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Overview

Where is the dove? 

The Canadian economic backdrop continues to soften with a string of downside 
data reports confirming the relative under-performance from other economies. 
GDP in Q3 contracted by a larger than expected 1.1% (annualized) in Canada, 
led by slowing business investment and flat household spending. That’s 
below the blockbuster 5.2% increase in the US, a 0.1% (not annualized) decline 
in euro area and the flat reading in the U.K. all in the same quarter. 

Delinquencies for non-mortgage loans have continued to rise in Canada, as 
households continue to face challenges related to softening labour market 
trends and high cost of living. Sentiment has taken a nosedive as a result. 
November marked the lowest reading of consumer confidence since the 
pandemic in Canada, weaker than the lows during the Global Financial Crisis. 
Canadian households have already started to save more out of precaution, 
and ahead of further increases in mortgage costs as higher interest rates 
continue to feed through to fixed rate contracts with a lag. In contrast, 
consumer confidence has flatlined in the U.S. and have even started to 
rebound in the euro area and the U.K., after having already bottomed out a 
few quarters earlier. 

The silver lining amidst soft economic data is that inflation has been 
slowing – even in the United States where the economic backdrop has been 
much stronger. And that has allowed central banks to pull back on hawkish 
rhetoric. None of the central banks we cover will be in a rush to shift to outright 
interest rate cuts. Fed Chair Powell continues to push actively against discussion 
around easing monetary policy, calling them “premature”. But we continue to 
expect the outperformance of the U.S. economy will fade with early signs that 
labour markets are indeed softening, and that consumer spending is slowing. 
We expect the Fed and the BoC to shift to gradual interest rate cuts by mid-2024 
with the ECB and the BOE on hold until early 2025. 
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Central bank bias
Central bank Current policy rate

(latest move)
Next move

BoC 5.00%
+0 bps in Dec-23

0 bps
in Jan-24

The BoC delivered another pause in December alongside a dovish statement that emphasized excess 
demand in the economy is near depleted. That should keep downward pressure on inflation in the 
future. We expect the BoC will be cautious about declaring victory over inflation too early, but look 

for the first cut in the overnight rate in Q2 2024. 

Fed 5.25-5.50%
+0 bps in Nov-23

0 bps
in Dec-23

Overall inflation pressures have continued to slow in the U.S. Labour market conditions have 
also softened, despite unemployment slipping lower in November, and wage growth has slowed. 
Fed chair Powell has been pushed back against early pricing of rate cuts in 2024, calling the discussion 
“pre-mature”. We expect the Fed will stay on hold before weaker conditions prompt the first cut 

in Q2 2024.

BoE 5.25% 
+0 bps in Nov-23

0 bps
in Dec-23

After a “hawkish” hold in November, the BoE again is expected to maintain the Bank Rate 
at 5.25% in its meeting later this week. Domestic inflation pressures have moderated, as 

seen in lower service CPI and private sector wage growth, both of which undershot earlier 
BoE projections. A tightening bias is expected to be maintained however, as those gauges 

remain above desired levels. 

ECB 4.00% 
+0 bps in Oct-23

0 bps
in Dec-23

A softer than expected November HICP report has likely cemented the “no change” decision from the 
ECB later this week, where the deposit rate is to be held at 4% alongside downward revisions to the 
ECB’s inflation forecast. President Lagarde is expected to highlight uncertainties surrounding those 

forecasts however, and push back against early pricing for rate cuts in 2024. 

RBA 4.35% 
+0 bps in Dec-23

+25 bps
in Feb-24

Positive data outturn in Australia since November, including on CPI and wage growth left 
little surprises when RBA decided to hold rates steady at its December meeting last week. 
The central bank will now wait for the Q4 quarterly CPI data for details on pressure among 

services sectors. We see the RBA moving rates higher still in February to reach terminal, 
with risks tilted towards a no-change. 
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Canada is one of the few countries in the world with a AAA credit rating from at least two of the top global rating agencies. 

