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After you, Chairman Powell 

by Avery Shenfeld avery.shenfeld@cibc.com 

Although it’s still an open issue, the Fed seems ready to put 
away its rate hiking pen, if not as decisively as financial markets 
seem to assume. The latest CPI data weren’t really worthy of 
the roughly 10 basis point rally they engendered in two year 
Treasuries, a rally validated only if the Fed cuts before the 
end of this year. The hoopla rested on only one below target 
seasonally adjusted monthly gain for one specific subgroup of 
the overall CPI index. 

After its slim 0.1% climb in April, that “supercore” measure was 
still running at roughly 4% annualized in the last three months, 
an improvement for sure, but a long way from the 2% inflation 
target. Meanwhile, the old-fashioned measure of core inflation, 
CPI excluding food and energy, saw a still-heated 0.4% monthly 
advance. We still see rate cuts as a 2024 story.

Overseas its even less clear that Europe’s two leading central 
banks are done with hikes, after both the ECB and the Bank of 
England delivered a quarter point move in the last couple of 
weeks. True, they’ve lagged behind the Fed, and the absolute 
level of yields is still shy of where the fed funds rate now sits. 

That clearly explains some of why they could still be pressing 
ahead. But there’s more to the story of the hawkish tone of 
some European central bankers, one that suggests that when it 
eventually comes time to cut interest rates, the message from 
Europe will be “after you, Chairman Powell”. 

It’s not that Europe’s economy is proving more resilient to 
higher rates. The UK central bank has moved off its prior 
forecast for an outright recession, but that’s based on what 
could have been a very short-lived dose of better news. Given 
its export mix, Germany is exposed to what looks to now be 
a deceleration in China after the Middle Kingdom’s initial 
post-lockdown surge. Our GDP forecasts for the UK and the 
eurozone are in fact more pessimistic than our calls for the US 
or Canada. 
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Instead, it’s the greater risk of stubborn inflation that could 
force both the ECB and the BoE into tolerating a longer run of 
economic pain before they will see fit to ease up on monetary 
policy. Not only is inflation running hotter in the UK and on the 
continent, but because of that, it might be gaining more of a 
foothold in medium term inflation expectations. These are at a 
higher level in the UK than in the US or Canada, and while still 
tamer in the eurozone, they have seen a greater increase versus 
their prior levels than what we’ve seen elsewhere.

We do expect material progress in Europe’s inflation picture 
in the coming quarters, with base effects helping out. But if, as 
seems likely, the embers of higher inflation glow a bit longer 
than in North America, that will delay the response of European 
central banks to come to the economy’s rescue with rate cuts 
until deeper into 2024.

A higher-for-longer policy for European rates is one reason 
to favour the euro and Sterling over the US dollar in the year 
ahead. Countries with persistent inflation gaps versus their 
trading partners eventually see their currencies weaken, since 
otherwise their exports would become uncompetitive. But a 
short dose of inflation trouble that is cured with a sterner run of 
higher interest rates typically is supportive for a currency.
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