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Highlights

* 'The strength of the U.S. economy is fueling the debate on whether the Federal Reserve needs to continue raising
interest rates.

'This debate revolves around whether the current policy rate is sufficiently restrictive relative to estimates of the neu-
tral rate of interest (R-Star). We believe the neutral rate is on the rise due to the surge in climate change investment,
the rewriting of global supply chains, and widening government deficits.

A higher neutral rate means that the current policy rate may not be adequately restrictive to re-anchor inflation at
the 2% target.

'The Federal Reserve indicated in September that one more rate hike this year was still in the cards. That means the end
is now at hand for this rate hiking cycle...or is it?

Investors have watched the Fed repeatedly revise up expectations for how high they will need to raise interest rates over
the past year and a half (Chart 1) in the face of stubborn inflation and surprising economic momentum. Although inter-
est rates are finally high enough to be in “restrictive territory”, the question of how restrictive is debatable. The answer
depends on where the neutral rate is believed to rest, and that answer varies through history.

In this report, we tackle how an interest rate that’s supposed to be rooted in long-term concepts of economic funda-
mentals and dynamics can change by such a large magnitude,
and whether that thinking is about to migrate towards a higher Chart 1: Fed Policy Path is Rising
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Chart 2: The Evolution of R-Star
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Over the last 30 years, several large forces have caused an-
alysts to mark down estimates of the neutral rate (Chart
2). Two key ones were when the tech bubble popped in
2001 and the real estate market collapse in 2008. Both
caused lengthy deleveraging cycles by corporations (in
the case of the tech bubble) and consumers (following the
real estate bubble). The net effect of each was to restrain
the willingness to spend and invest, weighing down the
neutral rate.

Two other phenomena were thought to lead to a lower
neutral rate: a global savings glut and secular stagnation.
In 2005, former Fed Chair, Ben Bernanke, noted that the
rise of developing nations with higher savings rates, led
by China, in combination with oil producing countries
in the Middle East and North Africa created a supply of
available global savings that was not matched by invest-
ment. Simultaneously, secular stagnation pulled on many
threads, including one view that the dearth of investment
was accentuated by the rise of the digital economy that
required less capital, leading to slower employment and
output growth.

All these theories and observations pointed in the same
direction: too much money chasing too few assets, lead-
ing to a fall in world interest rates. And this seemed to
be true over the period of 2001 to 2020, where inflation
remained anchored near the 2% mark despite an average
policy rate of only 1.5%.

Now the question is how much of these conditions still
hold today? The first catalyst of change is that the digital
economy (and soon-to-be A.IL. economy) is intersecting
with government policies on clean energy and supply chain

security. This has lit a fire under traditional investment in
U.S. manufacturing facilities despite high interest rates.

'The second catalyst is that the pandemic caused govern-
ment debt (globally) to skyrocket, and many countries are
keeping debt loads higher. This is causing greater compe-
tition by sovereign debt for global savings. This has the
potential to crowd out private sector debt. In the case of
the U.S., the Congressional Budget Office (CBO) proj-
ects that the (gross) federal debt-to-GDP ratio is slated
to rise over eight percentage points by 2027 and by 22
percentage points (to 119%) by 2033. Deficits ranging
between five and six percent of GDP are expected to
persist — and ultimately widen. This would occur under a
continual economic expansion, let alone a cycle that en-
compasses a downturn.

'The third catalyst is that China’s contribution to the glob-
al savings glut is diminishing. Advanced countries are ac-
tively limiting supply chain exposure to China, while the
country is slowing materially under the weight of aging
demographics and strong structural economic forces re-
lated to their financial and property sectors. Long gone
are the days of double-digit economic growth when Chi-
na’s entry into the World Trade Organization propelled
a rapid expansion of globalization. Economic growth is
expected to trend towards 3.5% by 2028. By extension,
this will slow the pace of global savings creation as the
pendulum starts swinging to the other side. -

Diversitying supply chains away from China should help
to bring down the risk of future large economic disrup-
tions, but it could come at the expense of productivity.
Lower global productivity reduces global income and
available savings in turn. Even absent productivity losses,
the shift of production to countries with lower savings
rates could work to thin out the global savings pool.

Ultimately the coming years could see a normalization in
the flow of savings, and this can raise the marginal cost of
capital...i.e. the equilibrium interest rate.

Stellar collision

'This collision of forces is causing a rethink of R-star. Un-
fortunately, the answer is only ever known in hindsight.
Even so, we think the odds lean toward it being slightly
higher than the past decade. The resilience of the U.S.
economy is giving some signals on this front, as laid out
in Table 1. Of course, this doesn’t answer the crucial ques-
tion of how high that R-star has risen. It is early days, but
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Chart 3: U.S. Economy Validating a Higher
R-Star
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we think roughly a 25bps (and perhaps even as much as a
50bps) nudge is a reasonable possibility.

To help ground this perspective, we conducted a thought
experiment. Applying different assumptions for R-star, we
can test with our models what GDP growth would have
been over the first three quarters of 2023 and through
2024 (Chart 3). If the post-Global Financial Crisis
(GFC) level of R-star was maintained, the U.S. economy
would have already been on a path towards recession. In-
stead, GDP growth over the first three quarters of 2023
reveals that R-star is tracking between 0.75% and 1.0%
(compared to the Fed’s view of 0.5%). This is consistent
with our recently published economic forecast.

Chart 4: Monetary Policy Might Not Be As Tight as
It Seems
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*Fed funds rate adjusted for inflation and the real neutral rate.
Source: HLW (Adjusted), TD Economics.

