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A Canadian Rates Outlook for 2026-27

e Bank of Canada on an extended hold, next move likely a hike

e Canada curve likely to flatten, negative spreads to US to narrow
e BoC’s balance sheet normalization & what it means to bonds

e 2026 carries bidirectional risks to our rates forecasts
SUMMARY OF EXPECTATIONS

Scotiabank Economics expects the new year to extend the Bank of Canada’s 2V4% rate
pause before migrating toward 50bps of policy tightening over 2026H2 that may turn out
to be greater and earlier than expected. This is a view we’ve had since September with
markets recently moving in this direction. The Canada base rates curve is expected to
flatten over time. Canada’s short-term yield spread versus the US is expected to narrow
aided by Federal Reserve cuts and in support of the Canadian dollar’s expected
appreciation while the longer-term positive US yield differential over Canada narrows.

There is only one certainty to these projections—2026 probably faces as many
uncertainties as 2025 did! I'll offer what | think are reasonable views, but this is not a set-
and-forget environment for anyone’s forecasts. Risk management needs to be nimble.

Charts 1and 2 lay out broad year-end views. The Canada 10-year anchor point on the
curve is forecast to rally into the early new year before cheapening resumes. An
equilibrium level of about 3%4% is forecast with risks skewed higher than lower.

BANK OF CANADA ON AN EXTENDED HOLD...

Key to expectations for a policy rate hold for some time is the Bank of Canada’s signalled
reaction function. Recall the key line in the October 29" statement with emphasis added:

“If inflation and economic activity evolve broadly in line with the October projection,
Governing Council sees the current policy rate at about the right level to keep inflation
close to 2% while helping the economy through this period of structural adjustment.”

That was about as clear a sign that the BoC has shifted to the sidelines as one could
imagine. And so they should in order to allow time for the long and variable lags on
monetary policy actions to work their way through a muddled mixture of demand and
supply side risks over the coming several quarters.

Recent data supports a prolonged pause. The job market is ripping with 181,000 jobs
created in the past three months, the unemployment rate is tumbling down to 6.5%,
trend core inflation remains materially above the 2% headline target, and deficit-financed
stimulus intensified. I'll come back to the important role of GDP revisions and CUSMA.

..AT APRESENTLY STIMULATIVE POLICY RATE...

Multiple approaches taken together show that the policy rate is likely stimulative and too
low which is part of what counsels a prolonged pause in the absence of a full-blown crisis.

For one, the Bank of Canada’s overnight rate of 2v4% is at the lower end of the neutral rate
range of 2v4% to 3%%. That’s at best a longer-run guidepost.

For another, in real terms adjusted for backward inflation it is around zero or negative. Using
the current headline inflation rate of 2.2%, the real policy rate is roughly zero. If we use
trimmed mean or weighted median CPI that are both around 3% then the real policy rate is
negative. The real policy rate is also negative using traditional core CPI (ex-food and energy).

As for the expected real rate, there are no useful market gauges for inflation expectations
in Canada as the real return bonds from which they are derived have dealt with
suspended issuance and a buy and hold pattern by key investors. The consensus
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economist forecast for inflation is around 2% over coming years and this portrays the real overnight rate as slightly positive. Using inflation
expectations from the BoC’s Business Outlook Survey that are roughly between 2%2% and 3% shows the real policy rate as slightly negative.
Using multiple measures of inflation expectations from the Canadian Survey of Consumer Expectations that are all toward 4% resultsin a
sharply negative real policy rate.

Normally one would only plunge further into negative real rates territory in a true crisis. That’s not impossible, but we’re far from expecting
one at this point.

..AS THE TAYLOR RULE SUPPORTS

Another approach is to apply a standard Taylor Rule approach to where the policy rate should probably be at present. The outcome has us
believing that the additional easing was for insurance against downside risks to the 2% inflation target as the federal budget kept getting
pushed out in time, Canada eliminated reciprocal tariffs outside of metals and autos, the US labour market has been flashing warning signs
on the US economy which matters a lot to Canada, and trade tensions continue to frustrate efforts toward striking an agreement.

Recall that the Taylor ‘rule’ posits that the policy rate should be directly related to estimates of the real policy rate plus some coefficient
applied against the deviation of inflation from the 2% inflation target, plus some coefficient applied against the estimated size of the
output gap. All of these variables are highly uncertain at present and going forward, but we can still do some scenarios that yield useful
insight.

Enter generative Al. Now everybody has the ability to do umpteen scenarios for what should be the present and future policy rate using
different measures of core inflation, output gaps, real neutral policy rates and sensitivities to deviations from the inflation target and
capacity deviations. In addition to my own fiddling with Taylor Rule estimates | asked ChatGPT to help.

It all starts with “please provide Taylor rule estimates for what the Bank of Canada's policy rate should be now.” ChatGPT then goes to work,
scouring the web for data, for various estimates of the gap and inflation and real neutral policy rates, devises a model in accordance with
the Taylor Rule framework, and within around 20-30 seconds presto here’s your answer. Or a few.

Chart 3is the outcome. It shows what the policy rate should be under differing scenarios for the inflation rate and size of the output gap at
reasonable estimates for the coefficients and assuming that the neutral policy rate is about 2.75% which is in the middle of the BoC’s
estimated range. Present inflation is 2.2% y/y with the BoC’s core measures at 2.9% (weighted median), 3.0% (trimmed mean) and 2.7%
(traditional core ex-food and energy). We estimate the output gap at about -0.6% now. This combination shows the policy rate is presently
around 25-50bps too low.

