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Overview

The 6th century Greek philosopher, Heraclitus, had it right with the idea that nothing is constant but
change. He was referring to the universe and life, more generally, but it’s an apt depiction of the economy.

After a long period of upside surprises to the economic data, markets are adjusting to a shift in paradigm.
Fear moments will dot the landscape until confidence solidifies that the economic path remains a soft
landing, and not a hard one.

However, recent developments are not a departure from our forecast. Clear signs of a slowing U.S. econ-
omy are a necessary condition for the Fed to cut interest rates, even as markets stay highly attuned to
downside data surprises, particularly within labor market indicators.
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Forecast Evolving Largely As Expected = Growth Convergence

Jumping into the forecast evolution and whether the Real GDP Forecast, Year/Year % Change
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With economic growth finally synchronizing, the U.S.
now really stands out as the outlier in not commenc-
ing an interest rate cut cycle. Aside from having the 1
highest policy rate, inflation trends have also synched .

up to peers. In other words, the minimum necessary
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As U.S. Data Surprises Also Flip To The Other Side Of the Ledger

Nobody can blame markets for being jittery, how- Citigroup U.S. Economic Surprise Index
ever. Investors are recalibrating expectations to 100
data performance, and pivot points in the economic 80
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tently to the upside of market expectations untilonly 4
about three months ago, when the tables turned.No T
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Source: Bloomberg, Citigroup, TD Economics. Last Observation: August 13th, 2024.
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Markets React To Sting Of Disappointing Data

Until confidence builds that a slowdown is not
the start of a recession, we could see more days
or weeks captured by these graphs. The ongoing
guessing game of the Fed’s next move will swiftly
manifest into yields and the greenback.

The U.S. dollar had an incredible first half of this
year that pushed it up 5% on a trade-weighted
basis. In a short period, its value came down 3%,
largely on some unwinding of the Japanese carry
trade, but not solely. Many other countries have
been caught in the currency upswing as views
coalesce around greater interest rate spread
compression between countries on a more syn-
chronized economic slowdown.

Canada’s loonie is the exception. It has trad-
ed sideways to the U.S. dollar and depreciated
against other peer currencies due to the offset-
ting impact of falling energy prices. We think
there’s a good chance offsetting influences will
keep the currency within its current 72 to 76 U.S.
cent range.

However, trading the U.S. dollar is rarely one-di-
rectional. It wouldn’t be a surprise if the green-
back regained some strength by year-end if mar-
ket focus shifts back to geopolitical factors and
flight-to-safety trades. We don’t yet know what
the U.S. election will mean for trade disputes, tax
cuts, and prior geopolitical commitments made
by America’s leadership.
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Markets Are All-In On Rate Cuts

In the meantime, markets have priced U.S. rate cuts with some sense of urgency, with 100 basis points
by year-end even though there’s only three scheduled Fed meetings. Basically, markets are signaling
that the Fed is already starting on its backfoot and needs to catch up to avoid a deeper slowdown.

We penciled in an even pace of 25 basis points at each meeting absent a sense of an impending reces-
sion. And, from a practical perspective, there’s an optics and communication risk for the Fed to start
with a 50 basis point rate cut that could trigger even more aggressive pricing across the curve that gets
too far ahead of the Fed’s assessment of economic risks.

The bottom line is that all major countries will be in ease mode if the Fed jumps on the rate cut band
wagon in September....and then the discussion becomes about how low will rates go?
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Cutting Aggressively Is A Risky Strategy With Bouncy Inflation

That answer sits in these metrics. During the
last two quarters, the rapid decline of prices for
physical “stuff” has led inflation lower (referred
to as “core goods inflation”). The missing piece
on inflation has been a decisive turn in service
prices.

A slow descent is underway, but overall service
prices remain universally elevated. In a perfect
world, these prices would be expanding a full
percentage point less than where it sits today.

Looking at the 3-month trend for clues on fu-
ture direction, it’'s been favorable for the U.S.,
but not for other regions. The exact opposite
story played out last quarter when U.S. inflation
backed up while other countries benefited from
a downdraft. This reinforces that the road ahead
is going to be bumpy for service prices because
consumer patterns have greater inertia.

