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It was a rough year for financial markets. 2022 started with central banks refraining from delivering a rate hike in a nod to 
ongoing virus risks. Meanwhile, Russia’s attack on Ukraine and the resulting energy crisis was nowhere in sight. The year 
ended with over 400 basis points in interest rate hikes in just 10 months, while the flight-to-safety trade pushed equities into 
bear market territory and the U.S. dollar to new highs (Chart 1). Though 2022 was a year of change, there was one thing that 
stayed the same - It started and ended with high inflation. 

With sights now set on 2023, investors would normally be hopeful for a bounce back following such a tumultuous year. 
But an economic slowdown clouds the outlook, with analysts still 
divided on its timing and depth. It’s little wonder that sentiment 
for the new year is absent of its usual holiday cheer. 

History in the making

The Federal Reserve’s 50 basis point hike at its final meeting of 
2022 received attention for the “step down” it represented rela-
tive to the outsized moves that proceeded the prior four FOMC 
meetings. But this overlooks the bigger picture. That decision 
lands in the history books as the fastest tightening cycle in the 
Fed’s entire history of inflation targeting. It’s tough medicine for 
an economy with inflation that trended approximately 6 percent-
age points above its target for much of the year, but it is now start-
ing to show some payoff. 

Highlights
•	 Financial markets have been on a wild ride over 2022. Though we’d usually expect 2023 to be a bounce back year, risks 

to the economy are clouding the outlook.

•	 Consumer resilience will be tested over the course of next year as tepid real income growth, rising debt service costs, 
and thinning savings inhibit spending. As the market digests the magnitude and duration of the growth slowdown, 
we may see a volatility resurgence in the first half of the year before lower inflation and looser financial conditions 
arrive in the second half of 2023. 

•	 The outlook for Canada is even more uncertain, with high household debt likely to place additional pressure on the 
consumer. This will cause the BoC to toe a finer line, stopping short of the Fed on its rate hiking cycle in early 2023.
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Chart 1: Flight to Safely Trade in 2022
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*Current as of November end-of-period. 
Source: TradingEconomics, Standard & Poor's, U.S. Treasury, TD Economics. 

https://economics.td.com/ca-quarterly-economic-forecast


2

@TD_Economicshttp://economics.td.com

Headline CPI is down 2 percentage points from the June 
peak (at 7.1%), while the more pertinent three-month rate 
of core inflation has steadily declined over the last five 
months to sit at 4.3% (annualized). We expect this trend to 
continue, with three-month rates of core and headline in-
flation dropping below 3% by the second half of 2023. This 
means that the peak policy rate is within sight, evidenced 
by a tight distribution of Fed views within the “dot plot” 
for next year, with only a 75 basis point gap between the 
bears and the bulls on the committee. 

Fed will fight to hold the line in 2023

Hiking the policy rate to a high level when the economy is 
doing well is one thing. But keeping rates high in the face 
of weakening growth is a different story. We anticipate the 
U.S. economy is at risk of shedding over 1 million workers 
in 2023, with an unemployment rate that will rise 1.5 per-
centage points. That would inject the needed slack to ease 
concerns that wage-push pressures could feed into infla-
tion. And markets seem to be on the same page. 

Financial markets have priced the fed funds rate at 5% by 
March 2023. However, they are also expecting the Fed will 
have to cut the policy rate in the second half of 2023 and 
continue cutting through 2024. Based on the path of policy 
inferred in Treasury yields, upwards of 175 basis points in 
rate cuts are embedded in the next two years. It is for this 
reason that the U.S. yield curve has inverted so dramatical-
ly, with the spread between the U.S. 10-year and 3-month 
Treasury yield at a whopping -70 basis points. Markets are 
clearly stating that the Fed is not just hitting the end of its 

rate hiking cycle, but that the likely path for the economy 
will warrant an easing in short order. This view has roots 
in the lessons of the past. The last time the slope of the 
yield curve was this negative was in the summer of 1981, 
when the effective fed funds rate reached its all-time peak 
of 22.4% and a lengthy 16-month recession took place. 

