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Highlights

* Strong economic growth has enabled the Fed to delay cutting interest rates to ensure inflation dynamics don’t pop

back up.
*  Geopolitical events and buoyant consumer spending create a risk that inflation could pick up again.

* 'The first rate cut and the pace of cuts thereafter will likely be slower than current market pricing implies.

'The late-great Leonard Cohen once said, the older I get, the surer I am that I'm not running the show. Could this be how
Fed Chair Powell feels with markets eagerly anticipating rate cuts? So far, not a single voting Fed member has tipped their
hand that a rate cut is imminent. In fact, it’s been the exact opposite, with a chorus of speakers indicating a preference to-
wards patience .

Yet financial markets keep batting around the odds of that first interest rate cut to be somewhere between the March and
May FOMC meetings. We believe this is optimistic and place the timing closer to the June-July period. Market participants
are exhibiting confirmation bias, even when the economic data reveal an economy less sensitive to interest rates relative to
the past.

Just look at what transpired following the non-farm payrolls report in early January. At 8:30 am, the data surprised to the
upside, causing the yield curve to jump higher by 7 basis points. But at 10am, the release of the ISM services report printed
below market expectations, prompting market sentiment to violently swing in the other direction. The yield curve moved
down by 15 basis points. The market over-weighted the signal from the ISM services report, despite it being a sentiment
indicator that continued to show an economy in expansion territory and arguably was the less significant of the two reports
that morning. Frankly, on most months, the ISM services index

only gets a passing glance by market participants. Chart 1: Inflation's Steady Deceleration
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Last week, an incredibly impressive retail sales report revealed a 7

U.S. consumer that will not go gently into that good night. In
fact, the data prompted an upward revision to consumer spending
estimates in the fourth quarter — marking yet another quarter
of an above-trend pace. But even this failed to pull markets fully 4
away from a rate-cut expectation in March, which held its grip at
roughly 50% odds.
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Cooling inflation reports have reinforced this market psychology |,
despite annual inflation remaining a fair distance from the desired

target (Chart 1). After all, the Fed has indicated that they don’t %an20 Jun20 Novzo Apr21 Sep21 Feb22 Jul22 Dec22 May 23 Oct23
need inflation to be at the 2% target before cutting interest rates,
they just need to be firmly convinced it will achieve that outcome.

Source: Bureau of Economic Analysis, TD Economics.
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But what if the markets are looking at this through the
wrong lens? There has been virtually no “economic sacrifice
“with the policy rate at 5.50%, so far. In fact, the U.S. econ-
omy expanded at a faster pace in 2023 than the year prior.
'The dynamics of excess savings, fiscal stimulus, strong wage
growth and sturdy labor demand have created a fortress of
resilience, even with the economic impulse from each of
these metrics lessening with the passage of time. Doesn't
this argue that the Federal Reserve can afford to wait a
bit longer before cutting interest rates to mitigate the risk
of stoking demand-side inflation? The Fed’s own analysis
has demonstrated that demand-driven inflationary pres-
sures are still elevated relative to pre-pandemic, and the
supply side has yet to fully normalize . Now add in recent
geopolitical risks that have doubled freight shipping costs
in 2024, and this isn't an economy that screams urgency on
cutting interest rates.

Inflation is Easing for all the Right Reasons

When the Fed brought its policy rate to a 22-year high in
July 2023, the narrative was: the higher it goes, the quick-
er it will fall. Historically this has been true. During the
1980s, the time between the last rate hike and the first cut
was just a month. By comparison, following the Fed’s slow
rate hike cycle of the early 2000s, it took 15 months be-
fore they felt confident in reversing the path. Looking at
the various interest rate cycles, the median amount of time
between hike and cut was about eight months. That timing
always depends on how quickly the economy deteriorates.
In the current cycle, it has been six months since the last

Fed hike and the economy has barely hit a speed bump.

The Fed will cut rates when the risk to economic growth
outweighs the inflation impulse risk. This typically is ac-
companied by a weak (not merely softening) job market,
alongside weakening consumer spending and below trend
GDP growth. This condition tends to be mirrored within
financial market sentiment via worsening equity markets.
None of this is happening yet. GDP grew at 3.3% in the
tourth quarter after hitting 4.9% in the third quarter of
2023. Job demand is slowing but remains about one-and-
a-half times above trend.