Now is this enough to slow the economy down and bring
inflation back to 2%? Our monetary conditions index that
takes the Fed’s policy rate and adjusts it for inflation and
R-star helps to answer this (Chart 4). It shows that if the
Fed is right and R-star hasn’t changed since the post-
GFC time period, the monetary conditions index is set
to reach the same level of restrictiveness that preceded
the 2001 and 2008 recessions. But if R-star has migrated
higher, the current level of policy is less restrictive than
the Fed thinks. Our view of R-star between 0.75% to
1.0% (nominal neutral rate of 2.75% to 3.00%) validates
our view that the U.S. economy is mostly likely headed
for a soft landing.

Table 1: Drivers of R-Star

Prior Cycle

Current Cycle

Productivity Growth

Falling productivity and low
investment (-)

Supply chain investment and
potential of generative Al (+)

Demographic Trends

Falling birth rate, lower immigration,
low labor force participation (-)

Same as prior but notable increases
in labor force participation (+)

Fiscal Policy/Investment

High government borrowing offsetting| Still high government borrowing plus
consumer deleveraging (+)

climate change investment (+)

International Flow

Emergence of China led to significant
investment (+)

A changing world trade order may
spark new investment (+)

Scarcity of Safe Assets

Rising Emerging Market growth and
commodity demand caused
increased demand for USD and
scarce USD assets (+)

Continuation of prior trend with no
alternative to the USD (+)

Source: TD Economics.
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Interest Rates & Foreign Exchange Rates
2023 2024 2025

Interest & Exchange Rates o @ o [or o o o | ar or o O
Interest Rates
Fed Funds Target Rate 5.50 500 525 550 575 575 550 500 450 | 400 350 300 275
3-mth T-Bill Rate 5.34 468 517 532 565 | 555 515 465 415 | 365 315 275 2.65
2-yr Govt. Bond Yield 5.05 406 4.87 503 500 | 470 440 410 380 | 350 320 290 275
5-yr Govt. Bond Yield 4.72 3.60 413 460 465 | 435 410 380 355|335 315 295 295
10-yr Govt. Bond Yield 4.74 3.48 3.81 459 470 | 445 420 4.00 380 | 3.60 340 325 3.20
30-yr Govt. Bond Yield 4.88 3.67 385 473 490 | 475 450 430 470 | 390 370 355 3.50
10-yr-2-yr Govt Spread -0.31 -058 -1.06 -044 -030]-025 -020 -040 0.00[| 010 0.20 0.35 0.45
Exchange rate to U.S. dollar
Chinese Yuan CNY per USD 7.30 6.87 725 7.30 7.35 740 745 7.40 730 | 720 710 7.00 6.90
Japanese yen JPY per USD 149 133 144 149 150 149 147 146 144 143 141 140 138
Euro USD per EUR 1.05 1.09 1.09 1.06 105 1.04 103 105 1.07 | 1.09 112 114 116
U.K. pound USD per GBP 1.2 1.24 127 122 1.22 121 120 1.22 1.25 1.27 130 130 1.30
Canadian dollar CAD per USD 1.37 1.35 132 135 1.37 1.38 1.39 1.38 1.35 1.33  1.30 127 125
Australian dollar USD per AUD 0.63 0.67 067 065 063 | 062 062 062 063|065 0.66 0.67 0.72
NZ dollar USD per NZD 0.59 0.63 061 060 058 [ 057 057 057 058 | 060 0.61 0.62 0.66
Exchange rate to Euro
U.S. dollar USD per EUR 1.05 1.09 109 1.06 105 1.04 1.03 105 1.07 | 1.09 112 1.14 1.16
Japanese yen JPY per EUR 157 144 158 158 158 154 151 153 154 156 157 159 161
U.K. pound GBP per EUR 0.87 0.88 086 087 086 | 086 086 086 086 | 086 0.86 0.88 0.89
Canadian dollar CAD per EUR 1.44 1.47 145 143 1.44 1.44 143 145 1.45 | 1.45 145 145 145
Australian dollar AUD per EUR 1.66 1.62 1.64 1.64 1.68 1.68 1.67 1.69 1.69 1.69 169 1.69 1.61
NZ dollar NZD per EUR 1.78 1.73 178 176 1.82 1.82 1.82 184 184 | 1.84 184 184 175
Exchange rate to Japanese yen
U.S. dollar JPY per USD 149 133 144 149 150 149 147 146 144 143 141 140 138
Euro JPY per EUR 157 144 158 158 158 154 151 153 154 156 157 159 161
U.K. pound JPY per GBP 181 164 184 183 183 180 176 178 180 181 183 182 180
Canadian dollar JPY per CAD 108.4 98.2 109.2 1M0.4 109.5 | 107.6 105.8 1055 106.5|107.6 108.7 109.8 110.7
Australian dollar JPY per AUD 94.2 89.0 96.3 964 938 | 922 906 904 91.3 [ 922 932 941 997
NZ dollar JPY per NZD 88.1 83.2 886 899 863 | 849 834 832 840|849 857 86.6 917
F: Forecast by TD Economics, October 2023; Forecasts are end-of-period.
Source: Federal Reserve, Bloomberg.

Global Stock Markets
. Price 30-Day YTD 52-Week 52-Week

Major Market Indexes Oct-04 % Chg. % Chg. High Low
S&P 500 4,247 -6.0 10.6 4,589 3,577
DAX 15,100 -4.7 8.4 16,470 12,172
FTSE 100 7,412 -0.7 -0.5 8,014 6,826
Nikkei 30,527 -6.7 17.0 33,753 25,717
MSCI AC World Index* 645 -6.2 6.5 707 550
*Weighted equity index including both developing and emerging markets.
Source: Bloomberg, TD Economics.
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Disclaimer

This reportis 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 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 spokesper-
sons 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 information, analysis
or views contained in this report, or for any loss or damage suffered.
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