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Take It Easy, higher Fed terminal
and weaker loonie shouldn’t make

the BoC queasy

Highlights:

With the run of exceptional U.S. data continuing, we no longer expect any further
rate cuts from the Fed in 2025 and think they have already reached a terminal of
4.25% 10 4.5%.

Common risk factors like trade uncertainties are still lurking but we expect domestic
economic factors will increasingly drive inflation trends in 2025, leading central
banks to leave interest rates at varying terminals this year relative to their long-run
neutral targets.

We expect persistent weakening in the Canadian economy driving the Bank of Can-
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the impact of rising import costs on the economy. But like the Eagles sing in Take It
Easy, we don't expect a weaker loonie, a sound of the wheel of an underperforming
economy will drive the BoC crazy or prevent it from cutting interest rates.
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Forecast change: Resilient U.S. economy pushes Fed to sidelines early

An exceptional U.S. economy has shown little evidence of losing momentum. Job markets continued to post gains in
December, and a very gradual lift in unemployment over the last year is still consistent with a normalizing, rather than
faltering economy. U.S. equity markets early in 2025 also remain close to record highs, outpacing gains in other parts of
the world.

The resilience in the U.S. economic backdrop is driven in no small part by an enormous government budget deficit
particularly large for this point in the economic cycle. In 2025, we continue to expect that will keep a floor under both
growth in domestic activities and inflation, with potentially disruptive trade and immigration policies adding to upside
inflation risks.

To offset loose fiscal policy and keep inflation in check, we expect interest rates in the U.S. will need to stay high and
restrictive. We now look for the Fed to move to the sidelines earlier and hold the Fed funds target range at its current
4.25% to 4.5% level for the remainder of this year.

Idiosyncratic inflation risRks driving monetary policy divergence

Global supply chain constraints and input shortages that drove correlations in inflation and central bank interest rate
policy in recent years have largely unwound. Common inflation risks like disruptive trade policies are still lurking but
factors tied to differences in domestic demand and supply across regions have become more important drivers of infla-
tion.

In Canada, an economic underperformance compared to global peers stretches on. Annualized Q4 GDP growth is track-
ing around 1.5%, slightly stronger than our previous assumption although we continue to expect the broader economy
and labour conditions will get slightly worse this year before they improve. The unemployment rate is expected to peak
at 7%.

With inflation trending lower, the BoC is focused on supporting stronger growth and capping deterioration in labour
conditions with more aggressive interest rate cuts. We continue to expect the BoC will keep lowering the overnight rate
down to a stimulative 2% by mid-year, and don’t think recent weakening in the Canadian dollar will deter the BoC from
additional interest rate cuts—see more in issue in focus below.

Elsewhere, we continue to look for an additional 75 bps of rate cuts from the ECB and 100 bps from the BOE to land key
interest rates around respective neutral levels. Heightened uncertainty from the impact of the U.K. government budget
means a slower-moving BoE. The bank rate is expected to reach 3.75% in Q4, while the ECB is expected to get to terminal
rate sooner by April.
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Central bank bias:

Central bank Current policy rate Next decision

| 3.25% -25 bps
BoC -50 bps in D:c/24 Jan/ZEI?

As expected, slowing inflation and labour market conditions led the Bank of Canada in Decem-
ber to cut the overnight rate by another 50 bps to 3.25%. Macklem'’s opening statement sounded
hawkish, effectively closing the door on 50-bps cuts in future meetings. Our own forecast expects
a downshift to a string of 25-bps reductions over the first half of this year before the overnight
rate drops to 2% in July.

% Fed 4.25-4.50% 0 bps

-25 bps in Dec/24 Jan/25

The Federal Reserve cut rates by 25 basis points in December while signalling a more gradual
easing cycle moving forward. Changes to FOMC participant projections reinforced the hawkish
shift, with the end-of-2025 Fed Funds moving 50 bps higher to 3.9%. Strength in recent macro
data led us to expect the Fed will go on pause earlier, keeping Fed Funds steady at current range
for the rest of 2025.

* BoE 4.75% -25 bps
0 bps in Dec/24 Feb/25

BoE policymakers voted in favour of a hold in December with a more dovish split (6-3) than we ex-
pected. The commentary continued to hint at caution in the rest of the easing cycle, amid heightened
uncertainties related to the inflation impact from last year's budget. We maintain our forecast that
the BoE will cut at a slower, 25 bps per quarter pace until the bank rate reaches 3.75% in Q4 this year.