Against this backdrop, there’s been lots of debate over the
drivers behind cooling inflation. Research from the San
Francisco Federal Reserve has broken the issue into the
two camps of supply versus demand influences within the
Fed’s preferred core PCE inflation metric. It shows that
less than half of the deceleration in core inflation over the

Chart 2: Both Supply and Demand Factors Driving
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Source: Federal Reserve Bank of San Francisco, TD Economics.

last 16 months has been driven by an easing in supply-
side factors, such as loosening shipping costs and decreased
risk premiums from geopolitical conflicts (Chart 2). This
implies that if supply-driven inflation continues to ease
to more normal levels, then core PCE will be back to the
Fed’s target without requiring demand driven inflation to
decelerate. In other words, not much “growth sacrifice”
within the economy is required. However, the supply side
risks have recently come back to the forefront with ship-
ping traffic disruptions and risk premiums rising in the
Red Sea. While it’s nowhere near the levels during the
pandemic, it could disrupt the speed or scale of the down-
ward momentum in U.S. inflation stemming from the
durable goods -side of consumer purchases. This has been
trending in deflation territory for six months and is a key
disinflationary force on the broader metric, compared to
the service-side of the economy, which is running at more

than 4% year-on-year (y/y).
Good News on Inflation Means More Fed Patience

If the current level of the Fed’s policy rate isn't forcing
economic growth below trend, then cutting interest rates
too soon could cause a resurgence in inflation. This would
be reminiscent of what happened in the 1970s and 1980s
twin peak inflation episodes. In 1974, inflation reached a
high of 12.3% y/y, prompting the Fed to raise its policy
rate to 13.3%. This worked to ease inflationary pressures ,
which fell to a low of 4.9% y/y two years later. Under a bit
of false confidence that inflation would continue on the
downward path, the Federal Reserve cut the policy rate
by over nine percentage points. But the job wasn't done.
Inflation re-emerged, reaching an all-time high of 14.8%
y/y. The Fed was then forced to go even further to break
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Chart 3: The Fed's Slow Easing Cycle
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Source: Federal Reserve Board, Bureau of Economic Analysis, TD Economics.

the back of inflation, resulting in a policy rate peak of 22%
in 1980. The economy was subsequently in recession for
most of the 1980 to 1982 period. This lesson is still fresh in
the minds of Fed members, which is why they continue to
reinforce the importance of having a high degree of con-
fidence that inflation will not just return to the 2% target,
but will be sustained there for years to come.

Chair Powell couldn’t have said it more clearly: “We still
have a ways to go. No one is declaring victory.” The proces-
sion of Fed members since have reinforced Powell’s posi-
tion. Most have conveyed the view that they are happy with
the recent progress of inflation, but there is risk that the
demand side of the economy reinvigorates price pressures.
This should keep the Fed leaning against markets earlier
timing for interest rate cuts.

Luckily the Fed isn’t alone. Other major central banks are
pushing expectations for cuts into the summer. ECB Presi-
dent Lagarde said she is waiting for April and May data to
confirm the staying power of lower inflation. Meanwhile,
the Bank of England has stood firm, stating its intention to
keep rates at current levels for “an extended period”.

Bottom Line

Investors and the Fed need to focus on the hard data. If
economic growth starts to stall, as it has in other devel-
oped economies around the world, the Fed could develop
the confidence that a build-up of economic slack would do
the remaining heavy lifting to anchor prices and expecta-
tions. With domestic demand holding firm and geopoliti-
cal risks heating back up, the Fed has time on its side to
observe the evolution of the economy and be convinced of
inflation’s trajectory.

This means that it’s not yet secure when that first rate cut
will occur, as well as the cadence that the central bank will
deem appropriate. There are many paths the Fed could
take, as long as the economy is still expanding. Markets
currently have more than 125 basis points in cuts over
2024, but this looks too aggressive. And, the Fed could
even choose to cut rates at an every other meeting interval
as they probe for the right balance between supply and
demand forces. There’s nothing in the rule book that they
need to have a measured response, as we saw during the
rate hike cycle. Should cuts either be delayed and/or the
pace uneven, there could be a quick repricing in bond mar-
kets.

This appears to be what the Fed is already signaling within
their famous “dot plot”. The central bank views 2.5% as the
final resting state for its policy anchor. But importantly, it
expects it will take more than three years to get there. That
would be reminiscent of the 1989 to 1992 cycle, where
the Fed took several pauses. Granted, the Fed had further
to go, with a policy rate jump-oft of nearly 10% in 1989.
But that cycle also reflected an inflation environment with
many stops-and-starts (Chart 3).

