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Highlights

* Investors are buckling up for a bumpy ride, evidenced by a deep inversion in the Treasury yield curve and ongoing USD
strength.

The current economic shock is disproportionately impacting the U.S.’s global peers, with energy dependent economy
currencies taking the biggest hit. This is causing a massive adjustment to the euro, yen, and pound sterling.

* 'The next few months will be key for the U.S. dollar. Threat of recession, the path of commodity prices, and the central
bank race to hike rates will be driving factors to determine how much more runway is left for the greenback.

'The engine may have sputtered before takeoff, but the Federal Reserve is unambiguously feeling the need for speed. The
shock of four-decade high in inflation (9.1% year-on-year) is exceeded only by its swiftest 18-month acceleration since 1974
(Chart 1).'The Federal Reserve is now matching speed for speed, with a policy rate that is likely to crest above 3% in less than
a year. This speed of tightening hasn’t happened since former Fed Chair Paul Volcker aimed to break the back of inflation in
the late 1970s. Although that economic cycle ended with a crash landing, it was successful in pulling down inflation. Today’s
volatile and plummeting global equities have all the markings of risk-off investor jitters. And a deeply inverted Treasury yield
curve (10Y-2Y) is a manifestation of recession fears. With few places to hide, the U.S. dollar has offered refuge.

Greenback: In good times and in bad

Opver the last year, the broad trade-weighted U.S. dollar has appreciated by an impressive 12%. The initial rise reflected U.S.
economic outperformance relative to peer countries. However, this dynamic shifted over the last six months, from capital-
izing on a position of strength to capitalizing on a position of
weakness. Over that time, financial conditions tightened to a level Chart 1: Inflation Acceleration at 1970's Level
on par with the 2011 European Sovereign Debt Crisis and the , 18Month Change in Year/Year % Growth

2015 Oil Shock (Chart 2). Investors have sold risky assets and
sought shelter in the safety of the greenback. Already, the USD’s

advance is close to the 14.6% average appreciation over the last
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three U.S. recessions, even though the degree of financial stress is

still at lower levels.

So what is the greenback telling us? Its track record in signal-

ing economic recession is spotty. Sure, it has appreciated before
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four the last five recessions. The pandemic experience is excluded
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tured to mitigate a health crisis. However, the USD has also sent

Source: BLS, TD Economics.
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many false signals. There have been five cases since 1990
where the USD has advanced by a similar amount in the
absence of a recession (Chart 3). These false positives oc-
curred alongside desynchronized global growth trends,
where U.S. economic outperformance was the primary
driver of USD appreciation. Recent instances include the
2018 U.S./China Trade War, the 2015 Oil Price Shock,
and the 2011 European Debt Crisis. None of these shocks
led to a U.S. recession. Like today, the greenback is cap-
turing an economic and financial decoupling.

Take Europe, where the euro has plummeted approxi-
mately 17% from its 2021 peak against the greenback to
near parity. Most of that has occurred since Russia invaded
Ukraine. Europe’s energy dependence on Russia has left it
shouldering more economic and financial risks relative to
Americans. The rise in European natural gas prices over
the last year is approximately four times that of the U.S.
equivalent. Furthermore, the United States has been a net-
energy exporter since 2019. The cash inflow from the rise
in energy prices is boosting corporate earnings and acting
as an economic hedge to rising prices.

In the UK, the story is similar. Gas prices and another bout
of political instability have put the British pound on its
back foot, depreciating by 13% y/y. However, the Japanese
yen is the worst performing major currency with a 20%
fall from grace in the past year. Commodity import de-
pendence has been an ongoing concern for Japan, but the
negative yen sentiment also captures a central bank that
is determined to stay on the sidelines while the Federal
Reserve moves rates higher with conviction.

Chart 2: Financial Stress Showing Slowdown, Not
Recession Yet
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Source: TD Economics.

Chart 3: USD Rising on Growth Shock
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*Nominal FRB Broad Trade-Weighted Dollar Index. Note: Shaded areas denote NBER
recessions. Source: FRB, TD Economics.

Yield curve signal flashing yellow

Flight to safety trades always occur when recession risks
are elevated, so a strong USD makes sense. But of all the
indicators to watch, we place emphasis on the slope of the
U.S. Treasury yield curve. The Federal Reserve has been
communicating a high tolerance for “growth sacrifice” to
re-anchor inflation expectations towards its 2% target. As
a result, money markets are priced for the policy rate to
get to 3.5% by year-end. That’s a full percent above the
Federal Reserve’s median estimate of the neutral rate. This
aggressive pricing has caused the spread between 10-year
and 2-year yields to invert decisively into negative territory.
In other words, investors think the Fed will go too far with
the policy rate and have to eventually reverse course. An
inverted yield curve is an effective recession warning signal,
preceding every recession since 1980. It’s also less prone
to false signals, unlike currency swings. From our point of
view, the warning bell has been rung.

Historically, once the yield curve inverts, the lead time be-
fore recession ranges from one to two years. At the risk of
using the words, “this time could be difterent”, if a reces-
sion does unfold, this cycle might produce a compressed
timeline relative to history due to the speed of rate hikes
and the impact of high inflation on household confidence
and purchasing power. In such an event, we would expect
turther near-term upside for the USD as investors continue
to sell risky assets. And don't forget, currencies should be
judged on relative value. If the U.S. tips into recession, we
believe it would still fare better than its European counter-
parts where the challenges continue to mount.

http://economics.td.com

¥ @TD_Economics



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
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 omissions in
the information, analysis or views contained in this report, or for any loss or damage suffered.
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