
a rise in commodity prices will likely
lead to higher headline inflation and a
negative in terms of trade shock. The
associated fall in income will likely
depress activity, which, over time, will
likely weigh on core inflation. The
prospect of capital outflows likely
means that the central bank will adopt
a hawkish stance despite the projected
slowdown in economic activity. In other
words, the absence of policy autonomy
will likely effectively force the central
bank to adopt a more hawkish policy
stance than it would ideally like to.

Finally, for the commodity-importing DM
country, the surge in commodity prices
very likely results in higher headline
inflation and the negative terms of trade
shock erodes purchasing power, which,
over time, reduces activity and puts
downward pressure on core inflation.

In this instance, however, the relatively
high degree of autonomy enjoyed by the
central bank should enable it to adopt

a slightly more dovish stance than its
commodity-importing EM counterpart.

Commodity-Producing DM
Currencies Look Strong

These divergent policy responses have a
few straightforward implications for fixed
income investors: Across the currency
complex, investors should generally favor
long positions in commodity-producing
DMs, like Australia, Norway, and
Canada, financed by short positions in
commaodity-importing EMs and DMs,
like Korea, the eurozone, the UK, and
central Europe. Interestingly, with a
relatively neutral oil trade balance, the
U.S. dollar is approximately in the middle
of the pack.

When it comes to interest rates

trades, investors should look for

bond markets to underperform and

for yield curves to flatten more in the
commodity-producing DMs versus their
commodity-importing counterparts.

As with any analysis, initial conditions
matter. Most countries enter the current
inflationary period with economies

that need tighter financial conditions.
Apart from the European Central Bank,
commodity-importing DM central banks
do not have space for a meaningful
dovish shift. In practice, this means that
while marginal decisions might favor the
dovish option, | expect the overall policy
direction will not change until there is a
significant impact on economic activity.

INVEST WITH CONFIDENCE™ 3



INVEST WITH CONFIDENCE™

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

T.RowePrice’

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, nor is it intended to serve as the primary basis for an investment decision. 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.

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—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.a r.l. 35 Boulevard du Prince Henri L1724 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 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.

Mainland 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 mainland of the People’s Republic of China (“Mainland China”, not including the Hong Kong or Macau Special Administrative Regions
or Taiwan) or by any means that would be deemed public under the laws of the Mainland China. 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 Mainland China. The strategy and/or any product
associated with the strategy may only be offered or sold to investors in the Mainland China that are expressly authorized under the laws and regulations of the Mainland China
to buy and sell securities denominated in a currency other than the Renminbi (or RMB), which is the official currency of the Mainland China. Potential investors who are resident
in the Mainland China are responsible for obtaining the required approvals from all relevant government authorities in the Mainland China, 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 Mainland
China, or nationals with permanent residence in the Mainland China, or to any corporation, partnership, or other entity incorporated or established in the Mainland China.

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. (UEN: 201021137E), 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
Thailand is permitted. Nothing in this material shall be considered a provision of service, or a solicitation to buy, or an offer to sell, a security, or any other product or service, to
any person where such provision, offer, solicitation, purchase or sale would be unlawful under relevant Thai laws and regulations.

UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by the UK
Financial Conduct Authority. For Professional Clients only.

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange Commission.
For Institutional Investors only.

© 2022 T. Rowe Price. All Rights Reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart, trademarks of
T. Rowe Price Group, Inc.

ID0004958 (04/2022)
202203-2094958 INVEST WITH CONFIDENCE™ 4