The notion of a weaker economy is getting reflected in re-
cent movements within yields. Since October, U.S. yields 
are down 50 basis points across the curve. This is reflected 
in other asset classes, such as mortgage rates and corporate 
yields, which are down roughly 80 and 100 basis points, 
respectively. Some easing in financial conditions has also 
caused the U.S. dollar index to climb down from its peak 
by nearly 10%, after a near 20% surge earlier in the year. 
Most of this decline is coming against advanced economy 
currencies, such as the British pound and the euro. 

Negative sentiment towards Europe has troughed as the 
region surprised markets with a swift build-up in energy 
storage ahead of winter that allowed their energy prices to 
rapidly decline. This has averted the worst-case scenario 
for Europe. At the same time, because inflation remains 
too hot for any season of the year, the European Central 
Bank and the Bank of England have dialed up their hawk-
ishness, both in rhetoric and actions. The combination has 
fortified yields in Spain, Germany, and the UK, making 
them more attractive to investors who are rethinking some 
of those safe haven flows. 

There’s rarely a straight line between uncertainty and mar-
ket outcomes. 2023 will usher in the next phase of the eco-
nomic cycle that fully manifests the past action of central 
banks. Consumer resilience will be tested under the weight 
of declining real incomes, higher debt service costs and 
thinning savings. Businesses are likely to show less enthu-
siasm in competing for new workers. During those early 
turning points of a business cycle, investors fret over the 
depth and duration of any economic weakness. This usual-
ly reignites volatility that can drive investors back towards 
the safety of the U.S. dollar until there’s some assurance 
that the worst has been averted. In other words, investor 
sentiment in the first half of 2023 may reflect rolling hills 
before that final mountain top is spotted. 
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Chart 2: Households Will Spend More on Debt 
Payments in the Months Ahead

Source: Statistics Canada, TD Economics. Last observation: 2022Q3.
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BoC will be first to hit pause

The Bank of Canada (BoC) has provided clearer guidance 
relative to the Fed on the stopping point of its rate hike 
cycle. While the Bank hiked by another 50 basis points at 
its December meeting, it changed its rhetoric by stating it 
is “considering whether the policy interest rate needs to 
rise further to bring supply and demand back into balance 
and return inflation to target.” That candid statement has 
markets pricing a lower end-point for the BoC relative to 
the Fed. In turn, this has led to a wide 50-to-60 basis point 
spread between U.S. and Canada yield differentials. 

From our lens, this earlier stopping point is justified. Infla-
tion in Canada is lower than its American counterpart, and 
it has decelerated convincingly from earlier in the year. The 
three-month annualized change in headline inflation has 
dropped from 11.3% in June to 3.2% in October. Given 
the recent drop in gasoline prices, this inflation tracking 
could have a 2-handle within the next six months. Core 
measures of inflation too are moving towards the BoC’s 
target. CPI excluding food and energy is now at 4.5% on 
a three-month annualized basis, down from 7.6% in June. 
With inflation progressing in the right direction, there is 
little need for the BoC to lift the policy lever any higher 
than our forecast of 4.5% in January. 

The BoC also bears more risk on a policy overshoot rela-
tive to the Federal Reserve. Significantly higher house-
hold leverage has created more sensitivity to the rapid 
ascent in interest rates (Chart 2). As 2023 unfolds, more 
and more households will renew mortgages that will 
demand a higher dedication of their income to paying 
interest. Canadian household spending is primed to con-
tract in 2023, led by a pullback in durable goods that 
carry more interest rate sensitivity. For those that ques-
tion whether the BoC would “not follow” its American 
peer on the policy rate, history indicates that it’s com-
monplace for the policy rate to be 75-to-100 basis points 
below the fed funds rate at the peak of the interest rate 
cycle. Next year will be no exception, with the BoC is set 
to stop short of the Fed once again.
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Spot Rate
Dec-20 Q1 Q2 Q3 Q4F Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

