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Highlights

* 'The continued improvement in economic growth prospects in the U.S. and Canada have forced government bond yields

to their highest levels since the start of the pandemic.

Central bankers have not hinted at an upcoming change in policy, but that hasn’t stopped financial markets from expect-
ing an earlier removal of monetary support.

'The upward trend on yields should continue as vaccinations pave the way for a strong growth rebound in the coming
quarters.

Expectations for the future are brightening with each passing day, as vaccine efforts make further inroads and governments
keep their foot pressed against the fiscal accelerator. Just when you think equity markets have peaked, new highs get hit.
Commodity markets are flying high again, even among the most precarious — energy. And business and consumer senti-
ment indices are beginning to reflect higher expectations for economic growth. Little wonder that inflation expectations
have moved in parallel to breach the critical 2% threshold (Chart 1). We have previously noted that the economic recovery
dynamic would reinforce a widening spread in bond yields, and those forces have come through swiftly. We’re not done yet,
even if the bond market may have gotten a little ahead of itself in the near-term.

Valuing Multiple Trajectories
Chart 1: Inflation Expectations vs. Actual Inflation
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unemployed individuals [that] have been misclassified as
employed.” In Canada, the headline unemployment rate is
at 9.4%, with the labor force participation rate nearly 1%
less than pre-pandemic levels.

For a central banker, this is the point in the economic cycle
that stands at the fork in the road. It’s premature to place
monetary policy on a single path at the risk of having to
reverse course. This would create detrimental financial
volatility and undermine market confidence. Recall that
in 2013, Fed Chair Bernanke casually mentioned that the
Fed was considering an end to QE and yields shot up 132
basis points in just 4 months. Simply ideating about the
removal of monetary support ends up solidifying this out-
come within the market mind-set. This places the central
bank in a position of waiting for a clear road map within
the data before choosing its path. In contrast, financial
market participants can't afford to be so patient. They will
price the most likely path today, and listen for confirma-
tion of those expectations from central bank communica-
tions in the months ahead.

Defining the Most Likely Recovery Path

'The basic premise of mapping out the recovery is rooted in
traditional economic theory — to achieve sustained infla-
tion around 2%, the economy must eliminate excess ca-
pacity. Of course, the central bank’s job is to adjust policy
today for the economic environment that will exist in 12
to 18 months. This concept manifests as the gap between
market inflation expectations versus the actual data that we
show in Chart 1.

There’s no dispute among the ranks that the economic re-
covery will be firmly rooted in that time period. However,
this is a necessary, but not sufficient condition for higher
inflationary pressures. One of the reasons that the Federal
Reserve and the Bank of Canada continue to show a high
degree of patience is because we've been here before.

Post-Global Financial Crisis, inflation expectations also
rose. But, as year after year passed, the evidence of worri-
some inflation failed to materialize in the hard data. That
led to a decade-long journey of trying to maintain inflation
at the elusive 2% target. This time around, the central bank
has set the bar even higher by communicating that they
don't just want to get to 2%, but exceed it in order to be
convinced of its sustainability.

And, there’s another twist to the plot. There has been far
greater emphasis on the labor market as the gauge for that

outcome, rather than advances in economic output. A high
degree of excess unemployment and underemployment
acts as an automatic anchor on inflationary pressures — a
lesson reinforced from the previous economic expansion.
It revealed that the connection between the GDP output
gap and inflation had diminished. The output gap, itself, is
a hotly debated unobserved variable, formed by a series of
assumptions around labor market and productivity trajec-
tories. Following the Global Financial Crisis, as the U.S.
economy reached what was believed to have been capacity
constraints, inflation remained muted. It was only when
the scarcity of spare workers moved beyond historical
levels that inflation finally hit 2%. That point occurred in
2018, ten years after the onset of the financial crisis. The
unemployment rate was at a mere 4%, or 0.6 percentage
points below estimates of full employment at that time.

