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Highlights

* Financial markets have started 2023 on solid footing, with optimism that easing inflationary pressures raise the prob-

ability of a soft landing.

Pressure on goods prices has been a catalyst and is likely to help anchor the quarterly annualized pace of total infla-
tion at 3% by the summer and even lower by year-end. In turn, bets remain alive that the Fed will cut interest rates
by the end of the year, or risk a harder landing with highly restrictive policy.

* The Bank of Canada’s earlier pause in the cycle is a nod to the high interest rate sensitivity of Canadian households.
But, this means that getting-it-right is of even greater importance and what goes up, must come down.

The weather started off ice cold in 2023, but markets were hot. The S&P 500 jumped 7% in the first five weeks of the year, and
bond yields came down 30 basis points. Financial markets are optimistic that subsiding inflationary pressures will ward oft the
conditions that could lead to a hard landing and usher in interest rate cuts by year-end — despite the protest coming from the
central bank.

The inflation U-turn

U.S. consumer price inflation has peaked. It is now edging down the mountain under improved supplier delivery times, plum-
meting freight shipment costs, and lower energy and raw materials prices. As these influences snake through the production
pipeline, consumers are starting to experience some of the benefits of price competition from high inventories amongst retailers.

After two years of huge price increases, the near-term momentum of core goods prices has finally moved into deflation terri-
tory (Chart 1). Other preferred central bank inflation measures are Chart 1: Goods in Deflation, Services Dropping

also finally starting to crack. One of these crucial measures is core ~ U.S. CPI Core Inflation, % Change

services excluding shelter, which strips out the lagging measure of 8
rent inflation. As the year rolls forward and economic momentum 6
slows under the weight of past rate hikes, it’s completely realistic
that the quarterly annualized rate of inflation will break the 3%
barrier by year-end.
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A number of business cycle indicators are starting to show their
age. The forward-looking ISM manufacturing index went from
exuding strength to swiftly surpassing the contraction threshold. -4
Declining expectations for new orders have businesses bracing for a
revenue hit this year (Chart 2). Corporate spending intentions have Core Core Goods Core Services (excl.
already declined to the lowest level in three years. Setter)

Source: Bureau of Labor Statistics, TD Economics. Last Observation: December 2022.
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Chart 2: Business Sentiment Falling
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Consumers are also worried. Sentiment measures are weak
even with elevated job openings and strong wage growth.
Surveys reveal that most people think the economy will be
in recession in the next twelve months, raising the odds of
a self-fulfilling prophecy. Consumers took a precautionary
approach to spending in both November and December, de-
spite rising inflation-adjusted income. It’s possible the first
quarter of 2023 will show a modest contraction in consumer
spending, which would mark a first since the height of the
pandemic in 2020.

The Fed is talking tough, but can it hold on?

With 450 basis points of hikes in the rear-view mirror in the
span of a single year, the Federal Reserve is starting to pivot
in tone and action. Last week’s “old school” quarter-point
adjustment in the policy rate (to 4.75%) led to a sigh of relief
in equity markets. Whether or not the Fed pursues one or
two more quarter-point adjustments is no longer the main
event. The more relevant question is: how long will interest
rates be held at this level?

When it comes to messaging, FOMC members have little
choice but to show conviction in maintaining high inter-
est rates for a long period. It’s the only remaining strategy
to anchor inflation expectations and mitigate the degree of
easing in financial conditions that naturally occurs once the
peak threshold for the policy rate has been revealed. Because
markets are forward looking, the next move that would be
consistent with the weaker economic trajectory is already
being anticipated. For instance, during the past four rate-
hike cycles, yields on the 10-year Treasury declined by ap-
proximately 30 basis points two months before the policy
rate had peaked, and a further 110 basis points before the

central bank embarked on its first rate cut. Market behavior
doesn’t look much different this time around.

Approximately 100 bps in cuts are priced to occur by this
time next year, which has been echoed by a 70 basis point
decline in the 10-year Treasury yield in the past three
months. Financial market participants already believe that
the Fed will be successful in reclaiming the 2% inflation tar-
get (Chart 3). In turn, this market-conviction is the back-
drop the central bank needs to have the leeway to throttle
back the policy rate from highly restrictive territory as the
year rolls forward.