That was the case with all three leading rating agencies since the early 2000s, until Fitch downgraded Canada in the 
summer of 2020 due to sharply expanding government pandemic deficits and spending. In August this year the U.S. 
also lost its own coveted top-tier ranking from a second rating industry (Fitch) on concerns about repeated contentious 
political debt ceiling debates. And just a week ago, Moody’s hit China with a downgrade warning, citing concerns related 
to the property market downfall on top of mounting local government debt. 

Virtually all borrowing costs in the economy are determined in markets as a spread off government (‘risk-free’) interest 
rates. In an event where sovereign debt rating’s downgraded, those government interest rates can rise and push all 
other business and household borrowing rates higher alongside, tightening financial conditions. 

Ratings for subnational entities, including those of the provincial governments also tend to correlate closely with the 
sovereign’s rating. In Canada, most provincial credit ratings were not immediately downgraded alongside Canada’s 
national rating in 2020. BC for an example, was placed on negative watch before also getting a downgrade a year later, 
in the summer of 2021. And after Fitch downgraded France’s sovereign in late April this year, close to three quarters of 
French entities that also received a rating from Fitch were downgraded alongside.

Keeping an eye on Canada’s credit rating

Sovereign rating metrics - Canada relative to other AAA economies
Canada's ranking among other AAA entities, higher = riskier

Source: Haver, RBC Economics
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Where Canada ranks well:
• Gross debt levels are high, but net government debt not out of step with other AAA rated economies

Gross government debt levels in Canada are significantly higher than other AAA rated economies, but in large part 
due to Canadian pre-funding future pension liabilities. Net public debt levels are much lower once taking into account 
a large stockpile financial assets, including pension assets.

Higher gross debt levels still mean that public debt servicing costs are substantially higher in Canada than other 
AAA rated economies. The ratio of government interest payments to revenue is the highest in Canada (~7% in 2022) 
among all AAA countries, but still much lower comparing to the 12% median across AA rated countries. 

The ratio of private sector debt to GDP in Canada is substantially higher than historically has been the case, in part 
driven by expanding household and corporate balance sheets during periods when interest rates were low. But those 
ratios have also been moving higher elsewhere and Canada still ranks in the middle of other AAA rated economies.  

The Canadian debt servicing ratio is notably higher for private non-financial sectors in Canada however. That likely 
at least in part reflects higher sensitivity and a faster pass-through of tightened monetary policy to household and 
business debt payments, with others likely to catch up over time – pre-pandemic, Canada ranked around the middle 
of AAA rated economies on debt servicing ratios.

Government debt to GDP - AAA economies
% of GDP

Source: International Monetary Fund, RBC Economics
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Source: Haver, RBC Economics
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The good news is when it comes to metrics that are typically key to determining sovereign credit rating, Canada’s 
ranking remains adequate, suggesting no imminent downgrade in sight. Government and private sector debt levels are 
elevated but not outside of the range of other AAA rated economies. Canada also has a strong banking sector, a credible 
central bank, and a relatively stable political landscape. In addition, its net external position has improved steadily 
over the last decade. 

Still, most of those metrics can deteriorate quickly in a soft economic backdrop – and the economy has been wobbling 
under the weight of growing headwinds from higher interest rates. 



5FINANCIAL MARKETS MONTHLY | DECEMBER 2023

•	 Resilient	financial	sector

• Sound monetary credibility and political stability

• A different, stronger external position from the 90s

Canada ranks relatively well when it comes to resilience in the financial sector, with backing from an independent 
central bank and well-capitalized commercial banks. Canada ranks top of the pack among AAA economies in both 
IMF’s Financial Development Index that captures access, depth and efficiency of financial institutions and markets.  

Canadian banks are relatively well capitalized – the tier one capital ratio among Canadian deposit takers was at 
just over 15% in 2022 – the second lowest among other AAA economies (just above Australia) but still well above 
regulatory minimums. 

The inflation scares over the past two years tested the central banks’ credibility. But the aggressive interest rate 
hiking cycle to wrestle inflation back under control, as painful as it’s been to households has also reinforced the 
central bank’s independence. Near-term inflation expectations remain elevated in Canada but longer run expectations 
have stayed well anchored, at closer to the 2% target. That signals confidence in the central bank ability to restore 
low and steady inflation over the longer run. 