This experience has inspired a rethink of the central bank
playbook. Rising economic growth and wages are not
shared equally across society. And, this cycle has created
a unique set of inequality challenges on the policy front.
Maximum employment is no longer considered to be
when the national unemployment rate reaches a certain
theoretical level. The aggregate is an imprecise measure of
the whole. Labor market differentials in gender, race, geog-
raphy, and income cohorts over history reveal that a greater
degree of ‘tightening’in the labor market can occur to help
disadvantaged groups, in turn creating more sustainable
inflationary forces. As an example, the female participation
rate for the core age cohort (25-54 years) was on a steady
downtrend until late 2015. Only then, with an economy-
wide unemployment rate of just 5%, did the labor market
dynamics entice this group of workers back.

In the current cycle, the divide is worse. Disadvantaged
groups are heavily skewed to lower wages. In turn, this is
skewed to women and racialized groups. Central banks are
emphasizing this labor market divide more than ever as a
contributor to the muted link between the job gains and
inflation. Bank of Canada Governor Tiff Macklem spoke
about this very issue last week, referencing the need for
economic gains to be shared more equally. The Governor
stated that an unequal recovery would be “even more pro-
tracted” and that it would lead to “less potential to grow
going forward.” This thinking clearly aligns with the Fed’s
focus on ensuring that employment gains have a broad
reach. As a result, central banks may choose to test the
lower limits of the unemployment rate in this cycle.
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Chart 2: Rising Growth Means Earlier Fed Hike
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Let’s look at how this can impact inflation. First, the pan-
demic creates an untested theoretical framework for the
economic recovery. Judgement always overlays model out-
puts, but this may prove more the case this time around.
Though central banks are still using models, Powell has
stated that, “we are not acting on forecasts.” This is a vast
departure from the past. Previously, it would have leaned
on the 12 to 18 month economic outlook to guide policy
adjustments, given the lag that exists for interest rates to
ripple through the economy. Now that the Fed is intending
to wait for the data to explicitly reveal itself, we must map

out a more delayed fed funds profile than in the past.
Mark Your Calendars

Our updated economic outlook shows that the U.S. economy
should be moving into excess demand space by early 2022,
and the unemployment rate will be sub-4% in mid-2022
(Chart 2). This is the point at which we think the economy
will really show clear signs of heating up. From the middle
of 2022 to the middle of 2023, we expect further job gains to
push the employment rate down to historic levels (Chart 3).
'This translates to core PCE inflation averaging just over 2%
for that one-year time frame, opening the door for the Fed
to hike rates. Market participants are increasingly incorpo-
rating this view. Our regular readers know that market pric-
ing had been far too pessimistic on the Fed outlook. Over
the last few months, pricing has swiftly begun pricing earlier
rate hikes, as expectations build towards a large fiscal pack-
age from the Biden administration.

'The question now is: how much higher can yields go? This
depends on how high inflation goes. If we are correct and
core inflation overshoots 2%, but remains below 2.5%, the

Chart 3: Unemployment Rates to Continue Declining
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upper-bound of the Fed policy rate will likely reach a high of
2% in 2026. As time moves one, this would eventually bring
the U.S. 10-year yield to around 2.2%, from 1.5% today.

Our outlook for Canada follows a similar thought process.
'The economy will have removed excess capacity around the
middle of 2022 and the unemployment rate will reach 6%
by the end of that year. This coincides with core inflation
measures starting to exceed 2% in early 2023. This tim-
ing is a tad later than what we have in the U.S. due to
slower progress on vaccinations in Canada. As a result, we
have the Bank of Canada raising rates at the end of 2023
and eventually reaching 1.75% in 2026. This results in the
upper-bound of the Canada 10-year bond yield reaching
roughly 2.1%, from 1.3% today.

