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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.

* Inturn, 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 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
off 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,
plummeting freight shipment costs, and lower energy and raw materials prices. As these influences snake through the pro-
duction pipeline, consumers are starting to experience some of Chart 1: Goods in Deflation, Services Dropping
the benefits of price competition from high inventories amongst U.S. CPI Core Inflation, % Change

retailers.
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After two years of huge price increases, the near-term momen-

mYear/Year

tum of core goods prices has finally moved into deflation territory
(Chart 1). Other preferred central bank inflation measures are
also finally starting to crack. One of these crucial measures is core o

services excluding shelter, which strips out the lagging measure
of rent inflation. As the year rolls forward and economic mo-

mentum slows under the weight of past rate hikes, it’s completely

realistic that the quarterly annualized rate of inflation will break -6 .
Core Core Goods Core Services (excl.

the 3% barrier by year-end. Shelter)

Source: Bureau of Labor Statistics, TD Economics. Last Observation: December 2022.
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Chart 2: Business Sentiment Falling
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Source: ISM, TD Economics. Grey bars denote NBER recession

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 con-
traction threshold. Declining expectations for new orders
have businesses bracing for a revenue hit this year (Chart
2). Corporate spending intentions have already declined to
the lowest level in three years.

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 precaution-
ary approach to spending in both November and Decem-
ber, despite 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 de-
clined by approximately 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. Mar-
ket 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 ba-
sis 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% in-
flation target (Chart 3). In turn, this market-conviction is
the backdrop the central bank needs to have the leeway to
throttle back the policy rate from highly restrictive terri-
tory 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:
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.

“Because monetary policy worked importantly through fi-
nancial markets, an unwarranted easing in financial con-
ditions, especially if driven by a misperception by the public
of the Committees reaction function, would complicate the
Committeess effort to restore price stability.”

What's behind the logic of a policy reversal?

If you believe in the central bank’s December forecast tra-
jectory for inflation and the economy, the real policy rate
will 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
achieving the Fed’s preferred economic and inflation out-
comes. In other words, the balance of risks tilt to under-
shooting the inflation target .

Disclaimer

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
central 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 eventu-
ally takes more work to break that psychology within busi-
ness and consumer behavior. If the forecast evolves as we
expect, we're hoping that sometime within the third quar-
ter of this year, the central bank rhetoric will shift, but not
likely much before that point.
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