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Highlights

*  Central bankers around the world over cut policy rates in response to downside economic and geopolitical risks. In a low

growth environment, there is little buffer to absorb economic shocks, so preemptive action becomes necessary. In this
report, we argue in favour of the bias to prioritize the business cycle (economic growth),with more tolerance to test the
economy’s potential to run a little hot.

A typical monetary policy rule would not have predicted three cuts from the Federal Reserve in 2019. However, lean-
ing into downside risks to protect economic growth and sentiment has proven a successful tactic with little trade-off to
inflation risks.

Canada has a perceived constraint from financial instability risks due to high household debt levels. However, a re-
acceleration of housing activity reflects a demand-side shock, accentuated by a lagged supply response and the decline in
global bond yields. Although the Bank of Canada has leaned into this risk to date by holding policy steady, continuing
to do so with persistent economic underperformance can serve to reinforce a negative feedback loop.

In 2019, the Federal Reserve and numerous other central banks saw the risk of weakening economic growth and acted
quickly by cutting interest rates. Most monetary policy rules wouldn’t have suggested that the Federal Reserve would cut
interest rates by 75 basis points from July to October. But, they took out insurance against a slowing global economy and
worsening risks. Doing so appears to have successfully placed a floor under the economic expansion.

We were supporters of the Fed’s swift action. When momentum and sentiment is challenged within a lower growth economy;,
turther tests to confidence, a judgement error, or any small unanticipated shock can ripple quickly into more persistent nega-
tive outcomes. This is an ever-present risk for Canada, which has
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Economists recognize that we live in a world of tradeoffs. This is o 2

certainly true when prioritizing growth. One tradeoft is that a per-

sistence of low interest rates can cause the economy to overheat.
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1970s and 1980s, when double-digit inflation plagued the
economy following the historically low interest rate period
of the 1950s and 1960s. Even though central banks have
been effective in using inflation targeting to bring down
both expected and actual inflation, many people still worry
that high inflation could be lurking around the corner.

With inflation in most of the developed world undershoot-
ing the 2% target over the last decade, it has become quite
apparent that the world needs more inflation and not less.
But how much would central banks tolerate? The Federal
Reserve has a symmetric target around 2%, implying it is
comfortable with a modest overshoot. The Bank of Canada
and the Bank of England have a range of 1% to 3% around
the 2% target. For arguments sake, let’s say that Canada
experiences a growth shock (fiscal expansion for example)
and the Bank of Canada does not respond by increasing its
policy rate. Because inflation expectations are so anchored,
a growth shock of 2% would be required for core inflation
to reach the 3% level (Chart 1). Simply put, it would take
a monumental growth overshoot for inflation to even test
the upper bound of the target range. We calculate that the
growth overshoot would have to amount to CA$65 billion
in GDP over two years. The equivalent figure for the U.S.
is approximately US$600 billion.

Of interest, when we try to shock GDP using only the
monetary policy lever, our simulations show that inter-
est rate cuts by the Bank of Canada alone cannot achieve
the destabilizing growth boom highlighted above. There is
simply not enough monetary policy room. In this way, the
Bank of Canada can confidently respond to downside risks
to growth by cutting rates to offer a bit more cushion, with
little fear of losing control of inflation.

The Elephant in the Room

The other major trade-off with leaning into stronger
growth relates to the risk of inflating asset prices. Lower
interest rates have reduced the cost of capital for business-
es and pushed valuations on stocks and corporate bonds
higher. Not only that, lower yields have also reduced con-
sumer borrowing costs and have driven a re-emergence in
housing activity.

For the U.S., this is welcomed. Household leverage is low,
and homeownership rates have failed to materially make
headway despite the longest expansion on record. By ex-
tension, the consumer cycle has been restrained. There is a
lot of runway left in this segment of the economy. When

the Federal Reserve cut rates in 2019, one of the first areas
to respond (outside of market sentiment) was the housing
sector. And momentum ended the year on a strong note.

For Canada, the story is different. High household lever-
age within pockets of the country (mainly two provinces,
Ontario and British Columbia) have raised concerns over
financial stability among policy makers. The Bank of Can-
ada has made this a focus of its Financial System Review
for years. And rightly so. After two emergency cuts to the
policy rate in 2015 (in response to a large drop in the price
of oil), house prices soared over the 2016-2017 period. This
drove already elevated household debt-to-income ratios to
new highs: Canada stands among the most indebted in the
developed world. This history provides a clear example of
how low interest rates can spur household imbalances.

