T.ROWE PRICE INSIGHTS
ON GLOBAL FIXED INCOME

Volatility Brings Opportunity
in Fixed Income

Interest rate markets offer alpha opportunities, dollar at

risk of depreciation.

KEY INSIGHTS

= The combination of heightened volatility and increased dispersion should create
some great potential alpha opportunities in interest rate markets.

= The U.S. dollar is at risk of weakening as the U.S. economy is hitting late cycle
and the Federal Reserve looks set to pause hiking before most peers.

= Given the uncertain backdrop of sticky inflation and slowing growth, volatility is
likely to remain high, so a flexible approach to bond investing will be important.

ond volatility is likely to persist
as concerns continue over
sticky inflation, slowing growth,
the banking sector, and the U.S. debt
ceiling standoff. Through this volatility,
we are finding potential attractive alpha
(excess returns) opportunities in the
interest rates space amid increased
dispersion in central bank policy. In
risk markets, the window of opportunity
to add credit risk may have passed for
now. While fundamentals continue to
be supportive, we feel that risk markets
may face challenges ahead from
slowing growth or further market
stresses, which is a possibility given the
sheer number and pace of interest rate
hikes since 2022.

Overall, we believe this environment will
suit an actively managed global bond
approach, which has a strong emphasis
on active duration’ management and is
flexible with the ability to tactically
respond to different market
environments.

Conditions Ripe for Potential Alpha
Opportunities in Rates

In rates, we believe that the current
landscape is more conducive for
generating alpha as heightened volatility
creates dislocations that we can
potentially take advantage of. One
example here is the U.S., where banking
turmoil led to markets pricing in multiple
interest rate cuts later this year. While
the Federal Reserve may pause rate
hikes soon, we believe it is unlikely that it
will then switch to cutting interest rates
so quickly given the current U.S. inflation
and labor market dynamics.

Our base case is for U.S. interest rates to
stay higher for longer than markets
currently anticipate. Why? Price
pressures are cooling, but only
moderately and not likely fast enough to
force the Fed into an early cutting cycle
given that inflation remains materially
above its 2% target. It is a similar story in
the labor market, which may be
loosening, but only gradually and from a
position of extreme tightness.

" Duration measures a bond’s sensitivity to changes in interest rates.
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Our base case
is for U.S. interest
rates to stay higher
for longer than
markets currently

anticipate.

— Scott Solomon, CFA
Co-portfolio Manager,
Dynamic Global Bond Strategy
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After a period of
multiyear strength,
we believe that the
U.S. dollar is at risk
of weakening.

— Quentin Fitzsimmons
Co-portfolio Manager,
Dynamic Global Bond Strategy

Tactical Themes in Bond Markets

(Fig. 1) Four key themes to monitor

U.S. Rates Weaker
Higher for Longer U.S. Dollar

As of April 30, 2023.

Monetary Policy Elevated

Dispersion Volatility

For illustrative purposes only. Not to be construed as a recommendation or investment advice.

Source: T. Rowe Price.

With this backdrop, U.S. interest rate
cuts are probably off the table for 2023,
so we expect the two-year U.S. Treasury
yield to reprice higher. Eventually, the
Treasury curve is likely to steepen or
normalize as the current hiking cycle
comes to an end. This is a long-term view
that we believe will play out over several
quarters.

Dispersion in the Monetary
Policy Cycle

Another key trend that we believe is
conducive for potential alpha generation
in rates is dispersion in the monetary
policy cycle. Not all countries are at the
same point—emerging market central
banks, for example, started raising interest
rates earlier and are therefore either
close to the peak or finished their hiking
cycles. The focus in emerging markets is
now on the sequencing—i.e., how long
central banks keep rates on hold before
moving to cutting cycles. Broadly, we
feel that a select few countries may be
able to start easing later this year.

In developed markets, we are seeing
some central banks, such as Australia,
soften their guidance around future
tightening, while others, such as the
European Central Bank, remain hawkish
in their battle to bring down inflation.

Then there’s the Bank of Japan (Bod),
which remains something of an outlier in
its accommodative monetary policy
stance. However, we do feel that at
some point this year the Bod may adjust
its yield curve control policy and believe
this is most likely to happen when
market conditions are calmer and
there’s downward pressure on global
yields.

Overall, we feel these divergences in
monetary policy are conducive for an
active manager as they can implement
both long and short duration stances.

U.S. Dollar at Risk of Weakening

After a period of multiyear strength, we
believe that the U.S. dollar is at risk of
weakening. There have been a few signs
this year that the currency has

hit a natural resistance after it failed to
appreciate at times of heightened
volatility in markets, such as the recent
banking turmoil. Going forward, several
indicators, including the U.S. economy
moving into the late cycle before other
countries and the likelihood that the
Federal Reserve pauses hiking sooner
than most peers, point to a period of
dollar weakness.
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..volatility can

often result in
dislocations that an
active and flexible

investor can
potentially take

advantage of.

— Arif Husain, CFA

Chief Investment Officer;

Head of International Fixed
Income, Co-portfolio Manager,
Dynamic Global Bond Strategy

Heightened Volatility in Bond Markets
(Fig. 2) Levels of the MOVE Index since December 2020
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Importance of Flexibility

Going forward, we expect volatility to
remain elevated in the fixed income
market amid sticky inflation, slowing
growth, ongoing geopolitical risks,

and worries over the financials sector.
There is also the political standoff over
the U.S. debt ceiling—the longer this
persists, the higher the risks. While this
environment is likely to be challenging,
volatility can often result in dislocations
that an active and flexible investor can
potentially take advantage of. For
example, the dislocations created by
volatility in March can open up a
window to add select credit risk driven
by bottom-up research process.

With heightened volatility likely to
persist, we anticipate that more
opportunities will emerge in the future
to add credit, but for now we feel the

window has passed. Although robust
credit fundamentals continue to be
supportive, risk markets could face
some challenges later this year. The
impact of monetary policy tightening
usually comes with a lag, so it is
possible that other stresses could
emerge at some point, particularly given
the aggressive pace of rate hikes

since 2022. Furthermore, we are
conscious that recent banking sector
turmoil may lead to tighter credit
conditions in the future, adding another
headwind to the global economy.

Overall, we believe that the current
environment of elevated volatility,
economic uncertainty, and the
approaching turning points in interest
cycles around the world lend
themselves well to an actively managed
global bond strategy, which is flexible
and has a strong emphasis on
managing duration dynamically.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.
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