The Double-Edged Sword of Overshooting
Inflation

Given the sustained period we expect for excess demand,
we are often asked whether the economic rebound can set
inflation on an uncontrollable path. With the Fed being
very patient this cycle and allowing the economy to run
hot, higher-than-projected inflation is a risk. However, it’s
a matter of what you consider an “uncomfortable” risk.

First, the risks around inflation are asymmetric. Central
banks have proven and tested tools to address higher infla-
tionary pressures, but there is little they can do if inflation
remains depressed. There is more at stake from the “Japani-
fication” of the economy, which is the predicament Europe
is increasingly facing. If given the choice, central bankers
would prefer to address the upside rather than the down-
side of inflation. Should inflationary dynamics get ahead of
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the central bank, the policy rate can be adjusted in a swifter
manner. There is certainly plenty of room to the upside on
the policy rate, but very little daylight left on the downside
should the opposite situation materialize.

Second, central banks have a long and credible history of
refining communication to market participants. The odds
of a 1980s redux are low. Back then, CPI inflation reached
peaks of roughly 15% and the Fed’s policy rate likewise rose
to 22%. The central bank lacked the sophistication of today
in providing clear guidance of inflation targets. Over time,
the Fed stopped targeting the money supply and focused
on inflation targeting, reinforced by an explicit 2% objec-
tive. The steadfast commitment on this front brought down
inflation expectations and actual inflation to the low levels
that we have become accustomed to over the last decade.

This means that an inflation overshoot today would be
characterized as being closer to 3% compared to the dou-
ble-digits of the past. And, there are still structural forces
at work that are conspiring to tap down pressures, such as

aging demographics and digital adoption.

However, the central bank doesn’t get a carte blanche on its
patience, which is why we believe 2023 offers a good trig-
ger point. This is a year in advance of the current forward
guidance of central banks. Low interest rates are already
fueling asset price inflation and risk-taking behavior. A bal-
ance must be struck to ensure morale hazard isn’t ingrained
within market behavior that creates asymmetric risks on
the other side of the ledger. We've been here before. Most
recently under the tutelage of Chair Greenspan and Chair
Bernanke. Their efforts to experiment with the bounds of

maximum employment created financial risks that were ex-
tremely counterproductive. We are already seeing financial
risks develop through high equity valuations, rising home
prices, and increasing leverage. And, this is happening very
early in this cycle compared to in the later innings of previ-
ous cycles. As the central banks test the limits of maximum
employment and average inflation, they need to strike the
right balance with other aspects of the economy. Macro-
prudential policies can be a partner here, but too often it’s
introduced late to the game and only offers a partial back-
stop to the impulse flowing from low borrowing costs.

Bottom Line

It has been a year since the start of the pandemic-induced
recession. The headway made over the last few months on
vaccine development, fiscal supports, and the incredible
adaptability of people and businesses has been tremendous.
We expect strong economic growth and job gains to con-
tinue, and a full recovery to be achieved over the next 1 to
2 years. That is when central banks should consider read-
justing policy rates off the basement floor. Though interest
rates will rise, it is important to remember that higher rates
do not equate to high rates.

In the meantime, the improved economic outlook will con-
tinue to be incrementally priced into financial markets. This
will edge bond yields higher and keep reinforcing the curve

steepening dynamic we have discussed in previous issues.
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Interest Rate Outlook
Spot Rate 2020 2021 2022