The Bank of Canada doesn’t want to further stoke this
fire via rate cuts that could encourage home buying be-
havior. But the unfortunate truth is that it probably can’t
do much to manage this market. The recent reemergence
of Canadian housing demand has happened while the
Bank held firm with its policy rate. In fact, the Bank of
Canada is maintaining a policy rate higher than that of
the Federal Reserve even though Canadian economic
growth continues to disappoint and is well below that of
its southern neighbor (even taking their relative ‘cruising
speeds’ into account).

The sticky policy rate has not been reflected in Canadi-
an government debt yields due to the global integration
of financial markets that pushed longer term yields lower
on risk premiums and other central bank policy decisions.
And because commercial banks fund themselves across the
yield curve, a decline in bank funding costs enabled lower
mortgage rates.

However, it isn't just the integration of financial markets
that limits the Bank of Canada’s influence. Rising house
prices are largely due to long-term demand and supply dy-
namics. On the demand side, Canada has benefitted from
a population and labor force boom. Due to proactive immi-
gration policy to counter the headwinds of aging domestic
demographics, Canada boasts population growth that is (at
least) two to three times higher than peer economies. This
is further accentuated by a majority of newcomers settling
within a handful of cities. In fact, 60% of the entire popula-
tion resides within 200 kilometers of just 5 Canadian cities.
'This compares to 26% in the US. With more people liv-

ing and working in the country, demand for housing has
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naturally increased. On the supply side, we are still play-
ing catchup, and some government policies have likely
imposed unintended consequences of reducing turnover.
‘Though record supply is under construction, the continued
demand surprise and mismatches in the type of housing
relative to preferences, makes for an imbalance that is forc-
ing prices higher. Interest rates are not likely the catalyst
at work anymore, particularly with households having to
undergo tighter stress testing requirements on mortgage
qualification. These are matters that need to be addressed
by government and regulatory policies. It’s a tall order for
a central bank to mitigate or manage a financial risk that’s
concentrated within a single segment of the economy, and
turther within a geographic region.

Why Do We Love Investing in Homes?

Like all true love, once you have it, you can’t seem to get
enough of it. Canadian’s have this love affair with homes.
'They spend lots of money buying them, renovating them,
and filling them with stuff. This is part of the reason why
the Bank of Canada is limited in it ability to address the
systemic housing risk. When a friend is thinking about
dipping into the market and asks for advice on whether
they should take the plunge, its common to say things like:
“You need to be in the market before you get priced out
of it”, “Get as much of a mortgage as you can”, or “It is all
about levered gains”. These statements are only good advice
when prices go up. Americans are familiar with the op-
posite side of this story from the 2008 experience (see the
U.S. price growth in Chart 2).

Canada was spared those scars because of a combination
of lower leverage, a strong banking system, a solid labour
force growth rate, and high income growth. Over the last
ten years, the average sale price of a Canadian home has
averaged a compound annual return of 4.6%. This com-
pares to 4.3% south of the border. For the Greater Toronto

Chart 2: Canada and U.S. Housing — Pre and Post-Crisis
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and Vancouver Areas the return has been 7.5% and 5.2%,
respectively. Table 1 looks as these returns in comparison
to other assets classes. The gross return on the 10-year
Canadian government bond was 3.7% annually, while the
S&P TSX Composite returned 6.9% (these numbers are
not considering potential management expense fees nor
the tax-sheltered nature of the investment). It’s merely il-
lustrative to drive home the point that the last ten years
have offered good returns for financial assets. When you
consider the (typically) levered gains from housing and the
fact you get to live in the home, the incentive to be invested
in housing has been rewarding.

Now we wouldn't be economists without warning that fu-
ture returns may be different than the past. This is even more
apparent given the past acceleration in prices and massive
erosion in affordability. What is worrying is that the benefit
of levered gains when prices go up become levered losses
when prices go down. This is a real risk when the Cana-
dian economy enters recession. If the unemployment rate
rises, the lost income will make already high debt payments
even harder to manage. Reduced consumer spending could

Table 1
Total Return, % Housing: Average Sale Price, %
Canada 10-Year TSX Composite  S&P 500 Index Canada Greater Toronto Greater
Bond (C$) Index (C$) (US$) Area Vancouver Area
10 Year Return 3.7 6.9 13.6 4.6 7.5 5.2
5 Year Return 18 6.3 117 4.2 7.7 4.0
3 Year Return 19 6.9 153 0.8 4.0 -1.0

Above returns assume no manaaement fee. taxes. leveraae. cost of carrv. interest exoenses. etc.

Source: Bank of Canada, Toronto Stock Exchange, Standard and Poor's, CREA, TD Economics
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Chart 3: Consumer Insolvencies Edge Higher
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exacerbate even a mild slowdown or downturn. This is the
argument for why the Bank of Canada should consider pro-
tecting growth. Financial vulnerability accentuates the pain
on the economy once the economy contracts.

