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= The writing was already on the wall after August's hotter-than-expected U.S. CPI report, but the Fed’s 2-year, stop-start easing cycle is now officially
over after the FOMC delivered its first rate increase since July 2023. While not unprecedented, a one-hike tightening cycle is unlikely and the Fed
is poised to hike again before the year is out. To us, there’s no use in delaying and we thus expect officials to raise rates in late October.

= The more pressing question is: what comes after that? With the employment side of the Fed’s mandate largely accomplished, the rate path will be
dictated by inflation—which, in turn, will be shaped by geopolitical developments. It's difficult to envision the war in the Middle East, now in its
seventh month, ending anytime soon or energy flows normalizing. And with resilient GDP growth led by strong domestic demand, underlying inflation
pressures are likely to remain above target for the foreseeable future, requiring at least one more rate hike in 2027. There’s likely to even be a case
for further tightening, but we still see the Fed as preferring to err on the side of accommodation. So long as inflation makes some progress toward
target, officials will be reluctant to push policy even tighter—to say nothing of the political pressure that will inevitably mount.

= At this point, rate cuts are the last thing on anyone’s mind, but we expect those discussions to heat up in the second half of next year. Base effects
should pull headline inflation lower, while the lagged effects of 75 bps of rate hikes should gradually weigh on core inflation. That should eventually
create a case for reversing the tightening. Although estimates of the neutral rate are steadily drifting higher, we’re not convinced that r* is now above
4%, as markets imply. Nor do we think FOMC participants hold that view, given that the median longer-run dot is 3.25%. The reality is likely
somewhere in between, and we see 3.5% as a reasonable estimate of the equilibrium policy rate.

= An economy on “stronger footing” and firms better adapted to volatile U.S. trade policy are giving the Bank of Canada greater confidence in the
economy’s ability to withstand these recent tariffs. That has shifted its focus more toward inflation, which remains elevated amid the prolonged
Middle East war. This situation is no better than in early September—in fact, it's worse, with oil prices hovering near $100/bbl, which will make the
Bank even more anxious. Fortunately, core inflation has remained contained, thanks to an economy still operating with some slack. Will this—and
renewed trade uncertainty—allow the Bank to remain patient and hold policy steady? Perhaps through October, but tighter policy is only a matter
of time. If tensions between Ottawa and Washington ease over the coming months, as we expect, concerns about the growth outlook should recede,
allowing policymakers to focus even more squarely on above-target inflation. That's likely to result in the BoC beginning its hiking cycle in December.

= The Bank will be raising interest rates from a higher level than in more recent cycles so there’s not a tremendous amount of tightening in the pipeline,
especially with economic slack set to linger into early 2027. We see the BoC hiking three times between now and next spring, bringing the overnight
target to an even 3%. That's technically 25 bps higher than the mid-point of the Bank’s estimated neutral range but this is not us judging that the
economy needs restrictive monetary policy. Rather it reflects an expectation that the Bank will revise up its own neutral assessment next year, just
as other central banks and investors are doing.

= Decompositions of longer-term interest rates suggest that higher inflation expectations haven’t driven yields up in recent months. However, persistent
inflation is creating greater monetary policy uncertainty, warranting a higher premium for holding duration. Add a global fiscal expansion and
increased competition for capital from the corporate sector, and it's hard to envision yields falling meaningfully anytime soon. We therefore remain
cautious of the long end of the curve over the coming quarters, particularly in the U.S. Later next year, easing inflation pressures, slower growth and
Fed easing may provide some relief but structural forces will keep yields high(er) and curves steep(er) than post-GFC norms.

United States Canada

Quarter Quarter

21-Sep-26| 4.00 3.99 4.75 4.84 4.97 5.30 21-Sep-26| 2.25 2.35 3.29 3.57 3.84 4.16
Q3:2026 4.00 4.05 4.75 4.85 5.00 5.35 Q3:2026 2.25 2.35 3.35 3.60 3.90 4.20
Q4:2026 4.25 4.30 4.90 4.90 5.05 5.45 Q4:2026 2.50 2.70 3.45 3.60 3.95 4.30
Q1:2027 4.50 4.40 4.85 4.90 5.10 5.50 Q1:2027 2.75 2.95 3.50 3.65 4.00 4.30
Q2:2027 4.50 4.40 4.70 4.80 5.10 5.55 Q2:2027 3.00 3.05 3.45 3.60 3.90 4.20
Q3:2027 4.50 4.30 4.50 4.65 5.05 5.55 Q3:2027 3.00 3.00 3.40 3.55 3.80 4.15
Q4:2027 4.25 3.90 4.20 4.45 4.90 5.45 Q4:2027 3.00 2.95 3.35 3.50 3.75 410
Q1:2028 3.75 3.45 4.00 4.35 4.75 5.30 Q1:2028 3.00 2.95 3.30 3.45 3.65 4.05
Q2:2028 3.50 3.40 3.80 4.25 4.65 5.15 Q2:2028 3.00 2.95 3.20 3.40 3.60 4.00
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