In other words, there may be an insurance premium  Chart3 Chart 4
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run through all of them here but chart 4 shows the
three dozen estimates of what the policy rate should be in repeated modelling and compares them to the actual policy rate at present. In
the overwhelming majority of those estimates what jumps out is that the policy rate is lower than the Taylor Rule predicts it should be.

If there is such an insurance premium, then it counsels against cutting further at least for some time to see how policy to date works
through.
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TAYLOR RULE POINTS TO FUTURE HIKES... Chart5
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output to slack that is now estimated at about half as much (chart 6).
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CUSMA/USMCA negotiations are part of the uncertainties. | view the risks as roughly balanced at present while leaning toward a cautiously
optimistic slant. The Trump administration has imposed the lowest effective tariff rate on Canada of any of America’s major trading
partners; we estimate it at around 6% because CUSMA-compliant trade is exempt. | doubt very much that the US administration would risk
tearing up the agreement into a mid-term election year. Even if Trump tried, the outcome in Congress and possibly SCOTUS could emerge
as a major uncertainty and possible embarrassment for the administration right into the vote when its popular support is already tumbling.
There is a path to a security and trade agreement that could restore some certainty and assist in unleashing some pent-up demand for
housing, consumption and capital goods over the outlook and we’ll just have to monitor developments.

THE FUNDAMENTALS BEHIND BOND YIELDS...

Over time, the Canadian government’s 10-year bond yield should be roughly correlated with expected nominal GDP growth. It’s by no
means a perfect fit (chart 10). Since we are forecasting around 3%2% NGDP growth in 2026 and closer to 4% in 2027 these should serve as
loose guideposts to the 10-year yield.

If we are right on the policy rate settling in at 24% and eventually rising then this should place  Chart10
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the GSIBs and stablecoin demand for US Ts may also contribute to the broader rates view. So

does the likelihood that the next Fed chair will be the one who sounds most dovish, at least in the short term (and heaps on the most

praise...). I'm also still concerned about the coming five-year review of the regional Fed Presidents at the end of February. As the Bank of

Japan continues to tighten policy as soon as this month, the impact is likely to be a further ongoing lessening of the once attractive yen

carry trade into US and Canadian bonds but much of this adjustment is deemed to have moved through.
..WITH MORE SUPPLY, LOTS TO REFI...

Government bond issuance is likely to be at high levels over coming years. Common estimates are likely understated. The supply side will
become increasingly pressured.

A large amount of maturing bonds needs to be rolled over in the relatively short term (chart 11). Federal debt is likely to rise at a quicker
pace than previously estimated (chart 12) as deficit financing mounts (chart 13). Financial requirements are likely to be higher yet with
budgetary and non-budgetary drivers (chart 14). Deficit projections are likely lowballed. First, chart 15 provides an unflattering depiction of
Ottawa’s ability to project its deficit by comparing the actual size in red to each period’s updated projections in black dashed lines.
Inflection points are commonly missed amid eternal optimism that always strives in the direction of smaller numbers. Either they are
thoroughly politicized projections or the Finance forecasters are really bad. Second, this past Budget was merely a placeholder on plans to
roll out further spending/investment initiatives. Third, two main areas of emphasis are defence and infrastructure spending that are
notorious the world over for cost overruns and delays and especially in Canada.

..WHILE THE BANK OF CANADA'’S BALANCE SHEET REMAINS SIDELINED

While debt balloons, how much of a role might the Bank of Canada play in the bond market beyond traditional tools applied at the front-
end? Nothing over the next year, and very little in 2027 other than in the normal conduct of conventional monetary policy.

Global Economics 4
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a fair amount has changed since his last one.

Key is timing when the BoC may return to gross purchases of Government of Canada bonds given the speech’s guidance this would occur

“no earlier than late 2026” and then the updated recent guidance on how they will “likely not need to start until 2027.”

Charts 16-20 provide my updated attempts at spitballing the evolution of the BoC'’s balance sheet. By my math, the BoC should be in no
great rush to purchase GoC bonds until well into 2027. Only a modest amount of GoC bond buying is projected over the next several years.

This is the outcome from a set of updated assumptions and Gravelle’s guidance.

On the liability side:

e settlement balances (ie: the BoC’s version of the Fed’s reserves) are targeted at between C$50-70 billion. What drops out of my math
and intuition is that the BoC is likely to lean toward the higher end of this target range. Persistent bouts of funding market challenges

probably make it prudent to lean toward the higher end and possibly higher yet. The BoC previously underestimated the amount of

settlement balances targeted at C$20-60B.

e  Government of Canada deposits temporarily pick up as stimulus is deposited and then redeployed but then these balances return to a

lower steady state.
e notesin circulation grow at a pace equal to nominal GDP over time.

e ‘other’ deposits, ‘other liabilities, and equity are relatively stable.
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e CMB, provincial bond and RRB holdings continue to decline as maturing holdings drop off. CMB holdings are basically eliminated by

2030.

e short-term interest-bearing assets (bills, repo) roughly equate to short-term interest-bearing liabilities (settlement balances). The split
between bills and repos is unclear but I've assumed there to be a natural progression more toward bills than repos.

e GoCbond holdings grow roughly in line with notes in circulation as gross purchases return starting in 2027 and in the secondary market

as per BoC guidance and come to offset bond maturities.

The implied challenge to market participants is that—barring a crisis that would generate debate about returning to Quantitative Easing—
the BoC won't be providing much support to the bond market as government debt rises.
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