Also, the longer the economic expansion runs, the better
the evolution of the stock of mortgages. This is because
Canada has put in stringent macroprudential rules and
other measures to reduce speculation and overleveraging.
At the same time, older mortgages have been building up
equity buffers via payments and price gains. Showing an
asymmetric bias to lean into financial housing risks made
sense when these were lacking or less mature, but this is
no longer the case. As time goes on, more mortgages will
have been originated under macroprudential rules such as
the B-20 that impose higher qualifying rates for mortgages
than any market-posted rate.

Furthermore, we couldnt help noticing that even with a
low yield environment and a solid labor market backdrop,
financial stress is already becoming evident. And, this time,
it’s not solely an Alberta or an oil-impacted province ef-
fect. In Chart 3 and Chart 4, we show the rise in con-
sumer insolvencies by province. The increase is certainly on
the radar of the Bank of Canada, as this is an area of the
economy that it can have the most impact. This is because
consumer loans are largely tied to the prime rate, which is
a spread off the Bank of Canada rate. As the Bank raised
rates starting in 2017, the prime rate rose in lockstep. No
surprise, consumer delinquencies started to rise as well. An
interest rate cut by the Bank of Canada would influence an
easing in financial conditions in the consumer loan market.

Chart 4: Provincial Breakdown of Insolvencies
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Bottom Line

Many central banks have cut interest rates to protect economic
growth. It was a good move and will continue to be so. There are
many who believe the Bank of Canada should keep the pow-
der dry for when the economy turns south. But, this ignores
the possibility that the household impulse response to stimu-
lus (be it fiscal or monetary) may be muted in that situation
relative to the past. Elevated leverage and negative feedback
loops can create exaggerated and swifter moving dynamics to
the downside. Likewise, the argument to wait until the data all
but confirm a stark and persistent underperformance in order
to avoid the risk of stoking inflation also becomes challenged.

Lastly, for small open economies like Canada, leaning into as-
set bubbles is limited by a central bank that can only margin-
ally influence international yield dynamics on the domestic
curve. Macroprudential policy and the current dynamics that
are creating a demand shock is also largely external to its tool-
kit. It’s important that the Bank of Canada continue to raise
awareness on financial risks to regulators, the government and
the public, but the housing market structure has evolved, as
have the economic risks within the broader economy. The in-
terest rate lever should be pulled to protect broader economic
growth and domestic sentiment at earliest signs of a wobbling,.
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Interest Rate Outlook

Spot Rate 2019 2020 2021
Jan-28 Q1 Q2 Q3 Q4 QIF Q2F Q3F Q4F | QIF  Q2F  Q3F Q4F
CANADA
Overnight Target Rate 1.75 1.75 1.75 1.75 175 1.75 1.50 1.50 1.50 1.50 1.50 1.50 1.50
3-mth T-Bill Rate 1.64 1.67 1.66 1.65 166 | 153 1.40 1.40 1.40 1.40 1.40 1.40 140
2-yr Govt. Bond Yield 149 1.55 147 1.58 1.69 1.50 1.40 143 1.45 1.50 1.55 1.60 1.65
5-yr Govt. Bond Yield 1.39 1.52 1.39 1.40 1.68 1.45 145 1.55 1.60 1.65 1.70 175 1.80
10-yr Govt. Bond Yield 137 1.62 1.46 137 170 | 145 1.45 1.55 1.65 175 1.80 1.85 1.90
30-yr Govt. Bond Yield 1.50 1.89 1.68 1.53 176 | 1.55 1.55 1.65 1.75 1.85 195 205 215
10-yr-2-yr Govt Spread -0.12 007 -0.01 -021 0.01 [ -0.05 0.05 0.12 020 | 025 025 025 0.25
us.
Fed Funds Target Rate 1.75 250 250 200 175 1.75 1.75 1.75 1.75 175 175 200 225
3-mth T-Bill Rate 1.52 2.35 2.08 1.84 1.52 1.55 1.55 1.55 1.55 1.55 1.68 1.93 217
2-yr Govt. Bond Yield 1.46 2.27 1.75 1.63 1.58 1.55 1.65 1.80 190 [ 200 210 220 230
5-yr Govt. Bond Yield 148 2.23 1.76 1.55 1.69 1.60 1.75 1.85 200 | 210 220 230 240
10-yr Govt. Bond Yield 1.65 241 2.00 1.68 192 1.75 190 205 220 | 230 240 250 260
30-yr Govt. Bond Yield 211 281 2.52 212 239 | 220 235 250 260 | 270 275 280 285
10-yr-2-yr Govt Spread 0.19 0.14 0.25 0.05 034 | 020 025 0.25 030 | 030 030 030 0.30
CANADA - U.S SPREADS
Can - U.S. T-Bill Spread 0.12 -0.68 -042 -019 014 | -002 -015 -0.15 -015] -0.15 -0.28 -053 -0.77
Can - U.S. 10-Year Bond Spread -0.28 -0.79  -054 -031 -022) -030 -045 -0.50 -0.55] -055 -0.60 -0.65 -0.70
F: Forecast by TD Economics, January 2020; Forecasts are end-of-period.
Source: Bloomberg, Bank of Canada, Federal Reserve.
Foreign Exchange Outlook
Currency Exchange Spot Price 2019 2020 2021