However, until that moment, the Fed will keep talking
tough on inflation to prevent too much easing in financial
conditions relative to the current data and business cycle.
Although interest rates on many credit products are tied to
the prime rate (credit cards, lines of credit, and auto loans)
will stay elevated and pinned to the policy rate, movement
within the yield curve has already filtered through some ar-
eas of the economy. For instance, the BBB corporate yield
has downshifted 120 bps, while the 30-year mortgage rate
has dropped 100 bps. Little wonder that in its December

minutes, Fed members said:

“Because monetary policy worked importantly through finan-
cial markets, an unwarranted easing in financial conditions,
especially if driven by a misperception by the public of the
Committees reaction function, would complicate the Com-
mittee effort to restore price stability.”

What'’s behind the logic of a policy reversal?

If you believe in the central bank’s December forecast trajec-
tory for inflation and the economy, the real policy rate will

Chart 3: Inflation Expectations Back to Target
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Chart 4: Tightening to Continue After the Pause
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Source: Bureau of Economic Analysis, Federal Reserve, TD Economics.
Note: Real rate: subtracting core PCE from the fed funds rate.

steadily tighten, even after the Fed stops hiking (Chart 4). If
left unchanged, the policy rate would drift too deeply into
restrictive territory and become counterproductive to achiev-
ing the Fed’s preferred economic and inflation outcomes. In
other words, the balance of risks tilt to undershooting the
inflation target.

Analysts often cite the level of interest rates as the catalyst
for a policy error, but we think it’s more about the duration
that interest rates are left overly accommodative or restric-
tive. For instance, during the pandemic period, the central
bank’s error on further stoking inflation wasn't in placing
the policy rate at the effective lower bound at the height of
the economic crisis. It was in leaving it there for too long —
eight quarters. Housing demand, consumer spending, gov-
ernment income supports to households, and inflation had
long provided the proof points that the emergency-level on
the policy rate was no longer necessary. This time, the cen-
tral bank will be on the other side of this risk, of leaving
rates too high for too long. Once a mindset is entrenched,
be it high inflation or a hard economic landing, it eventually
takes more work to break that psychology within business
and consumer behavior. If the forecast evolves as we expect,
we’re hoping that sometime within the third quarter of this
year, the central bank rhetoric will shift, but not likely much
before that point.

BoC hits pause, now what?

Turning to the Bank of Canada, there is no ambiguity that
this central bank has hit the pause button after placing the
policy rate at 4.50%. This speaks to the BanK’s confidence
in the trajectory of inflation, but also the asymmetric risks
among households when it comes to interest rate sensitivity.

In its accompanying forecast tables, the BoC expects infla-
tion (CPI) to return to 3% by the summer and 2.6% by
the end of this year. Given the Bank’s 1% to 3% inflation
comfort range, this would mark success. However, similar to
the Federal Reserve, if the real policy rate is left more than
two percentage points above the estimated neutral level in
a falling inflation environment, the economy will be unnec-
essarily absorbing too much financial tightening. A pause
doesn’t mean the BoC can take its eyes oft the road and just
hit cruise control.

In the near term, the ‘conditionality’ of the pause means that
the central bank could still tweak rates higher. But the bur-
den of proof will be on inflation to be stickier than expected,
and this would typically occur against a firmer economic
backdrop. One area of concern is the strong connection
between wages and inflation on services. The job market
has yet to ease in any convincing or sustained manner. The
blowout 69k j ob gains in December occurred against a still
high 823k amount of available jobs. If the labour market
remains tight, wages could be a roadblock on the way to 2%
inflation. Herein lies the need for an economic slowdown.