Interest Rates Mar-03 Ql_Q2 Q3 _04 | QIF_Q2F Q3F _Q4F | QIF__Q2F __Q3F__Q4F
CANADA
Overnight Target Rate 0.25 025 025 025 025 | 025 025 025 025 | 025 025 0.25 0.25
3-mth T-Bill Rate 0.12 0.21 0.20 0.12 0.06 0.13 0.15 0.18 0.20 0.20 0.20 0.20 0.20
2-yr Govt. Bond Yield 0.26 042 028 025 020 | 030 030 030 030 ]| 035 0.40 0.45 0.55
5-yr Govt. Bond Yield 0.84 060 036 036 039 080 085 090 100 | 1.05 1.15 1.20 1.30
10-yr Govt. Bond Yield 1.40 0.71 052 057 067 [ 135 145 150 155 | 160 1.65 1.70 1.75
30-yr Govt. Bond Yield 1.82 130 099 1.1 1.21 175 180 185 190 [ 195 2.00 2.05 2.10
10-yr-2-yr Govt Spread 1.14 0.29 0.24 0.32 0.47 1.05 1.15 1.20 1.25 1.25 1.25 1.25 1.20
u.s.
Fed Funds Target Rate 0.25 025 025 025 025|025 025 025 025 | 025 0.25 0.25 0.25
3-mth T-Bill Rate 0.04 0.11 0.16 010 009 [ 0.05 0.08 0.10 0.10 [ 010 0.10 0.10 0.10
2-yr Govt. Bond Yield 0.14 023 016 013 013 ( 015 0.18 020 0.25 | 030 0.35 0.45 0.55
5-yr Govt. Bond Yield 0.72 037 029 028 036 | 070 080 090 095 | 1.05 1.15 1.25 1.30
10-yr Govt. Bond Yield 1.47 0.70 0.66 0.69 0.93 1.45 1.50 1.55 1.60 1.65 1.70 1.75 1.80
30-yr Govt. Bond Yield 2.25 1.35 1.41 1.46 1.65 2.15 2.20 2.30 240 245 2.50 2.50 2.50
10-yr-2-yr Govt Spread 1.33 047 050 056 080 | 130 132 135 135 135 135 1.30 1.25
CANADA - U.S SPREADS
Can - U.S. T-Bill Spread 0.08 0.10 0.04 0.02 -0.03 | 0.08 0.07 0.08 0.10 ( 010 0.10 0.10 0.10
Can - U.S. 10-Year Bond Spread -0.06 0.01 -0.14 -012 -0.26 | -0.10 -0.05 -0.05 -0.05] -0.05 -0.05 -0.05 -0.05
F: Forecast by TD Economics, March 2021; Forecasts are end-of-period.
Source: Bloomberg, Bank of Canada, Federal Reserve.

Foreign Exchange Outlook
Currency Exchange Spot Price 2020 2021 2022
rate Mar-03 Q1 Q2 Q3 Q4 Q1IF Q2F Q3F Q4F | Q1F  Q2F Q3F Q4F

Exchange rate to U.S. dollar

Chinese Yuan CNY per USD 6.47 708 7.07 6.79 653 | 650 655 660 665 | 670 6.75 6.80 6.80
Japanese yen JPY per USD 107 108 108 106 103 106 105 104 103 102 102 101 101
Euro USD per EUR 1.21 1.10 1.12 1.17 1.22 1.20 1.21 1.22 1.24 1.25 1.26 1.26 1.26
U.K. pound USD per GBP 1.40 125 1.24 1.29 1.37 1.39 1.40 1.40 1.40 1.40 1.40 1.40 1.40
Swiss franc CHF per USD 0.92 096 095 092 0.88 | 0.91 092 093 094 | 095 096 0.97 0.98
Canadian dollar CAD per USD 1.26 1.41 1.36 1.33 1.28 1.26 1.25 1.24 1.23 1.24 1.25 1.25 1.26
Australian dollar USD per AUD 0.78 0.61 069 0.72 0.77 | 077 077 076 075 | 0.74 073 073 0.73
NZ dollar USD per NZD 0.73 060 065 066 072 | 072 0.72 071 0.69 | 0.68 0.67 0.67 0.67
Exchange rate to Euro