rate Jan-28 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F | QIF Q2F Q3F Q4F
Exchange rate to U.S. dollar
Chinese Yuan CNY per USD 6.91 6.71 687 715 696 | 695 690 6.85 680 | 680 680 680 6.80
Japanese yen JPY per USD 109 111 108 108 109 108 107 106 106 105 105 104 104
Euro USD per EUR 1.10 1.12 114  1.09 1.12 1.09 1.09 1.10 111 1.12 1.13 1.14 1.15
U.K. pound USD per GBP 1.30 1.30 127 123 1.33 1.30 1.30 1.30 131 1.32 1.33 1.34 1.35
Swiss franc CHF per USD 0.97 1.00 098 100 097 | 097 097 097 097 | 097 097 097 097
Canadian dollar CAD per USD 1.32 1.34 131 132 1.30 1.33 1.34 133 1.32 131 1.30 1.30 1.30
Australian dollar USD per AUD 0.68 071 070 068 070 | 068 069 070 070 | 070 0.70 0.70 0.70
NZ dollar USD per NZD 0.65 068 0.67 063 068 [ 0.65 067 068 069 | 069 069 069 0.69
Exchange rate to Euro
U.S. dollar USD per EUR 1.10 112 114  1.09 112 1.09 1.09 1.10 111 1.12 1.13 1.14 1.15
Japanese yen JPY per EUR 120 124 123 118 122 117 116 117 117 118 118 119 120
U.K. pound GBP per EUR 0.85 086 090 089 085 | 084 084 085 085 | 085 0.85 0.85 0.85
Swiss franc CHF per EUR 1.07 112 111 1.09 1.09 1.06 1.06 1.06 1.07 1.08 1.09 1.10 111
Canadian dollar CAD per EUR 145 1.50 1.49 1.44 1.46 145 146 146 147 1.47 1.47 1.48 1.50
Australian dollar AUD per EUR 1.63 1.58 1.62 1.62 1.60 1.60 1.58 1.57 1.59 1.60 161 1.63 164
NZ dollar NZD per EUR 1.69 1.65 170 174 1.67 1.68 1.63 1.62 1.61 1.62 1.64 1.65 1.67
Exchange rate to Japanese yen
U.S. dollar JPY per USD 109 111 108 108 109 108 107 106 106 105 105 104 104
Euro JPY per EUR 120 124 123 118 122 117 116 117 117 118 118 119 120
U.K. pound JPY per GBP 142 144 137 133 144 140 139 138 138 139 139 140 140
Swiss franc JPY per CHF 112.2 1111 1105 1083 1123 111.3 110.2 109.7 109.2 | 108.7 1082 107.6 107.4
Canadian dollar JPY per CAD 82.9 828 824 816 838 | 810 796 798 801 | 803 80.5 801 799
Australian dollar JPY per AUD 73.8 786 756 729 764 | 732 736 743 740 | 736 733 729 727
NZ dollar JPY per NZD 71.4 755 724 677 733 | 70.0 715 722 729 | 726 722 719 717
Exchange rate to Canadian dollar
U.S. dollar USD per CAD 0.76 075 076 076 077 | 0.75 075 075 076 | 076 077 077 0.77
Japanese yen JPY per CAD 82.9 828 824 816 838 | 810 796 798 80.1 | 803 80.5 80.1 799
Euro CAD per EUR 1.45 1.50 1.49 144 146 1.45 146 146 147 1.47 1.47 1.48 1.50
U.K. pound CAD per GBP 171 174 166 1.63 1.72 1.73 174 173 1.73 1.73 173 174 176
Swiss franc CHF per CAD 0.74 0.75 075 0.75 0.75 073 072 073 0.73 074 074 074 074
Australian dollar AUD per CAD 112 1.05 1.09 112 1.10 111 1.08 1.07 1.08 1.09 1.10 1.10 1.10
NZ dollar NZD per CAD 1.16 110 114 121 1.14 116 111 1.11 1.10 1.11 1.11 1.11 1.11

Source: Federal Reserve, Bloomberg.