Like the U.S., the growth transition is occurring in Canada.
'This is clearly reflected in real estate activity and in con-
struction data — areas that are the first to respond to higher
interest rates. Both have more than recalibrated from their
pandemic-induced surge. The next stage occurs within con-
fidence and the business production cycle. On this front,
manufacturing output has already contracted in five of the
past six months, while firms are beginning to pull back on
inventory stocking. The final step is when companies mod-
erate hiring, which can take the form of hiring freezes and/
or outright staff reductions. This is the economic ‘stall’ that
creates the sustained anchoring of inflation. And on this
front, even Governor Macklem has stated that “a mild re-

cession” could happen in 2023.

By extension, no central bank can afford to have a set-it-
and-forget-it policy rate. What goes up in the near-term,
must eventually come down. And given the greater interest
rate sensitivity of Canadian households, the BoC needs to
be even more careful than the Fed when it comes to keeping
interest rates too high for too long. It is for this reason that
we have the BoC cutting slightly more than the Fed in the
latter half of this year.
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Interest Rate Outlook
Interest Rates Spot Rate 2022 2023 2024

Feb-06 Q1 Q2 Q3 Q4 Q1F  Q2F Q3F Q4F | QIF Q2F Q3F QA4F
CANADA
Overnight Target Rate 4.50 0.50 150 325 425 | 450 450 450 3.75 | 325 275 250 225
3-mth T-Bill Rate 4.47 0.60 2.08 358 423 ]| 450 4.50 413 350 | 3.00 263 238 213
2-yr Govt. Bond Yield 3.94 227 310 379 406 | 3.75 3.45 3.10 285 | 260 245 230 220
5-yr Govt. Bond Yield 3.16 239 3170 332 34 | 370 290 2.75 260 | 245 240 240 235
10-yr Govt. Bond Yield 3.04 240 323 316 330 | 3.00 290 280 275 | 270 265 260 2.60
30-yr Govt. Bond Yield 3.08 238 313 3.09 327 | 310 305 300 295|290 290 290 290
10-yr-2-yr Govt Spread -0.90 013 043 -0.63 -0.76 | -0.75 -0.55 -0.30 -0.10| 0.10 0.20 0.30 0.40
U.S.
Fed Funds Target Rate 4.75 0.50 175 325 450 | 5.00 525 5.25 475 | 425 375 325 275
3-mth T-Bill Rate 4.55 0.51 166 322 430 )| 5.05 5.15 490 4.40 | 390 340 290 250
2-yr Govt. Bond Yield 4.45 228 292 422 44| 435 400 365 330|300 275 255 240
5-yr Govt. Bond Yield 3.81 242 3.01 4.06 399 | 380 3.65 3.50 325 | 3.05 285 275 265
10-yr Govt. Bond Yield 3.63 232 298 383 388|360 355 345 335| 315 3.00 290 280
30-yr Govt. Bond Yield 3.66 244 314 3879 3.97 | 365 360 355 350|340 330 320 310
10-yr-2-yr Govt Spread -0.82 0.04 0.06 -0.39 -0.53]|-0.75 -045 -020 0.05] 015 025 0.35 0.40
CANADA - U.S SPREADS
Can - U.S. T-Bill Spread -0.08 0.09 0.42 0.36 -0.07(-0.55 -0.65 -0.77 -0.90|-0.90 -0.77 -0.52 -0.37
Can - U.S. 10-Year Bond Spread -0.59 0.08 0.25 -0.67 -0.58]|-0.60 -0.65 -0.65 -0.60]|-0.45 -0.35 -0.30 -0.20
F: Forecast by TD Economics, February 2023; Forecasts are end-of-period.
Source: Bloomberg, Bank of Canada, Federal Reserve.