U.S. dollar USD per EUR 1.21 1.10 1.12 1.17 1.22 1.20 1.21 1.22 1.24 1.25 1.26 1.26 1.26
Japanese yen JPY per EUR 129 118 121 124 126 127 127 127 127 128 128 128 127
U.K. pound GBP per EUR 0.86 0.89 0.91 0.91 090 | 0.86 087 087 088 | 0.89 090 090 0.90
Swiss franc CHF per EUR 1.1 1.06 1.06 1.08 1.08 1.09 1.11 1.14 1.16 1.19 1.20 1.22 1.23
Canadian dollar CAD per EUR 1.53 1.56 1.53 1.56 1.56 1.51 1.52 1.52 1.53 1.55 1.56 1.58 1.59
Australian dollar AUD per EUR 1.55 1.79 1.63 1.64 1.59 1.56 1.57 1.61 1.65 1.69 1.72 1.72 1.73
NZ dollar NZD per EUR 1.66 1.85 1.74 1.77 1.70 1.67 1.68 1.72 1.79 1.84 1.87 1.88 1.88
Exchange rate to Japanese yen

U.S. dollar JPY per USD 107 108 108 106 103 106 105 104 103 102 102 101 101
Euro JPY per EUR 129 118 121 124 126 127 127 127 127 128 128 128 127
U.K. pound JPY per GBP 149 134 133 136 141 147 147 146 144 143 143 142 141
Swiss franc JPY per CHF 116.3 111.7 113.8 1149 116.7| 116.5 1142 1120 109.8| 108.1 106.5 105.0 103.4
Canadian dollar JPY per CAD 84.6 76.1 79.2 79.2 809 | 84.1 83.8 839 834 | 826 818 809 80.1
Australian dollar JPY per AUD 83.3 66.0 743 756 795 | 816 809 790 772 | 758 744 740 736
NZ dollar JPY per NZD 77.6 64.1 695 698 742 | 763 756 738 710 | 696 683 679 676
Exchange rate to Canadian dollar

U.S. dollar USD per CAD 0.79 0.71 0.74 075 0.78 | 0.79 0.80 0.81 0.81 0.81 0.80 0.80 0.79
Japanese yen JPY per CAD 84.6 76.1 79.2 79.2 80.9 | 841 838 839 834 | 826 818 809 801
Euro CAD per EUR 1.53 1.56 1.53 1.56 1.56 1.51 1.52 1.52 1.53 1.55 1.56 1.58 1.59
U.K. pound CAD per GBP 1.76 1.76 1.68 1.72 1.74 1.75 1.75 1.74 1.73 1.74 1.75 1.75 1.76
Swiss franc CHF per CAD 0.73 068 070 069 069 | 072 073 075 0.76 | 0.76 0.77 0.77 0.78
Australian dollar AUD per CAD 1.02 1.15 1.07 1.05 1.02 1.03 1.04 1.06 1.08 1.09 1.10 1.09 1.09
NZ dollar NZD per CAD 1.09 1.19 1.14 1.14 1.09 1.10 1.11 1.14 1.18 1.19 1.20 1.19 1.19
F: Forecast by TD Economics, March 2021; Forecasts are end-of-period.
Source: Federal Reserve, Bloomberg.
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International Interest Rates Outlook

