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Highlights

* Inflation remains well above desired levels in most of the G7, but falling energy prices have brought some relief to households.

*  Although headline inflation has cooled in recent months, central bankers are going to be more focused on measures of infla-

tion that are more indicative of underlying price pressures in the economy.

China’s economic reopening looms as an upside risk to global inflation. The removal of COVID-era restrictions is going to
help restart consumer activity and the increased demand will put upward pressure on energy and raw input prices.

Inflation remains well above desired levels in most of the G7. However, top-line inflation rates mask very different trends
on both sides of the Atlantic. This report will shed some light on these distinctions that are impacting the outlook.

Advanced Economies
Falling Energy Prices Bring Relief

Overall price growth has decelerated around the G7 (Chart 1). In Europe, where surging energy prices were acutely felt,
headline consumer price index (CPI) inflation has eased to 8.5% year-on-year (y/y) as of January’s flash estimate, down from
a peak rate of 10.6% in October 2022. A similar story is helping ease price growth in the U.S. (6.5% vs. 9.1% at the peak),
Canada (6.3% vs. 8.1%), and Germany (9.6% vs. 11.6%).

Wholesale prices for oil and gas have pulled back significantly from their peaks in the summer months, while euro area
member states have deployed varying degrees of subsidies for consumers and industry. This has brought inflation in the
energy component of CPI in the euro area down from a high of 44.3% y/y, to 17.2% as of January (Chart 2). The UK, de-
spite capping household energy bills, is still facing lingering energy inflation north of 50% y/y; however, these effects should
begin to moderate in the coming months as the price cap was put

in place in October 2022 and will run until April 2024. Chart 1: Inflation in Advanced Economies
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economy. On this front, we see a divergence between the North
American economies (Canada and the U.S.) and their European

counterparts with Japan remaining the outlier (Chart 3).
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Chart 2: Energy Shock Rapidly Abating in Europe
Year/Year % Change
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Chart 3: Core Inflation Softens in North America
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Source: BoE, BoJ, BoC, FRB, ECB, TD Economics.

Showing signs of much more weakness is Japan's “Western-
Core” measure of CPI which, unlike the official core mea-
sure, excludes both food and energy prices. This gauge has
decelerated to a mere 1.3% on a three-month annualized ba-
sis. Unlike other G7 central banks, the Bank of Japan (Bo])
is going to be concerned with inflation undershooting its
desired level.

In contrast, core price inflation remains persistently el-
evated in the U.K. and euro area. The euro area, where the
European Central Bank (ECB) was much slower to begin
tightening policy, has seen near-term core inflation (on a
three-month annualized basis) run above 6% since Novem-
ber. This persistence in core measures is going to be top of
mind for ECB rate setters as they look to combat infla-
tion in the coming months (more on this later). Lastly, core
price pressures tend to be sticky and underpin our outlook
tor CPI inflation to remain above the 2% target into 2024.

Policy Rates and Expectations

When it comes to the changing dynamics in inflation, the
rate hikes imposed by central banks have contributed to
slowing demand and cooling price pressures. The aggres-
sive campaign against inflation has been motivated, in part,
by the concern that inflation expectations could inextrica-
bly rise, forcing even tighter monetary conditions and the
associated deleterious economic affects. As we wrote about
this week, markets are believing that targets are achievable,
as five-year implied inflation rates have steadily declined
since the spring of 2022 (Chart 4).

In Canada, the UK., and U.S,, central banks began tight-
ening policy in early 2022 (and December 2021 in the case
of the Bank of England). Meanwhile, the ECB waited un-
til the summer of 2022 to start the rate hiking cycle while
the Bank of Japan remains on the sidelines.

Chart 4: Five-Year Inflation Expectations Slowly
Return to Target Range
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Chart 5: As Central Banks Aggressively Raise
Interest Rates
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Chart 6: Dollar's Dominence Fades
% Change (Three-Month Moving Average)
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Given its delayed start, the ECB is going to continue rais-
ing interest rates in 2023 as it plays catch up with inflation,
as our projection has the policy rate reaching 3.5% in the
second quarter of this year (Chart 5). Rates this far in re-
strictive territory will help dampen demand, and ease some
of the inflationary pressures in the economy.

