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Since the previous issue of Rates Scenario (on July 17, 2019):

• In the wake of the Trump Administration officially labelling China a “currency manipulator”, we now judge that
the threatened (tweeted) 10% tariff on all remaining Chinese imports will happen next month. China retaliated
by cancelling all agricultural orders from the U.S., with more moves likely to occur (such as restricting rare earth
mineral exports). This major escalation of the U.S./China trade war has caused us to change our Fed forecast.
We now look for follow-up rate cuts in both September and October (as opposed to just October, previously),
with the same net downside risks surrounding the outlook as before.

• In last month's post-FOMC presser, Chair Powell said the motivation for cutting rates (at the time) was: first, to
mitigate the downside risks to the U.S. economic outlook posed by weak global growth and trade tensions; and,
second, to counter the negative effects these two developments were already having on the economy. These
motives are now even more compelling. We also downgraded our near-term U.S. GDP forecast, with Q3 now at
1.6% annualized vs. 1.8% before, owing to the anticipated clip to business confidence, and thus capex, along with
manufacturing activity.

• Note that the extra rate cut (so now 75 bps in total), along with the recently announced boost to federal
government spending, should keep 2020 economic performance on track; i.e., back to 2.0% growth by mid-
year. This expected rebound (but, again, with net downside risks) should ensure that current easing becomes “a
mid-cycle adjustment to policy” and not “the beginning of a lengthy cutting cycle” (Powell’s words). The historic
median mid-cycle adjustment is 75 bps of cumulative easing over four months, which should fit the current episode
perfectly.

• Lower-for-longer Fed policy rates will ripple along the Treasury yield curve. We now judge 10-year yields are
unlikely to climb back to the 2% mark by year-end. It’s now a 2020 story. We still expect that unrealized market



expectations for Fed easing, along with the reasons for it (elevated risks to the outlook eventually backing off), will
apply modest upward pressure on bond yields, albeit from a lower base than before.

• Despite a third Fed action, we still judge the Bank of Canada will remain on hold, but it has become a much closer
call. Indeed, we assess even odds of a rate cut by Q4. We’re staying on the hold side because of the penchant for
Trump Administration trade remedies to be postponed, watered-down in implementation or reversed, along with
previous hold arguments. Recall: (1) core inflation is already at the 2% target; (2) policy rates are already negative
in real terms (175 bps nominal); and, (3) having achieved a semblance of stability in the housing sector and in
household debt ratios, we suspect the Bank will tread carefully to avoid destabilizing them. Note that, although
2015’s “insurance” rate cuts contributed to surging housing markets outside the oil patch (particularly in Vancouver
and Toronto), more restrictive macroprudential policies have since been adopted at the federal and local levels.

• As long as the coming two Fed rate cuts are painted more as measures to mitigate risk (insurance) as opposed to
measures designed to stave off a potential recession, and the risks surrounding the U.S. outlook don’t noticeably
escalate from current readings, we suspect the Bank of Canada will fidget, but still sit on its hands. However,
should U.S. growth suffer more than just a couple of tenths, oil prices weaken too much, the Canadian dollar
strengthens too much, an inter-meeting or 50 bp Fed cut signals greater urgency, then we judge the Bank of
Canada will cut rates, too.

• Although shorter-term Canada-U.S. yield spreads are likely to become much less negative as the Fed cuts rates,
longer-term spreads should remain more resilient (e.g., 10-year tenors close to current levels) before moving
more negative next year. As before, the larger negative spread at the long end reflects America’s much worse
fiscal dynamics as well as Canada’s weaker economic competitiveness (that should result in market expectations of
a perennially more-cautious-than-the-Fed monetary policy stance).

• We now look for the U.S. dollar (on a trade-weighted basis) to drift more sideways than down, despite
additional Fed rate cuts, as more global central banks are jumping on the easing bandwagon. Meanwhile,
the greenback should garner some support from a worsening global trade war and dimming global economic
prospects.

• With the Bank of Canada resisting the Fed’s rate-cutting lead (for now), we anticipate the Canadian dollar has
some modest near-term upside. The net risk is that it’s more than just modest, which would flash bright on the
BoC’s radar. Beyond the near-term strength, we look for the loonie to hover in the low-1.30s through 2019Q4 and
2020. We still judge that competitiveness issues are a longer-term drag for the currency, and the October 2019
election could also inject some temporary volatility.

• The Federal Reserve is not alone in easing monetary policy; it has plenty of company. Since its July 31 rate cut, it
has been followed by the Reserve Bank of New Zealand (more aggressive with its 50 bp slice), India (a larger-
than-expected 35 bps), Brazil (50 bps), Thailand (25 bps), and the Philippines (25 bps). And the Fed wasn’t even
the first out of the gate. It was preceeded by Australia (had eased twice this year and is poised to go lower),
South Korea, Indonesia and South Africa, all by 25 bps. And note that New Zealand was the first central bank in
the developed world to ease this cycle, trimming rates 25 bps back in May. In addition, after the People’s Bank of
China allowed the yuan to weaken beyond the psychologically important 7.0 mark, signalling that Beijing is willing
to tolerate a weaker currency, Asian currencies came under pressure.

• The BoJ hasn’t strayed from its already massive QE program but it is clear that it “won’t hesitate” to do more if “the
momentum to achieve its price target is under threat”.

• The ECB all but eased in July with its dovish statement and press conference. It adopted an easing bias by adding
the word “lower” to the rates guidance…”The Governing Council expects the key ECB interest rates to remain
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at their present or lower levels at least through the first half of 2020”, and revealed that the ECB staff had been
instructed to look at different options, including reinforcing its forward rates guidance, introducing a tiered-
deposit rate, and resuming asset purchases. President Draghi also emphasized its determination to act if inflation
continues to disappoint. So ECB easing is expected in September, and the size of the package will likely weigh on
the currency. (Also weighing are the Italian elections.)

• Only the BoE stands alone, fiercely defending its base-case assumption that, in the event of a smooth Brexit,
"increases in interest rates, at a gradual pace and to a limited extent, would be appropriate..." but that bias is
wavering. The prospect of a no-deal Brexit is, in the market’s mind, quickly becoming the base-case scenario. That
(an assessment we cannot disagree with), along with likely elections in November, will put further downward
pressure on the GBP.
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Foreign Exchange Forecasts
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Interest Rate Forecasts
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