Interest Rates Spot Rate 2020 2021 2022
Mar-03 Q1 Q2 Q3 Q4 Q1F  Q2F Q3F Q4F | Q1F  Q2F Q3F Q4F
Germany
ECB Deposit Rate -0.50 -0.50 -0.50 -0.50 -0.50| -0.50 -0.50 -0.50 -0.50| -0.50 -0.50 -0.50 -0.50
3-mth T-Bill Rate -0.59 -0.71 -056 -0.62 -0.77 | -0.60 -0.60 -0.60 -0.60| -0.60 -0.60 -0.60 -0.60
2-yr Govt. Bond Yield -0.68 -0.70 -0.70 -0.70 -0.72 | -0.65 -0.60 -0.55 -049| -046 -042 -0.36 -0.28
5-yr Govt. Bond Yield -0.60 -066 -0.70 -0.71 -0.74| -060 -0.55 -0.50 -0.44 | -041 -0.37 -0.31 -0.23
10-yr Govt. Bond Yield -0.29 -047 -046 -052 -0.58| -0.30 -0.25 -0.20 -0.14| 0.01 0.16 0.32 047
30-yr Govt. Bond Yield 0.22 0.02 0.00 -0.10 -016| 0.15 020 026 031 | 046 061 0.77 0.92
10-yr-2-yr Govt Spread 0.39 023 024 018 014 ] 035 035 036 035 | 047 058 0.67 0.75
United Kingdom
Bank Rate 0.10 0.10 0.10 0.10 0.10 | 0.10 0.10 010 0.10 [ 0.10 0.10 0.10 0.10
3-mth T-Bill Rate 0.04 0.18 001 0.00 -0.06 0.00 0.00 0.00 0.00 | 000 0.00 0.00 0.00
2-yr Govt. Bond Yield 0.09 0.12 -0.08 -0.03 -0.06( 0.0 010 0.10 010 | 0.10 015 0.15 0.20
5-yr Govt. Bond Yield 0.37 0.21 -0.05 -0.06 -009| 040 050 057 064 | 072 080 0.88 0.96
10-yr Govt. Bond Yield 0.78 035 017 023 020 080 087 095 102|110 118 126 1.35
30-yr Govt. Bond Yield 1.34 082 064 078 075|135 142 150 157 | 165 1.73 1.81 1.90
10-yr-2-yr Govt Spread 0.69 023 025 026 026|070 077 085 092|100 103 111 115
F: Forecast by TD Economics, March 2021; Forecasts are end-of-period.
Source: Bloomberg.
Global Stock Markets
Major Market Indexes Price 30-Day YTD SZ-Week 52-Week
Mar-03 % Chg. % Chg. High Low
S&P 500 3,820 2.8 1.7 3,935 2,237
S&P/TSX Composite 18,321 5.7 5.1 18,493 11,228
DAX 14,080 4.8 2.6 14,109 8,442
FTSE 100 6,675 4.2 3.3 6,873 4,994
Nikkei 29,559 6.9 7.7 30,468 16,553
MSCI AC World Index* 667 3.8 3.2 685 384
*Weighted equity index including both developed and emerging markets.
Source: Bloomberg, TD Economics.
Commodity Price Outlook
Commodity Price 52-Week | 52-Week 2020 2021 2022

Mar-03 High Low Q1 Q2 Q3 Q4 |QIF Q2F Q3F Q4F [ Q1F Q2F Q3F Q4F
Crude Oil (WTI, $US/bbl) 61 64 -38 46 28 41 42 56 57 58 60 60 61 61 61
Natural Gas ($US/MMBtu) 2.84 15.83 1.35 191 171 199 253|350 270 260 3.00(3.10 290 2.80 3.15
Gold ($US/troy 0z.) 1715 2064 1471 1582 1708 1909 1874 [ 1815 1800 1800 1775|1750 1725 1700 1675
Silver (US$/troy oz.) 26.17 29.13 11.98 16.90 16.38 24.34 24.45(27.00 26.00 26.00 25.50|25.00 24.50 24.00 23.50
Copper (cents/Ib) 418 429 210 255 243 296 326 | 390 395 384 370 | 355 347 363 399
Nickel (US$/Ib) 8.47 8.94 4.94 576 553 645 7.24 (833 850 782 737|735 737 760 8.05
Aluminum (Cents/Ib) 100 101 66 77 68 77 87 93 94 87 85 83 81 82 84
Wheat ($US/bu) 7.63 7.71 5.75 6.60 646 6.36 6.84 | 745 735 725 715[7.10 7.05 6.95 6.90

F: Forecast by TD Economics, March 2021; Forecast are period averages; E: Estimate.

Source: Bloomberg, USDA (Haver).
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