CANADA
Overnight Target Rate 4.25 0.50 1.50 3.25 4.25 4.50 4.50 4.50 3.50 2.75 2.25 2.00 1.75
3-mth T-Bill Rate 4.23 0.60 2.08 3.58 4.38 4.50 4.50 4.00 3.13 2.50 2.13 1.88 1.75
2-yr Govt. Bond Yield 3.70 2.27 3.10 3.79 3.90 3.50 3.10 2.75 2.50 2.30 2.20 2.15 2.15
5-yr Govt. Bond Yield 3.04 2.39 3.10 3.32 3.10 3.05 3.00 2.75 2.55 2.40 2.40 2.35 2.35
10-yr Govt. Bond Yield 2.99 2.40 3.23 3.16 2.90 2.85 2.80 2.75 2.65 2.65 2.60 2.60 2.60
30-yr Govt. Bond Yield 3.04 2.38 3.13 3.09 2.90 2.90 2.90 2.90 2.90 2.90 2.90 2.90 2.90
10-yr-2-yr Govt Spread -0.71 0.13 0.13 -0.63 -1.00 -0.65 -0.30 0.00 0.15 0.35 0.40 0.45 0.45
U.S. 
Fed Funds Target Rate 4.50 0.50 1.75 3.25 4.50 5.00 5.00 5.00 4.00 3.25 2.75 2.25 2.00
3-mth T-Bill Rate 4.17 0.51 1.66 3.22 4.65 4.90 4.90 4.40 3.55 2.90 2.40 2.00 1.90
2-yr Govt. Bond Yield 4.28 2.28 2.92 4.22 4.40 3.90 3.35 2.95 2.65 2.45 2.35 2.25 2.25
5-yr Govt. Bond Yield 3.79 2.42 3.01 4.06 3.80 3.65 3.40 3.15 2.90 2.75 2.60 2.50 2.45
10-yr Govt. Bond Yield 3.68 2.32 2.98 3.83 3.60 3.50 3.35 3.15 3.00 2.90 2.80 2.75 2.70
30-yr Govt. Bond Yield 3.74 2.44 3.14 3.79 3.60 3.55 3.50 3.45 3.30 3.20 3.10 3.05 3.00
10-yr-2-yr Govt Spread -0.60 0.04 0.06 -0.39 -0.80 -0.40 0.00 0.20 0.35 0.45 0.45 0.50 0.45
CANADA - U.S SPREADS
Can - U.S. T-Bill Spread 0.06 0.09 0.42 0.36 -0.27 -0.40 -0.40 -0.40 -0.42 -0.40 -0.27 -0.12 -0.15
Can - U.S. 10-Year Bond Spread -0.69 0.08 0.25 -0.67 -0.70 -0.65 -0.55 -0.40 -0.35 -0.25 -0.20 -0.15 -0.10

2024
Interest Rate Outlook

2022

F: Forecast by TD Economics, December 2022; Forecasts are end-of-period. 
Source: Bloomberg, Bank of Canada, Federal Reserve.

2023Interest Rates

Spot Price
Dec-20 Q1 Q2 Q3 Q4F Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