Household and business expectations have been more
mixed (Appendix 1). For the most part, households in
Canada, U.S., and most of the euro area have decreased
their expectations of inflation in the coming one-to-five
years. In the UK., the BoE/Kantar inflation survey has
seen five-year expectations (a key focus for central bankers)
recede from their highs in the second quarter of 2022 — de-
spite rising relative to the past quarter. Conversely, house-
holds in Japan and Italy have uniformly raised inflation
expectations over the past three months.

On the business side, most survey measures focus on near-
term inflation expectations so given recent trends in in-
flation, it’s not surprising that these have risen. However,

Chart 7: Industrial & Precious Metals Prices Begin
Recovery
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the euro area’s Survey of Professional Forecasters shows
expectations for inflation have moderated with long-term
headline and core inflation projections are running at 2.1%
and 2.0%, marginally lower relative to prior readings.

Lastly, amid the expected narrowing of interest rate differ-
entials, the U.S. dollar has given back some of its gains from
earlier in the year (Chart 6). This has been beneficial for oil
importers as oil tends to be transacted in U.S. dollars, help-
ing take pressure off the energy crunch on the continent.

Commodities Prices

Broad commodity indexes have continued to fall since the
peak in the summer of 2022, however, a closer look shows
that it is primarily falling energy prices dragging down the
composite index (Chart 7). In fact, precious and industrial
metals have rallied off their lows in the fall, while agricultural
product prices have been roughly steady since the summer.
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Chart 8: Inflation in Emerging Markets
Year/Year % Change
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Source: National Statistical Agencies, TD Economics.

That said, consumers have certainly felt relief amid falling
wholesale energy prices. European households, in particu-
lar, have benefitted from a steep decline in natural gas pric-
es as the abnormally warm winter has helped keep stock-
piles near record highs and prices fall over 80% from their
highs last summer. The outlook for raw materials prices is
steeped in uncertainty, as the economic reopening in China
gains steam. A stronger than expected recovery represents
a substantial upside risk to commodity prices for 2023.

Wages

Wage growth continues well above pre-pandemic trends in
most of the G-7 (Table 1), with Germany as the lone ex-
ception. The current pace of wage gains remains supportive
of above-target inflation in most jurisdictions.

Japan here remains an exception where wage growth of
1.7% is still below what is needed to sustain inflation at 2%.
The tepid wage growth is one of the reasons policymakers
have maintained a dovish stance despite the multi-decade
high in inflation. Looking forward, the spring wage-bar-
gaining season could provide a lift to Japanese wages and
secure more durable wage growth that would support the
BoJ in tightening monetary policy.

Emerging Markets

Inflation in emerging markets has cooled this year as fall-
ing commodity prices have helped ease the burden on
households (Chart 8). Inflation in Brazil has simmered
down substantially, with headline CPI inflation receding
from 12.1% y/y to 5.8% in December. China continues to
be the laggard as consumer price inflation is still below 2%,
with the measure excluding food and energy costs register-

ing a tepid 0.7% y/y.

'That said, while China is the laggard as of December, it
presents the greatest global upside risk to inflation moving
torward. The removal of COVID-era restrictions is going
to help restart consumer activity and the increased demand
will put upward pressure on energy and raw input prices.
At a minimum, sustained growth in China will put a floor
under commodity prices, but should growth prove stronger
than anticipated, it could send them higher yet again.
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Disclaimer

This report is provided by TD Economics. It is for informational and educational purposes only as of the date of writing, and may not be appropriate for other pur-
poses. The views and opinions expressed may change at any time based on market or other conditions and may not come to pass. This material is not intended
to be relied upon as investment advice or recommendations, does not constitute a solicitation to buy or sell securities and should not be considered specific legal,
investment or tax advice. The report does not provide material information about the business and affairs of TD Bank Group and the members of TD Economics are
not spokespersons for TD Bank Group with respect to its business and affairs. The information contained in this report has been drawn from sources believed to be
reliable, but is not guaranteed to be accurate or complete. This report contains economic analysis and views, including about future economic and financial markets
performance. These are based on certain assumptions and other factors, and are subject to inherent risks and uncertainties. The actual outcome may be materially
different. The Toronto-Dominion Bank and its affiliates and related entities that comprise the TD Bank Group are not liable for any errors or omissions in the informa-
tion, analysis or views contained in this report, or for any loss or damage suffered.
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