F: Forecast by TD Economics, January 2020; Forecasts are end-of-period.
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International Interest Rates Outlook

Spot Rate 2019 2020 2021
Jan-28 Q1 Q2 Q3 Q4 QlF Q2F Q3F Q4F | QIF Q2F Q3F Q4F
Germany
ECB Deposit Rate -0.50 -040 -040 -0.50 -0.60| -0.50 -0.50 -0.50 -0.50( -0.50 -0.50 -0.50 -0.50
3-mth T-Bill Rate -0.51 -0.55 -0.60 -061 -065]|-0.50 -050 -050 -050]|-0.50 -050 -050 -0.50
2-yr Govt. Bond Yield -0.63 061 -076 -078 -061|-050 -050 -050 -050| -049 -048 -046 -043
5-yr Govt. Bond Yield -0.60 -046 -067 -078 -0.57 | -055 -0.50 -0.50 -0.50( -0.50 -048 -0.39 -0.30
10-yr Govt. Bond Yield -0.34 -0.07 -033 -0.58 -034]|-030 -030 -030 -030{( -0.30 -0.27 -0.22 -0.17
30-yr Govt. Bond Yield 0.17 057 026 -010 002 ( 015 015 015 015 ) 015 015 015 018
10-yr-2-yr Govt Spread 0.28 054 043 020 028 [ 020 020 020 020] 019 021 024 026
United Kingdom
Bank Rate 0.75 075 075 075 075|075 075 075 075 075 075 075 0.75
3-mth T-Bill Rate 0.64 075 075 077 075 075 075 075 075 075 075 075 0.75
2-yr Govt. Bond Yield 0.45 064 068 036 045 | 035 045 055 065 | 067 080 089 0.96
5-yr Govt. Bond Yield 0.40 069 061 028 055 | 048 058 070 083 ] 08 100 110 118
10-yr Govt. Bond Yield 0.55 099 083 040 065 | 060 070 085 100 | 110 120 130 140
30-yr Govt. Bond Yield 1.06 155 147 098 110 | 110 125 135 145 (| 155 165 175 185
10-yr-2-yr Govt Spread 0.11 036 015 005 020 | 025 025 030 035] 043 040 041 044
F: Forecast by TD Economics, January 2020; Forecasts are end-of-period.
Source: Bloomberg.
Global Stock Markets
Price 30-Day YTD 52-Week 52-Week
Jan-28 % Chg. % Chg. High Low
S&P 500 3,276 11 14 3,330 2,640
S&P/TSX Composite 17,501 19 2.6 17,622 15,463
DAX 13,324 -0.1 0.6 13,577 10,907
FTSE 100 7481 -2.1 -0.8 7,687 6,834
Nikkei 23,216 -2.6 -1.9 24,084 20,261
MSCI AC World Index* 564 -0.5 -0.2 579 482
*Weighted equity index including both developed and emerging markets.
Source: Bloomberg, TD Economics.
Commodity Price Outlook
Price 52-Week | 52-Week 2019 2020 2021

Jan-28 High Low Ql Q2 Q3 Q4| QIF Q2F Q3F QA4F | QIF Q2F Q3F Q4F
Crude Oil (WTI, $US/bbl) 53 66 51 55 60 56 57 55 56 58 60 60 61 61 61
Natural Gas ($US/MMBtu) 1.98 4.25 1.90 292 256 238 239|220 230 230 240|245 246 247 249
Gold ($US/troy oz.) 1567 1582 1271 1303 1307 1473 1482( 1560 1500 1500 1500 | 1450 1450 1450 1450
Silver (US$/troy oz.) 1747 19.60 1435 15.58 1491 17.02 17.34(17.80 1760 17.60 17.60|17.00 17.00 17.00 17.00
Copper (cents/Ib) 259 297 253 282 278 263 267 | 270 285 285 289 | 277 274 276 281
Nickel (US$/Ib) 5.72 8.19 5.27 560 556 705 699|596 748 748 748|805 862 885 885
Aluminum (Cents/Ib) 80 88 77 84 81 80 80 80 79 78 78 78 78 76 77
Wheat ($US/bu) 6.85 7.55 5.62 708 636 614 677[679 680 689 690|691 693 695 697

F: Forecast by TD Economics, January 2020; Forecast are period averages; E: Estimate.
Source: Bloomberg, USDA (Haver).
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Disclaimer

This report is provided by TD Economics. It is 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 spokespersons 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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