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Let me see you get low:
central banks kick off rate
cutting cycle
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June saw both the BoC and the ECB start normalizing monetary policy from very restrictive levels and cut key interest
rates by 25 bps. The decisions marked a start of central bank divergence — we look for the BOE to follow with a first rate
cut in August and the Fed to stay on hold until later in December, and the RBA not following with a first rate cut until 2025.

In Canada, the pivot to interest rate cuts was a straightforward decision for the BoC - the economy has been
underperforming global peers (on a per-capita basis) for over a year. The unemployment has been rising, and inflation
growth has already slowed back to within the BoC's 1% to 3% target range. Economic data in other regions has been
more mixed, although has also softened enough in the euro area and the U.K. to prompt cut rates from the central
banks this summer.

For those that have already started to move rates lower (the BoC and ECB cuts followed earlier decreases by the SNB
and Riksbank), focus has now shifted to how fast and how far interest rates will fall - our own base case assumption

is the pace of interest rate reductions will be ‘gradual’ in all regions but slightly larger and faster in Canada given

the underperforming economy that's not surprising given a higher, and faster-rising debt service ratio among private
non-financial sector. Overall, we look for 200 basis points of interest rate cuts from the BoC by the end of 2025 (100 bps
in this year and next) versus 100 basis points cuts from the ECB and the BOE.

For the U.S. Fed, the timing of the first interest rate cut remains an open question. As true as ever, the decision will be
contingent on domestic inflation trends and labour market data - both have shown small improvements in early
summer. May's downside surprise in core U.S. services inflation readings was a welcome reprieve after consecutive
strong readings earlier this year and has tilted market expectations towards a September interest rate cut. But one data
point doesn’t make a trend, and while there are early signs that economic growth is slowing (and the unemployment
rate is drifting higher), we continue to think the inflation reacceleration scare earlier this year will be enough to keep
the Fed from cutting rates until later in December.
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Central bank bias

Central bank Current policy rate Next decision

BoC 4.75% -25 bps
-25 bps in Jun/24 Jul/24
The BoC moved to cut the overnight rate by 25 bps in its meeting in June. The move itself signifies confidence
among policymakers that the most likely path for future inflation in Canada is down. the BoC offered

few clues on forward guidance outside of reiterating that upside inflationary risks remain, and decisions
will be made "one meeting at a time". We expect another rate cut at the next meeting in July.

% Fed 5.25-5.5% 0 bps

+0 bps in Jun/24 Jul/24

Amid fluctuations in year-to-date core CPI readings, U.S. Fed left the interest rates again
unchanged in June while reiterating a lack of sufficient confidence that inflation will return to
target. Separate dot plot correspondingly showed a move in the median fed funds projection

higher in both 2024 and 2025 that expects just one cut this year and four more in 2025. We
continue to expect the Fed will stay on hold until December.

% BoE 5.25% 0 bps
+0 bps in May/24 jun/24

The BoE in May held interest rates steady as expected, with the vote split shifting to a more

dovish 7-2 (7 members favouring a hold and 2 favouring a cut) from 8-1in the last meeting.

April CPI data showed less progress in slowing services inflation that casted a June cut out

of view. We continue to think broadly unwinding inflation pressures alongside softening in
labour markets will lead the BoE to cut in August.

0 ECB 3.75% 0 bps

-25 bps in Jun/24 Jul/24

The ECB delivered its first rate cut of the cycle in June and lowered the deposit rate by 25bp to
3.75%. The meeting, however, came with a clear hawkish tone that continued into the post-meeting
press conference with President Lagarde reiterating that ECB is not ‘pre-committed to a particular
rate path’ We expect the ECB will skip a rate cut in July but opt to move again in September and
then again in December.