So why are central banks cutting at all? One rea-
son is that the share of prices that are rising by
3% or more now represents only 30% of consum-
er purchases, which is consistent with historical
patterns.
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Trump’s 2018 Tariffs Had Small Impact on Inflation, But Current Tariff Proposal Won’t

.SO what happens to mﬂqtloh I_f former president Trump Core Goods Annualized Contribution to Headline CPI,
is re-elected, and the administration follows through Percentage Points
with broad global tariffs, as high as 60% on China and %%

10% on others?
0.6 ]

To understand this, we revisited Trump’s past tariff
cycle, which was modest by comparison and added
about 10 basis points to inflation. It certainly wasn’t
disastrous, even as countries retaliated with tariffs on
American products.
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Remember the “great whisky tariff of 2018” by the E.U.? o5

This was a 25% tariff in retaliation to U.S. tariffs on their 2014-2017 2018-2019 (Post Trump Tariffs)
steel and aluminum. It’s a reminder of how isolated the

tit-for-tat measures were in the 2018 and 2019 period,

amounting to about $80bn in new taxes on products

and impacting only 10% of U.S. imports, at their peak. U.S. Core PCE Prices, Year/Year % Change
4.5

In contrast, the current proposal would bring the tally 4.0
to more than $500bn in new taxes, with a high like- 35
lihood the countries retaliate. The E.U. is reportedly 3o
developing a two-stage strategy to first pre-empt pos- 25
sible tariffs with negotiations, and then, if necessary, to ;o
retaliate with targeted tariffs of 50% or more. Canada 15
is thinking through a similar approach. 1.0

0.5

Source: Bureau of Labor Statistics, TD Economics.
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There’s no doubt that a Trump administration would 0o

follow through with tariffs, but there’'s many pos-  s0uq1 202403 202501 202503 202601 20263
sible combinations of events, such as what countries

can negotiate, how long the tariffs stay in place, and Source: BEA, Oxford Economics, TD Economics.

whether carve outs would exist to prevent disruptions

to American production.

e ™
But in the meantime, here are some conclusions we can rely on:

1. The scale and magnitude would cause a meaningful lift to inflation.

2. Broad and deep tariffs would have the intended outcome of depressing demand for foreign products, but also
dent U.S. real incomes.

3. The influence on inflation may not stop the Federal Reserve from easing policy, but would likely limit how low
they can go.

. For instance, when tariff wars were in full swing in 2019, the Fed still cut by 75 basis points because
weaker domestic demand ruled the day.

. The policy rate is at a higher starting point this time, creating scope to the downside. But, getting to
our estimate of the neutral rate (3%) could be tough in the absence of very weak domestic demand,
which any administration would want to avoid.
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Powell Says Labor Market Is Normalizing...Markets Fear The Worst

Turning now to the labor market dynamics that frayed financial market nerves in early August. The July
employment data produced 114K jobs - not exactly portraying a falling sky. But that’s yesterday’s news
and all that matters is what the job market looks like in 3-6 months.

On that front, this graph captures a broad set of labor market indicators, which leave no question that
a cooler front has rolled onto American shores. Indicators have all normalized to pre-pandemic per-
formances, creating a compelling argument to start adjusting interest rates rather than wait for all the
stars to align on inflation. Doing so would risk the need for more aggressive action at a future date if
too much slack builds in the economy.
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Fiscal Supports Continue To Boost Business Investment

Now let’s look beyond the job market, because there’s
a lot going right in this economy that helps to provide

a counterbalance to market fears. I've been pointing 8

out business investment resilience for about a year
now. This is one area that continues to upstage pre-
dictions and even gained momentum in the first half
of this year.

It’s not the only areq, so too is investment by all levels
of government. State & local governments have spent
most of the COVID relief funds, but there’s still plenty
to come from the Infrastructure Investment and Jobs
Act (I1JA). These funds haven’t even hit their full stride
in economic impact. Recall, this is money allocated to
rebuilding roads, bridges, railways, enhancing broad-
band access, and so forth.

The CBO estimates that those funds will amount to
about $60 billion in 2025, rising to about $70 billion
in each of the next two years. That compares to $40
billion this year. Irrespective of the next President, re-
pealing these funds wouldn’t be easy, it requires an act
of Congress. And although Trump has indicated an in-
tention to curtail initiatives, many Republican states
are using and benefiting from these funds.

The bottom line is that the economy is still experienc-
ing a one-two investment punch, through both private
and public sector spending initiatives. However, we
are weeks away from an election that will force fore-
casters to revisit views once the new administration
and composition of Congress is known.

Markets will be attuned to how well Congress will ad-
dress deficits and debt. To not do so risks yields em-
bedding a higher term premium as political platforms
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are executed. In turn, this would undermine the cost of capital and investment.

Clients often ask: when will deficits and debt matter in the U.S.? | wish there was a precise answer other
than to say: it’ll matter when markets say it matters, revealed by punitive financial conditions. This is what
it takes to jolt governments into making the hard, and often politically unpopular, decisions.

So to end, let’s return to the words: nothing is constant but change. We’re about to enter a

period of many changes that go beyond just the decisions and the control of central banks
and monetary policy.
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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 appro-
priate for other purposes. 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 omis-
sions in the information, analysis or views contained in this report, or for any loss or damage suffered.
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