’ ECB 3.0% -25 bps

-25 bps in Dec/24 Jan/25

The ECB lowered the deposit rate by 25 bps to 3% in December and dropped previous language
around the need to “keep rates restrictive”. Debate around the level of “neutral rates” was set in mo-
tion as the central bank nears its terminal and cuts in upcoming meetings are likely. We think there
will be a 25-bps reduction in each of the upcoming three meetings, for the deposit rate to drop to a

neutral 2.25% by April.

@ RBA 4.35% 0 bps
0 bps in Dec/24 Feb/25

Persistent inflation pressures coupled with a lack of loosening in the labour markets are still
holding the Reserve Bank of Australia from kickstarting the easing cycle. The cash rate was
held at 4.35% in December as expected, with the RBA shifting towards a more dovish stance,
laying the foundation for rate cuts to potentially start in 2025. We expect a first cut from the
RBA in their meeting this May.
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Issues in focus: Loonie dip driven by weak fundamentals won't fuel in-
flation

A growing policy divergence between the BoC and the Fed, coupled with uncertainties tied to a potential early Canadian
election and trade policies, are weighing on the Canadian dollar.

The trade-weighted Canadian Effective Exchange Rate recently dipped to its lowest point since the pandemic, thanks
mostly to a depreciation against the U.S. dollar. That's not the end of it — our base case expects the policy gap between
the BoC and the Fed will continue to widen, to more than 200 basis points by mid-2025.

Loonie performs better against currencies excluding USD
Nominal Canadian Effective Exchange Rate (CEER)
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That means a further widening of 125 bps from where the gap is today, which is more than four times the 30 bps of widen-
ing that markets are expecting. All else equal, a bigger rate gap implies more softening in the Canadian dollar is still in
the hopper. We, however, don’t expect that will stop the BoC from cutting interest rates.

The reason is simple—a softer Canadian dollar driven by a weak economic backdrop isn’t enough to cause inflation to
rise. The disinflationary impact of an underperforming economy will outweigh the impact of higher import costs for the
smaller share of consumer spending imported from abroad.

Much of what Canadians consume is produced domestically

A smaller share of Canadian consumer spending is imported than what is often thought. About 20% of Canadian final
consumption is accounted for by foreign production, half of which comes from the U.S,, according to the OECD. The oth-
er 10% are imports from other regions, where the Canadian dollar has performed better.

To be sure, a weaker loonie will increase the cost of imported goods, particularly products like gasoline, fresh fruits, and

vegetables. But for the 80% of consumer spending that is not imported and many of them on services, a weak domestic
demand backdrop is still pushing price growth lower not higher.
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Indeed, high interest rates in the past have dealt a harsher blow to Canadian households than elsewhere. Per-capita
real consumer spending in Canada has fallen to 2017 levels and inflation has slowed more significant as a result. Mov-
ing forward, a weak demand backdrop will continue to challenge businesses’ ability to pass on cost increases and raise
prices. Recent survey results echoed that sentiment, as firms continue to report subdued demand, excess capacity, and
muted inflationary pressures.

Majority of Canadian consumption is produced domestically
Billions, USD, value added by country in consumption in Canada
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Store prices often move less than exchange rate

The final store shelf price of imported goods also depends heavily on an array of other business expenses, including
domestic transportation and storage costs, and wholesale/retail profit margins.

That's why outside of gasoline, prices for other imported products like electronics tend to move far less in tandem with
near-term currency fluctuations. Goods like motor vehicles, which rely heavily on cross-border production are also less
sensitive to the exchange rate as the price impact can get washed out from all the re-imports and re-exports of inter-
mediate products at different production stages.

Estimates from the BoC point to a 10% depreciation in the Canadian dollar adding roughly 0.3 percentage points to core
inflation over the span of four quarters before fading out. That's a significant amount, but likely not enough to offset
the disinflationary impact of a weakening economy.

Canada’s economy is less vulnerable to a currency spiral

A more concerning scenario is one in which the Canadian dollar weakens beyond what's warranted by fundamental
drivers like interest rate differentials and international trade risks.