@ RBA 4.35% 0 bps
+0 bps in May/24 jun/24

The RBA held the main interest rate unchanged at its meeting in May, while maintaining a
near neutral bias. Governor Bullock made the explicit comment that “rates are at the right
level” but said the RBA is watching for upside risks. Data outturn since the meeting on
consumption, inflation and labour markets and housing has all erred on the firmer side,
supporting our view that the RBA will be cutting later in 2025.
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Catch up in wage growth shouldn’t worry central banks, yet

Currently elevated wage growth is proving a common grievance among most central banks, although a lot of it still reflects
a catching up to past high inflation. Real wage growth since pre-pandemic 2019 is still falling short of the average run rate
in all regions we cover. And interest rates, despite starting to move lower, will stay in “restrictive” territory for some time.
That should broadly continue to limit demand for goods and services, cooling labour market conditions while easing
nominal wage growth. Indeed, most forward-looking survey data have been pointing to further unwinding in wage
pressures in the year ahead.

Wage growth everywhere still playing catch up with inflation
Annualized % growth in real earnings
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*Canada uses SEPH data for average hourly earnings Source: Haver, RBC Economics

Concerns about elevated wage growth are ultimately really centred around their potential spillover to higher inflation.
On that front, what really matters is wage growth relative to productivity (output per hour worked) growth. In the U.S,
strong productivity growth (about 8% since 2019) makes it much less likely that currently elevated wage growth will feed
into higher inflation pressures in the future.

Canada’s productivity underperformance, rooted in structural factors outside the current economic cycle, make labour
costs look higher by comparison. Historically however, real wage growth in Canada have generally been moving in sync
with gains in productivity. And as broader labour demand backdrop continues to soften, it should again be more of a
reason for wage growth to drift lower, rather than for inflation to drift higher.
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Rate cuts won't spur economic growth right away

Remaining debate ahead of the BoC rate cut last week was more about when (June or July) not if a rate cut was appropriate.
The broader economic growth, labour market, and inflation backdrop was enough evidence for the central bank to start
easing the monetary policy. The deterioration in Canada’s economy, although relatively gradual compared to sharp
contractions in the past has still been substantial on a cumulative basis. Per-capita GDP was 3% below pre-pandemic
levels in Q12024 and essentially unchanged from a decade ago.

That is not to say that the BoC will rush to lower interest rates to provide stimulus. The central bank is clearly still concerned
about inflation risks and had in the announcement in June highlighted the same pressures points, including global oil

prices (although those have declined more than 10% since April), domestic housing demand (still soft but could reaccelerate
as interest rates fall) and wage growth (elevated but expected to moderate as hiring demand slows) as key areas to follow.

Debt service ratio for Canadian households set to rise further in 2024
Total debt payments % of after-tax household income
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Source: Statistics Canada, RBC Economics

We expect overnight rate cuts from the Bank of Canada at a pace of 25 basis points per meeting until December. The
pace may be faster than other central banks but can still be counted as gradual, relative to both the 2022/23 hiking
cycle and cutting cycles from BoC in the past. That pace of rate reductions also means that interest rates will still be
above ‘neutral’ rates by end of this year. Down to the household level, those that are facing mortgage renewals will for
a while continue to face higher debt servicing costs relative to their income. That should keep domestic demand under
pressure in the near-term — we don’t expect a meaningful return to higher per-capita real GDP or improvement in labour
markets until 2025.
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U.S. inflation slowed in May but not yet ‘stable’

Trends in US. inflation data were broadly encouraging post spring — the Fed's preferred ‘supercore’ CPI measure that
counts price growth for services prices outside of energy and shelter declined outright in May for the first time since
September 2021. That marked a welcome change following worrying signs of acceleration earlier this year. But price growth
is still running above the Fed's 2% inflation objective - and the Fed's mandate on inflation doesn't stop at ‘low, it also
extends to price stability. On that front, progress is still lacking.

Indeed, the start and stop in price growth year-to-date has pushed the 6-month standard deviation in ‘supercore’ CPI
higher back to late 2021 levels. Fed Chair Powell was clear in hist post-FOMC press conference that the Fed needs to see
more of the softer inflation growth like the one in May, to obtain the confidence that inflation pressures are drifting
sustainably lower towards target.