The bottom line is that the data does not convey a sense of
urgency, nor the messaging from the Federal Reserve. For
as long as the economy remains strong, the Fed will have
optionality on when it decides to cut rates.
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Interest Rates & Foreign Exchange Rates
Spot Rate 2023 2024 2025

Interest & Exchange Rates s T @ @ i T ar aF o Gar [ OF Qi GiF Gar
Interest Rates
Fed Funds Target Rate 5.50 5,00 525 550 550 | 550 550 500 450|400 350 3.00 275
3-mth T-Bill Rate 5.21 468 517 532 520 (520 515 465 415 | 365 315 275 265
2-yr Govt. Bond Yield 4.36 4.06 4.87 5.03 423 | 435 430 400 370|340 310 275 275
5-yr Govt. Bond Yield 4.06 360 413 460 384 ( 405 390 360 335 | 315 3.00 295 295
10-yr Govt. Bond Yield 415 3.48 3.8 459 388 | 410 395 375 355|335 320 320 3.20
30-yr Govt. Bond Yield 4.39 3.67 385 473 403 | 430 415 4.05 385 | 3.65 350 3.50 350
10-yr-2-yr Govt Spread -0.21 -0.58 -1.06 -0.44 -0.35| -0.25 -0.35 -0.25 -0.15]-0.05 0.10 0.45 0.45
Exchange rate to U.S. dollar
Chinese Yuan CNY per USD 716 6.87 725 730 7.0 717 720 715 710 | 7.05 7.00 6.95 6.90
Japanese yen JPY per USD 147 133 144 149 141 145 144 143 142 141 140 138 137
Euro USD per EUR 1.09 1.09 1.09 1.06 m 1.08 105 1.07 1.09 m 114 116 118
U.K. pound USD per GBP 1.27 124 127 1.22 1.27 126 123 125 127 [ .30 1.30 130 130
Canadian dollar CAD per USD 1.35 1.35 132 135 1.32 1.35 1.38 1.37 1.36 1.33 1.31 1.28 1.25
Australian dollar USD per AUD 0.66 0.67 0.67 0.65 0.68 | 0.67 065 066 0.66 ]| 068 0.69 070 0.72
NZ dollar USD per NZD 0.61 0.63 061 060 063 [ 062 061 061 062] 063 064 0.65 0.67
Exchange rate to Euro
U.S. dollar USD per EUR 1.09 1.09 1.09 1.06 m 1.08 105 1.07 1.09 m 114 1.6 118
Japanese yen JPY per EUR 160 144 158 158 156 157 151 153 155 157 159 160 162
U.K. pound GBP per EUR 0.85 0.88 086 087 087 | 08 086 086 086|086 087 089 09N
Canadian dollar CAD per EUR 1.47 1.47 1.45 143 1.46 146 145 147 149 | 1.49 149 148 148
Australian dollar AUD per EUR 1.65 1.62 1.64 1.64 1.62 1.62 1.61 1.63 1.65 1.65 1.65 1.65 1.64
NZ dollar NZD per EUR 1.78 1.73 178  1.76 1.75 1.74 173 175 1.78 177 177 177 177
Exchange rate to Japanese yen
U.S. dollar JPY per USD 147 133 144 149 141 145 144 143 142 141 140 138 137
Euro JPY per EUR 160 144 158 158 156 157 151 153 155 157 159 160 162
U.K. pound JPY per GBP 188 164 184 183 180 183 176 179 181 183 181 180 178
Canadian dollar JPY per CAD 109.1 98.2 109.2 110.4 106.7 | 107.4 104.3 104.4 104.4]105.8 106.9 108.0 109.
Australian dollar JPY per AUD 97.1 89.0 96.3 964 96.2 | 96.8 941 94.1 941 [ 954 96.3 973 985
NZ dollar JPY per NZD 90.1 832 886 899 893|899 873 874 874 (885 895 904 915
F: Forecast by TD Economics, January 2024; Forecasts are end-of-period.
Source: Federal Reserve, Bloomberg.

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

Major Market Indexes Jan-24 % Chg. % Chg. High Low
S&P 500 4,892 2.9 27.4 4,892 3,856
DAX 16,877 1.0 21.2 16,877 14,687
FTSE 100 7,527 2.2 1.0 8,014 7,257
Nikkei 36,226 9.2 38.8 36,547 26,906
MSCI AC World Index* 727 0.9 20.2 729 612
*Weighted equity index including both developing and emerging markets.
Source: Bloomberg, TD Economics.
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Disclaimer

This report s provided by TD Economics. Itis 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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