That was the case back in 1998, when the BoC hiked interest rates by 100 basis points explicitly to provide support to
the currency. At the time, the central bank was worried about persistent Canadian dollar weakness against a backdrop
of the late-1990s financial crisis in Asia and following a Canadian fiscal crisis and significant recession earlier in the
decade.
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Canada's international balance sheet by currency demonination
Net international investment position, assets and liabilies by currencies, CAD frillions
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Still, Canada'’s currency risks are very different today than they were back then. In the 1990s, Canada was a large net
borrower from the rest of the world, making it vulnerable to a downward currency spiral that can lead to ballooning for-
eign denominated debt. The Wall Street Journal in 1995 had famously dubbed the Canadian dollar the Northern Peso,
following the Mexican Peso crisis.

Today, Canada is a net creditor to the world, with a net international investment position of 61% of GDP as of Q3 2024.
It also has a larger amount of foreign currency assets than foreign currency debts held abroad. This means a weaker
loonie, on balance, will increase Canada’s national net international investment position when measured in Canadian
dollars.

The make-up of Canada'’s international balance sheet as a natural hedge against currency weakness is helpful as it
retains confidence among investors, making a downward currency spiral less likely to begin with.
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Interest rate outlook

Policy rates and government bond yields, end of period

Q1-23 Q2-23 Q3-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24 Q1-25 Q2-25 Q3-25 Q4-25

Canada
Overnight rate 4.50 4.75 5.00 5.00 5.00 4.75 4.25 3.25 2.75 2.25 2.00 2.00
Three-month 4.34 4.90 5.07 5.04 4.99 4.64 3.94 316 2.55 2.20 2.00 2.00
Two-year 3.74 4.58 4.87 3.88 4.22 3.99 292 293 2.60 2.30 2.20 210
Five-year 3.02 3.68 4.25 3.7 3.58 3.51 2.74 2.96 2.75 2.65 2.55 2.45
10-year 290 3.26 4.03 3.10 3.52 3.50 2.95 3.23 295 2.90 2.80 2.80
30-year 3.02 3.09 3.81 3.02 3.41 3.39 313 3.33 3.05 3.00 3.00 3.00

United States
Fed funds midpoint 4.88 513 5.38 5.38 5.38 5.38 4.88 4.38 4.38 4.38 4.38 4.38
Three-month 4.85 5.43 5.55 5.40 5.45 5.48 4.73 4.37 4.28 4.33 4.38 4.46
Two-year 4.06 4.87 5.03 4.23 4.66 4.71 3.66 4.25 4.25 4.5 4.35 4.50
Five-year 3.60 413 4.60 3.84 4.28 4.33 3.58 4.38 4.40 4.30 4.50 4.60
10-year 3.48 3.81 4.59 3.88 4.27 4.36 3.81 4.58 4.60 4.55 4.70 4.75
30-year 3.67 3.85 4.73 4.03 4.4 4.51 414 4.78 4.80 4.75 4.90 4,95

United Kingdom

Bank rate 4.25 5.00 5.25 5.25 5.25 5.25 5.00 4.75 4.50 4.25 4.00 3.75
Two-year 3.42 5.27 491 3.98 47 4.23 3.97 4.38 4.50 4.25 4.30 4.40
Five-year 3.33 4.66 4.53 3.46 3.84 4.03 3.85 4.35 4.60 4.40 4.50 4.60
10-year 3.47 4.39 4.46 3.54 3.95 47 4.00 4.57 5.00 4.75 4.80 4.90
30-year 3.82 4.42 4.92 44 4.49 4.67 4.54 51 5.50 5.35 5.40 5.55
Euro area*
Deposit Rate 3.00 3.50 4.00 4.00 4.00 3.75 3.50 3.00 2.50 2.25 2.25 2.25
Two-year 2.66 3.27 3.20 240 2.83 2.82 2.09 2.09 2.30 2.25 2.30 2.40
Five-year 2.30 2.58 2.79 1.94 2.32 2.48 1.97 215 2.45 2.35 2.50 2.75
10-year 2.28 2.39 2.85 2.03 2.29 2.50 214 2.36 2.75 2.60 2.80 3.00
30-year 2.35 2.38 3.05 2.27 2.46 2.69 2.46 2.60 290 2.80 3.00 3.25
Australia
Cash target rate 3.60 410 410 4.35 4.35 4.35 4.35 4.35 4.35 410 3.85 3.85
Two-year 2.96 4.21 4.09 3.7 3.76 417 3.64 3.87 3.80 3.75 3.90 4.00
10-year 3.30 4,02 4.49 3.95 3.97 4.31 3.97 4.37 4.50 4.35 4.50 4.50
New Zealand
Cash target rate 4.75 5.50 5.50 5.50 5.50 5.50 5.25 4.25 3.75 3.25 3.25 3.25
Two-year swap 5.01 5.46 5.69 4.63 4.78 4.95 3.56 3.36 3.30 3.25 3.50 3.75
10-year swap 4.27 4.46 513 412 4.35 4.48 3.87 3.91 410 4.30 4.70 4.75