Inflation readings in the U.S. far from stabilizing
Six-month standard deviation in 'supercore' CPI
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He did however again highlighted progress with balancing demand and supply in the labour market and judged that
“conditions in the labour market have returned to about where they stood on the eve of the pandemic, relatively tight
but not overheated.” Part of that resilience could be traced back to risk-on sentiment that has led to narrower credit
spreads and gains in the equity markets since last fall. Net interest payments made by non-financial corporations in the
U.S. meantime have continued to plunge, with businesses having taken advantage of lower borrowing rates during the
pandemic through refinancing their debt. All these factors probably cushioned what would’ve been a worse deterioration
in labour market conditions in the U.S. to-date.
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ECB and BoE to deliver shallow easing cycles

In both the Euro Area and the UK, economic conditions started out this year on a stronger footing than expected, recovering
from a relatively weak backdrop after a recession over the second half of 2023. GDP growth surprised to the upside in Q1,
and early survey data are pointing to sustained momentum in Q2 supported by ongoing recovery in manufacturing activities,
all while services activities remain robust.

Survey data points to sustained growth momentum in euro area and UK in
Q2

Composite purchasing managers' index (50+=expansion)
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A faster expected comeback in the economic conditions is good news unless it upsets the BoE's and ECB's projections that
inflation will continue to ease. Already in both regions, domestic services inflation prints have remained stickier than central
banks would like. Moving forward we can count more tailwinds to both growth and inflation, including robust domestic
demand back by rising real wage growth, on top of expected rate cuts. It is against that backdrop that we expect a higher
level of restraint from the central banks in the easing portion of the cycle, and that both the ECB and the BoE will proceed
at a slower once every quarter cutting pace that leave key interest rates lower by 100 bps in total by mid-2025.
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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 4.00 3.75 3.25 3.00 3.00
Three-month 4.34 4.90 5.07 5.04 4.99 4.65 410 3.95 3.60 3.20 3.00 3.00
Two-year 3.74 4.58 4.87 3.88 4.22 3.95 3.60 3.25 2.90 2.75 290 3.00
Five-year 3.02 3.68 4.25 3.7 3.58 3.50 3.25 3.00 2.85 2.90 2.90 3.00
10-year 290 3.26 4.03 3.10 3.52 3.45 3.25 3.00 290 2.95 3.00 3.10
30-year 3.02 3.09 3.81 3.02 3.41 3.40 3.25 3.05 3.00 3.05 3.10 315

United States
Fed funds midpoint 4.87 512 5.37 5.37 5.37 5.38 5.38 513 4.88 4.63 4.63 4.63
Three-month 4.85 5.43 5.55 5.40 5.45 5.36 5.23 4.95 4.75 4.53 4.60 4.60
Two-year 4.06 4.87 5.03 4.23 4.66 4.80 4.95 4.75 4.65 4.55 4.60 4.65
Five-year 3.60 413 4.60 3.84 4.28 4.40 4.50 4.35 4.30 4.35 4.40 4.50
10-year 3.48 3.81 4.59 3.88 4.27 4.40 4.40 4.25 4.20 4.25 4.35 4.45
30-year 3.67 3.85 4.73 4.03 4.4 4.55 4.50 445 4.50 4.60 4.70 4.80

United Kingdom

Bank rate 4.25 5.00 5.25 5.25 5.25 5.25 5.00 4.75 4.50 4.25 4.25 4.25
Two-year 3.42 5.27 491 3.98 47 4.40 4.30 415 4.00 3.90 4.00 4.00
Five-year 3.33 4.66 4.53 3.46 3.84 3.90 3.80 3.60 3.50 Bi55) 3.60 3.65
10-year 3.47 4.39 4.46 3.54 3.95 4.00 3.90 3.75 3.70 3.75 3.85 3.95
30-year 3.82 4.42 4.92 414 4.49 4.70 4.60 4.50 4.50 4.60 4.70 4.85
Euro area*
Deposit Rate 3.00 3.50 4.00 4.00 4.00 3¥5! 3.50 B85 3.00 3.00 3.00 3.00
Two-year 2.66 3.27 3.20 240 2.83 2.70 2.70 2.60 2.50 2.40 2.30 2.30
Five-year 2.30 2.58 2.79 1.94 2.32 240 2.30 2.20 215 2.20 220 2.25
10-year 2.28 2.39 2.85 2.03 2.29 2.40 2.35 2.20 2.20 2.20 2.25 2.30
30-year 2.35 2.38 3.05 2.27 2.46 2.60 2.50 2.50 2.50 2.50 2.60 2.70
Australia
Cash target rate 3.60 410 410 4.35 4.35 4.35 4.35 4.35 410 3.85 3.85 3.85
Two-year 2.95 4.21 4.08 3.70 3.76 410 4.00 3.95 3.75 3.85 3.90 4.00
10-year 3.29 4,02 4.48 3.95 3.96 4.30 4.25 410 4.00 4.05 415 4.20
New Zealand
Cash target rate 4.75 5.50 5.50 5.50 5.50 5.50 5.50 5.00 4.50 4.50 4.50 4.50
Two-year swap 5.01 5.46 5.69 4.63 4.78 4.95 4.80 4.65 4.60 4.70 4.75 4.80
10-year swap 4.27 4.46 513 412 4.35 4.50 4.45 4.40 4.35 4.45 4.55 4.65