Foreign Exchange Outlook
Currency Exchange Spot Price 2022 2023 2024

rate Feb-06 Q1 Q2 Q3 Q4 QIF Q2F Q3F Q4F | QIF Q2F Q3F QA4F
Exchange rate to U.S. dollar
Chinese Yuan CNY per USD 6.79 6.34 6.70 71 6.90 | 6.80 6.80 6.80 6.80]| 6.80 6.80 6.80 6.80
Japanese yen JPY per USD 133 121 136 145 132 132 130 128 127 126 125 124 123
Euro USD per EUR 1.07 1.1 1.05 0.98 1.07 | 1.07 1.09 1 1.14 1.16 1.18 1.20 120
U.K. pound USD per GBP 1.20 1.32 1.22 1.1 1.21 1.20 1.21 1.22 1.24 1.25 1.26 1.27 1.29
Canadian dollar CAD per USD 1.34 1.25 1.29 1.38 1.35 1.35 1.34 1.33 1.31 1.30 1.29 1.27 1.26
Australian dollar USD per AUD 0.69 075 069 064 068|068 069 069 0.70]| 071 0.72 0.72 0.73
NZ dollar USD per NZD 0.63 0.70 063 056 063|063 064 065 065|066 067 0.67 0.68
Exchange rate to Euro
U.S. dollar USD per EUR 1.07 1.1 1.05 0.98 1.07 | 1.07 1.09 1M 114 1.16 1.18 1.20 120
Japanese yen JPY per EUR 142 135 142 142 141 141 142 142 144 146 148 149 148
U.K. pound GBP per EUR 0.89 084 086 088 089089 090 091 092] 093 0.94 0.94 0.93
Canadian dollar CAD per EUR 1.44 1.39 1.35 1.35 1.45 1.45 146 1.48 1.49 1.51 1.52 1.53 1.51
Australian dollar AUD per EUR 1.56 1.48 1.52 1.52 1.57 1.57 1.59 1.61 1.62 1.64 1.65 1.66 1.65
NZ dollar NZD per EUR 1.71 1.60 1.68 1.73 1.69 | 1.69 1.71 1.72 1.74 1.76 1.77 1.78 1.77
Exchange rate to Japanese yen
U.S. dollar JPY per USD 133 121 136 145 132 132 130 128 127 126 125 124 123
Euro JPY per EUR 142 135 142 142 141 141 142 142 144 146 148 149 148
U.K. pound JPY per GBP 159 160 165 161 159 158 158 157 157 157 158 158 158
Canadian dollar JPY per CAD 98.7 97.3 105.4 105.2 97.4 | 97.8 97.0 965 96.7 | 96.9 971 97.3 975
Australian dollar JPY per AUD 91.2 9.1 93.7 932 89.7| 898 893 888 89.0]| 892 893 895 897
NZ dollar JPY per NZD 83.4 844 847 816 836 | 837 832 827 829 | 831 83.3 83.4 83.6
Exchange rate to Canadian dollar
U.S. dollar USD per CAD 0.74 0.80 078 073 074|074 075 075 076 077 078 0.79 0.79
Japanese yen JPY per CAD 98.7 97.3 105.4 105.2 97.4 | 97.8 97.0 965 96.7 | 96.9 971 97.3 975
Euro CAD per EUR 1.44 1.39 1.35 1.35 1.45 1.45 1.46 1.48 1.49 1.51 1.52 1.53 1.51
U.K. pound CAD per GBP 1.61 1.64 1.57 1.53 1.63 1.62 1.62 1.62 1.62 1.62 1.62 1.62 1.62
Australian dollar AUD per CAD 1.08 1.07 1.12 1.13 .09 | 1.09 109 109 109 | 109 109 109 1.09
NZ dollar NZD per CAD 1.18 1.15 1.24 1.29 117 1.17 1.17 1.17 1.17 117 117 1.17 1.17
F: Forecast by TD Economics, February 2023; Forecasts are end-of-period.
Source: Federal Reserve, Bloomberg.
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Global Stock Markets
. Price 30-Day YTD 52-Week 52-Week

Major Market Indexes Feb-06 % Chg. % Chg. High Low
S&P 500 4,108 5.5 7.0 4,632 3,577
S&P/TSX Composite 20,636 4.1 6.5 22,087 18,206
DAX 15,346 5.0 10.2 15,509 1,976
FTSE 100 7,837 1.8 5.2 7,902 6,826
Nikkei 27,694 6.6 6.1 29,223 24,718
MSCI AC World Index* 656 6.3 8.4 733 550
*Weighted equity index including both developed and emerging markets.
Source: Bloomberg, TD Economics.
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