Sources: Refinitiv, BoC, Fed, BoE, ECB, RBA, RBNZ, RBC Economics, RBC Capital Markets | *German government bond yields
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Economic outlook

Real GDP, quarter-over-quarter percent change

Q122 Q2-22 Q322 Q422 Q123 Q2-23 0Q3-23 Q423 Q124 Q224 Q3-24 Q424 Q125 Q2-25 Q3-25 Q425 2021 2022 2023 2024 2025

Canada* 35 3.8 24 -0.6 39 0.8 -0.6 0.7 2.0 22 1.0 15 11 12 11 12 6.0 4.2 15 13 13
United States* -1.0 03 27 34 2.8 25 4t 32 1.6 3.0 31 24 1.0 15 18 2.0 61 25 29 28 19
United Kingdom 0.7 03 01 03 01 0.0 -01 -03 0.7 0.4 0.0 0.2 03 0.4 0.4 04 8.6 4.8 0.4 0.8 i3
Euro area 0.5 09 0.6 -01 0.0 01 0.0 0.0 03 0.2 0.4 01 0.2 03 03 0.3 6.3 3.6 0.5 0.7 1.0
Australia 1.0 10 0.4 0.8 0.5 03 0.5 0.2 0.2 0.2 03 0.5 0.7 0.6 0.7 0.7 54 41 21 1.0 23

*annualized

Inflation, year-over-year percent change

Q122 Q2-22 0Q3-22 0422 Q123 Q2-23 Q3-23 Q423 0124 Q2-24 Q3-24 Q424 Q125 Q2-25 03-25 0425 2021 2022 2023

Canada 5.8 7.5 72 6.7 51 35 37 32 28 27 20 17 1.5 19 17 1.8 34 6.8 39 23 17
United States 8.0 8.6 83 71 58 4.0 35 32 32 32 26 27 24 22 23 21 47 8.0 41 29 23
United Kingdom 6.2 9.2 10.0 10.8 10.2 84 6.7 4.2 35 21 21 26 26 24 25 23 26 91 73 26 26
Euro area 61 8.0 93 10.0 8.0 6.2 50 27 26 25 22 22 22 22 22 21 26 84 54 24 24
Australia 51 61 73 7.8 7.0 6.0 54 41 3.6 38 28 29 2.8 25 3.0 3.0 29 6.6 5.6 33 28

Sources: StatCan, BLS, ONS, EuroStat, ABS, RBC Economics, RBC Capital Markets

Currency outlook

U.S. dollar cross rates, end of period

Q1-23 Q2-23 Q3-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24 Q1-25 Q2-25 Q3-25 Q4-25

USD/CAD 135 132 135 132 135 137 135 bk 143 145 142 140
EUR/USD 1.09 1.09 1.06 m 1.08 1.07 m 1.04 1.02 1.02 1.03 1.05
GBP/USD 124 127 122 127 1.26 1.26 1.34 125 1.24 1.23 1.23 1.24
usD/JPY 133 144 149 141 151 161 143 157 156 155 153 150
AUD/USD 0.67 0.67 0.65 0.68 0.65 0.67 0.69 0.62 0.63 0.62 0.61 0.62

Canadian dollar cross rates

Q1-23 Q2-23 Q3-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24 Q1-25 Q2-25 Q3-25 Q4-25

EUR/CAD 147 144 143 146 146 147 1.50 149 146 148 146 147
GBP/CAD 1.67 1.68 1.65 1.68 1.7 173 1.80 1.80 1.78 1.78 1.74 1.73
CAD/JPY 98 109 110 107 12 7 106 109 109 107 108 107
AUD/CAD 0.91 0.88 0.87 0.90 0.88 0.91 0.93 0.89 0.90 0.90 0.87 0.87

Sources: Federal Reserve Board, Bank of Canada, RBC Economics, RBC Capital Markets
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