Exchange rate to U.S. dollar
 Chinese Yuan CNY per USD 6.96 6.34 6.70 7.11 7.00 6.90 6.80 6.80 6.80 6.80 6.80 6.80 6.80
 Japanese yen JPY per USD 131 121 136 145 137 139 140 139 136 133 131 128 126
 Euro USD per EUR 1.06 1.11 1.05 0.98 1.05 1.01 0.99 1.00 1.02 1.04 1.06 1.08 1.10
 U.K. pound USD per GBP 1.21 1.32 1.22 1.11 1.21 1.16 1.15 1.16 1.19 1.21 1.23 1.26 1.28
 Swiss franc CHF per USD 0.93 0.92 0.96 0.98 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
 Canadian dollar CAD per USD 1.36 1.25 1.29 1.38 1.36 1.37 1.39 1.38 1.36 1.35 1.34 1.32 1.31
 Australian dollar USD per AUD 0.67 0.75 0.69 0.64 0.67 0.66 0.65 0.66 0.68 0.69 0.70 0.72 0.73
 NZ dollar USD per NZD 0.63 0.70 0.63 0.56 0.63 0.62 0.61 0.62 0.64 0.65 0.66 0.68 0.69
Exchange rate to Euro
 U.S. dollar USD per EUR 1.06 1.11 1.05 0.98 1.05 1.01 0.99 1.00 1.02 1.04 1.06 1.08 1.10
 Japanese yen JPY per EUR 139 135 142 142 144 140 139 139 139 139 139 139 139
 U.K. pound GBP per EUR 0.88 0.84 0.86 0.88 0.87 0.87 0.86 0.86 0.86 0.86 0.86 0.86 0.86
 Swiss franc CHF per EUR 0.98 1.02 1.00 0.96 1.05 1.01 0.99 1.00 1.02 1.04 1.06 1.08 1.10
 Canadian dollar CAD per EUR 1.45 1.39 1.35 1.35 1.43 1.38 1.38 1.38 1.39 1.40 1.42 1.43 1.45
 Australian dollar AUD per EUR 1.60 1.48 1.52 1.52 1.57 1.53 1.52 1.51 1.51 1.51 1.51 1.51 1.51
 NZ dollar NZD per EUR 1.68 1.60 1.68 1.73 1.67 1.63 1.62 1.60 1.60 1.60 1.60 1.60 1.60
Exchange rate to Japanese yen
 U.S. dollar JPY per USD 131 121 136 145 137 139 140 139 136 133 131 128 126
 Euro JPY per EUR 139 135 142 142 144 140 139 139 139 139 139 139 139
 U.K. pound JPY per GBP 159 160 165 161 166 161 161 161 161 161 161 161 161
 Swiss franc JPY per CHF 141.5 131.8 142.1 147.0 137.0 139.0 140.0 139.0 136.2 133.5 130.8 128.2 125.6
 Canadian dollar JPY per CAD 96.2 97.3 105.4 105.2 100.7 101.5 100.7 101.0 100.0 99.0 98.0 97.0 96.0
 Australian dollar JPY per AUD 87.3 91.1 93.7 93.2 91.8 91.7 91.0 92.2 92.1 92.1 92.0 92.0 92.0
 NZ dollar JPY per NZD 82.9 84.4 84.7 81.6 86.3 86.3 85.6 86.7 86.6 86.6 86.6 86.5 86.5
Exchange rate to Canadian dollar
 U.S. dollar USD per CAD 0.73 0.80 0.78 0.73 0.74 0.73 0.72 0.73 0.73 0.74 0.75 0.76 0.76
 Japanese yen JPY per CAD 96.2 97.3 105.4 105.2 100.7 101.5 100.7 101.0 100.0 99.0 98.0 97.0 96.0
 Euro CAD per EUR 1.45 1.39 1.35 1.35 1.43 1.38 1.38 1.38 1.39 1.40 1.42 1.43 1.45
 U.K. pound CAD per GBP 1.65 1.64 1.57 1.53 1.65 1.59 1.60 1.60 1.61 1.63 1.65 1.66 1.68
 Swiss franc CHF per CAD 0.68 0.74 0.74 0.72 0.74 0.73 0.72 0.73 0.73 0.74 0.75 0.76 0.76
 Australian dollar AUD per CAD 1.10 1.07 1.12 1.13 1.10 1.11 1.11 1.10 1.09 1.08 1.06 1.05 1.04
 NZ dollar NZD per CAD 1.16 1.15 1.24 1.29 1.17 1.18 1.18 1.17 1.15 1.14 1.13 1.12 1.11

Foreign Exchange Outlook

F: Forecast by TD Economics, December 2022; Forecasts are end-of-period. 
Source: Federal Reserve, Bloomberg.
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Price 30-Day YTD 52-Week 52-Week
Dec-20 % Chg. % Chg.  High Low

S&P 500 3,824 -3.6 -19.8 4,797 3,577
S&P/TSX Composite 19,299 -3.4 -9.1 22,087 18,206
DAX 13,885 -3.8 -12.6 16,272 11,976
FTSE 100 7,371 -0.2 -0.2 7,672 6,826
Nikkei 26,568 -4.8 -7.7 29,332 24,718
MSCI AC World Index* 602 -2.3 -20.2 758 550

Global Stock Markets

*Weighted equity index including both developed and emerging markets. 
Source: Bloomberg, TD Economics.

Major Market Indexes
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