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No, I'm not talking about age, although I'd greatly benefit from that view! | knew | would eat crow on Wednesday’s
Bank of Canada (BoC) call with the high market pricing for a 50 basis point (bp) cut. There’s no regret in having
conviction that risks need to be managed when the Bank delivers a rate cut that historically aligns to emergency
periods. It could condition Canadians to expect data misses to be met with large monetary responses. | was hoping
this would be clearly addressed in the press conference. Unfortunately, it was not, and there was little indication on
where the bar is set for another 50 bps in December.

Within the press release, oil was mentioned twice, which is not common fare. It’s been a contributor to a larger-than-
expected decline in inflation, but all it would take is a supply disruption from geopolitical events to cause a spike. If
so, would we assume all bets are off on future rate cuts? Of course not.

Next up were shelter prices, which were noted to be decelerating. Of course! This is highly forecastable and ob-
servable. The peak impact of the rapid escalation in mortgage rates is in the rear-view mirror. And, the act of cut-
ting interest rates takes heat off mortgage interest costs, where there’s a “circular reference” into inflation metrics.
Almost a fifth of shelter costs derives from this single input and models have correctly predicted this easing in the
growth-impulse.

Next up was mention that the Bank’s preferred core measures were just under 2.5%. The memo that communicated
2.5% was a meaningful threshold, rather than the midpoint of the inflation range, must have gotten lost. The Bank
also did not make significant changes to their outlook on the economy or core inflation metrics, except to mark-to-
market in Q3.

Carolyn Rogers offered the clearest (and most transparent) explanation — with the benefit of time and more data,
the 50 bps cut reflects greater confidence that inflation will hold near 2%. By extension, a faster normalization in
rates is warranted. However, this logic automatically argues for at least one more 50 bps cut in December, absent a
large miss to the upside on the Bank’s forecast. No surprise, markets have about two-thirds of that priced in.

Normalization means getting back to the BoC’s range for the neutral rate, which they estimate is between 2.25%
and 3.25%. The midpoint is cited as the ideal target. Now, that range is not static. It’s regularly revised based on
population and productivity trends. For instance, the government’s recently announced changes to immigration
targets should result in a downshift in the range due to labour market impacts. In addition, Canada’s persistent poor
productivity performance offers further rationale to lower the range. However, doing so would only mean that the
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BoC policy rate is even further away from neutral than
originally believed, yet another argument for several
50 basis point rate cuts to achieve normalization. But
as it currently stands, this requires returning to 2.75%,
at a minimum. There was no discussion at the press
conference on the appropriate pace, other than if the
BoC'’s forecast is met, interest rates will be cut again.

Let’s get back to fundamentals and pull the lens back
on what’s really motivating outsized rate cuts. For de-
cades, central banks drilled into the public mindset
that the best approach in monetary policy was:

1. Gradual (and transparent) adjustments

2. Decisions reflect a forward-looking economic
and risk landscape, generally within the 12-to-18-
month range.

But that was the pre-pandemic world when central
bankers had reasonable confidence in forecast mod-
els and historical relationships. Since then, the com-
munication pivoted to focusing analysts on the here-
and-now data. Confidence requires irrefutable proof,
rather than being about 60% of the way there on the
data trend.

Understandable given that the pandemic created a
persistent inflation surge that models were not de-
signed to predict. The shock occurred simultane-
ously along the demand and supply channels. Most
macroeconomic models have greater sophistication
in understanding the demand side of the equation,
rather than the supply side. But here too there were
big failures. For instance, the unemployment rate typi-
cally had a great track record in predicting household
financial stress and consumer patterns. But it had no
chance on accuracy during the pandemic cycle that
displayed historic departures as the pause button was
hit on loan repayments and household bank accounts
were backfilled with massive government transfers.

Those days are long gone, and the learnings and so-
phistication of models has since broadened, as has
the understanding of those who rely on them. With the
absence of unusual or unique factors, there should be
greater confidence in the predictive outcomes of mod-
els and judgement. Yet, the central bank keeps its eyes

and communication trained on the immediate data to
influence decisions. Effectively, decisions are based on
data fluctuations largely informing one-quarter ahead
rather than the medium term. This is not just a Bank of
Canada phenomenon, but a global central bank trend.

What could this mean in the bigger picture? One out-
come is an amplification of interest rate volatility. No
longer are 50, 75 or 100 basis point moves reserved
for the “oh shoot!” emergency moments where there’s
high risk of a recession. Interest rate cycles have a
later start, but then get compressed, creating larger
jumps and tumbles, or volatility.