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 Q222 Q322 Q422 Q123 Q223 Q323 Q423 Q126 Q224 Q3-24 Q424 Q125 Q2-25 Q325 Q425 2021

Canada* 3.90 3.81 1.84 -0.86 343 0.70 -0.29 0.07 1.66 14 14 18 18 18 20 21 529 3.82 1.25 1.0 1.8
United States* -1.98 -0.56 2.66 2.57 224 2.06 4.86 340 125 15 1.0 12 18 18 18 18 5.80 194 2.54 22 1.6
United Kingdom 0.53 0.09 -0.08 010 017 0.01 -012 -0.31 0.63 0.2 03 03 03 03 03 03 8.67 435 010 0.7 i3
Euro area 0.64 0.79 0.46 -0.03 0.09 012 0.01 -0.06 0.31 03 03 0.4 0.4 0.4 0.4 0.4 5.89 346 0.57 0.8 1.5
Australia 0.75 0.86 0.08 0.82 0.57 0.43 0.22 033 013 0.4 0.6 0.5 0.6 0.6 0.7 0.8 5.51 3.87 196 1.6 27

*annualized

Inflation, year-over-year percent change

Q122 Q2-22 0322 0422 Q123 0Q2-23 Q3-23 Q423 Q124 Q2-24 Q3-24 Q424 Q125 Q2-25 0Q3-25 0425 2021

Canada 5.83 7.55 715 6.67 515 3.52 3.69 321 2.85 27 22 19 20 19 19 1.8 340 6.80 3.88 24 19
United States 797 8.64 833 710 5.80 397 3.51 3.24 3.24 33 29 26 20 18 18 20 4.70 8.00 412 3.0 19
United Kingdom 6.20 915 10.01 10.75 1018 8.44 6.71 416 3.55 28 29 27 22 17 19 18 258 9.05 730 32 19
Euro area 615 8.05 9.31 9.96 8.00 619 496 274 259 25 21 24 22 22 22 21 259 8.38 542 24 22
Australia 5.09 614 7.27 7.83 7.02 6.03 537 4.05 3.62 3.6 28 29 27 27 3.0 3.0 2.86 6.59 5.60 32 29

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

Currency outlook

US dollar cross rates, end of period

Q1-23 Q2-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24 Q1-25 Q2-25
USD/CAD 135 132 135 132 135 137 139 140 141 142 141 140
EUR/USD 1.09 1.09 1.06 m 1.08 1.07 1.05 1.07 1.08 1.08 1.09 1.08
GBP/USD 124 127 122 127 1.26 1.26 1.22 1.23 1.23 1.21 1.21 119
usD/JPY 133 144 149 141 151 158 160 162 162 160 158 156
AUD/USD 0.67 0.67 0.65 0.68 0.65 0.67 0.65 0.65 0.66 0.67 0.68 0.68

Canadian dollar cross rates

Q1-23 Q2-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24 Q1-25 Q2-25 Q3-25 Q4-25
EUR/CAD 147 144 143 146 146 147 145 1.50 1.52 153 1.54 1.51
GBP/CAD 1.67 1.68 1.65 1.68 1.7 1.72 1.69 1.72 173 1.72 171 1.66
CAD/JPY 98 109 110 107 12 115 116 116 115 113 112 M
AUD/CAD 0.91 0.88 0.87 0.90 0.88 0.92 0.90 0.91 0.93 0.95 0.96 0.95

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