Is that a bad thing? Not in every aspect. As the BoC
noted, they want to stick the landing. A larger interest-
rate move isn’t a signal that they know something you
don’t. It is an admission that they are behind the curve
because that’s the natural state that occurs when
the emphasis is on changes in the near-term data. By
the time you see the data, observe persistence, you'll
naturally be behind the curve. The data, after all, are
already backward looking. But at least once this condi-
tion is known, the adjustment is swift to try to prevent
more economic weight. As the BoC Governor noted,
we took a bigger step because inflation is back to the
2% target, and want to keep it there.

However, this can likewise train households to develop
a “pile in” psychology. Canadians are not shy about tak-
ing on debt. And the housing market is indeed a sport,
with a team fielded by population growth and insuf-
ficient supply within key segments, like the detached
market. The Canadian history on housing is clear: It re-
sponds quickly to interest rate movements. And we’'ve
just come out of a lengthy pent-up demand cycle. In ad-
dition, the government is adding fuel to the market with
recent policy changes that will stoke demand amongst
first time buyers. That means there will be two big chan-
nels feeding through the housing market simultaneous-
ly, even as immigration flows get tapped down with the
government’s recent announcement.

There will be those wanting to “beat the crowd” and
secure “a deal” before the combination of govern-
ment measures and even lower interest rates create a
groundswell in demand that risks flipping various mar-
kets from balance back to a sellers’ market. But some
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will be forced to wait longer, in need of those new gov-
ernment measures. So for those with eyes trained on
the here-and-now data, the next couple of months may
produce housing data that might look like Canadians
are not overly responding to interest rate cuts, but my
money is on nature and nurture coming back into play.
2025 could display a stronger response in housing de-
mand as monetary and government policy collide into
a one-two punch to unleash pent-up demand.

If the Bank of Canada is going to prioritize the near-
term data towards outsized rate cuts, we must con-
sider that it would need to be equally responsive to
risk-development. This can create an overcorrection
on interest rates, going down too deep only to be fine
tuned again on the upside as the household spending
impulses kick in more suddenly relative to when inter-
est rates follow more gradual cycles. Likewise, it can
result in more stop-and-go monetary policy.

Interest Rate Outlook

Interest Rates Spot Rate 2026

Oct-28 Q1 Q2 Q4F | QIF Q2F Q3F Q4F | QIF Q2F Q3F QA4F
CANADA
Overnight Target Rate 3.75 500 475 425 350 | 3.00 275 2.50 225 | 225 225 225 225
3-mth T-Bill Rate 3.54 499 464 396 3.25 2.88 2.63 2.38 2.25 2.25 2.25 2.25 2.25
2-yr Govt. Bond Yield 3.07 417 399 291 3.00| 275 250 240 235|235 235 235 235
5-yr Govt. Bond Yield 3.02 3.51 351 273 3.00| 2.85 275 265 260 | 260 260 260 260
10-yr Govt. Bond Yield 3.24 3.45 350 295 320 | 310 295 290 285 | 285 285 285 285
30-yr Govt. Bond Yield 3.38 3.37 337 314 340 | 3.35 325 3.20 315 | 315 315 315 3.5
10-yr-2-yr Govt Spread 0.17 -0.72 -0.49 0.04 020 (| 035 0.45 050 050 (| 050 0.50 0.50 0.50
U.S.
Fed Funds Target Rate 5.00 550 550 5.00 450 (| 400 350 325 3.00(| 300 300 300 3.00
3-mth T-Bill Rate 4.51 523 522 452 450 365 330 300 290 |29 290 290 290
2-yr Govt. Bond Yield 4.10 459 471 3.66 4.05| 375 3.45 3.15 3.00 | 3.00 3.00 3.00 8.00
5-yr Govt. Bond Yield 4.06 421 433 358 405|370 350 33 320 | 320 320 320 3.20
10-yr Govt. Bond Yield 4.24 420 436 381 425 | 3.85 365 350 345 | 345 345 345 3.45
30-yr Govt. Bond Yield 4.50 434 451 414 450 | 415 395 380 375 | 375 375 375 375
10-yr-2-yr Govt Spread 0.14 -0.39 -035 015 020(| 010 020 035 0.45| 0.45 0.45 0.45 0.45
CANADA - U.S SPREADS
Can - U.S. T-Bill Spread -0.96 -0.24 -058 -056 -125|-0.77 -0.67 -0.62 -0.65|-0.65 -0.65 -0.65 -0.65
Can - U.S. 10-Year Bond Spread -0.99 -0.75 -0.86 -0.86 -1.05(-0.75 -0.70 -0.60 -0.60(-0.60 -0.60 -0.60 -0.60
F: Forecast by TD Economics, October 2024; Forecasts are end-of-period.
Source: Bloomberg, Bank of Canada, Federal Reserve.
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