In terms of political stability, Canada ranks at the 90th percentile for various sub-indices on governance including 
corruption control, voice and accountability, government effectiveness etc., according to the World Bank’s Worldwide 
Governance Indicators (WGI). Canada’s ranking on political stability and absence of violence and terrorism has 
deteriorated over the recent years, ranking at the 74th percentile among all countries ranked in 2022. But that was 
still above other AA economies like the U.S. (45 percentile), the U.K. (62 percentile) or France (56 percentile). 

When S&P and Moody’s downgraded Canada’s sovereign debt rating in the early 1990s, concerns were that a 
depreciating Canadian dollar could lead to further deteriorations in Canada’s already large net international debt 
position – worth -45% of GDP in 1994 – piling on to negative impacts from the fiscal crisis at the time. The weak external 
position and the exposure to a currency shock led Wall Street Journal at the time to famously label Canada as an 
“honorary member of the third world”.

Canada's external position improving since the 90s
%, net international position to GDP ratio

Source: Statistics Canada, RBC Economics
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The Canadian dollar currently exchanges at close to the same rate it did in the 1990s, but the risk surrounding 
potential further deterioration is very different today than it was back then. Canada is now a large net creditor to 
the world with net international investment assets worth +30% of GDP as of 2022. That was still lower comparing to 
some of the other AAA peers but also still a substantial step higher than the median among AA economies. 

In addition, foreign currency denominates a much larger share of Canada’s foreign assets than liabilities. That 
means a weaker Canadian dollar will actually strengthen the external position as it increases the value of net 
international assets (valued in Canadian dollars). Finally, a large share of foreign currency debt is also held by 
corporates, who can easier mitigate exchange rate risks these days as they also earn a larger share of foreign 
currency revenues from exports. 

More than half of Canada’s total general government debt is accounted for by provincial governments, the highest share 
of total national non-central government debt across all AAA rates economies. That can create challenges with governance 
and fiscal adjustments in the future. 

The federal government’s fiscal target to keep the net-debt-to-GDP ratio on a declining trend is also a weaker commitment 
than a balanced budget deficit and is contingent on steady and stable GDP growth in the coming years. Canada’s government 
net-debt-to-GDP ratio ranks in the middle among AAA rated economies currently, but can deteriorate quickly if government 
spending rises above expectations, or if the economy weakens significantly, cutting into government revenues at the 
same time. 

The Canadian economy has been under-performing over the last year, posting a fifth consecutive decline in per-capita 
output in Q3 2023. And moving forward, Canada’s already high debt servicing ratio is expected to continue to rise, 
constraining activities at levels below potential in 2024.   

Beyond then the longer-term outlook for Canada remains a positive one. Population growth in Canada has been much 
faster comparing to other advanced economies – and a rising population means more potential economy-wide production 
and revenue growth, as well as a larger tax base for governments to draw from. Recently announced immigration targets 
pointed to sustained growth among permanent residents out to 2026, adding to higher labour input and potential GDP 
growth in the years ahead. But that won’t help improve output growth on a per-capita basis, where Canada ranks relatively 
low on from other AAA rated economies. 

Where there is still cause for concern: 



Q1-22 Q2-22 Q3-22 Q4-22 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 0.50 1.50 3.25 4.25 4.50 4.75 5.00 5.00 5.00 4.75 4.50 4.00 3.50 3.00 3.00 3.00

Three-month 0.60 2.08 3.59 4.23 4.34 4.90 5.07 5.00 4.95 4.85 4.35 3.85 3.35 3.00 3.00 3.00

Two-year 2.27 3.10 3.78 4.06 3.74 4.58 4.87 4.30 4.20 3.85 3.60 3.40 3.30 3.20 3.10 3.10

Five-year 2.39 3.10 3.30 3.41 3.02 3.68 4.25 3.65 3.60 3.40 3.35 3.30 3.30 3.25 3.20 3.20

10-year 2.40 3.23 3.15 3.30 2.90 3.26 4.03 3.55 3.65 3.50 3.40 3.35 3.35 3.30 3.30 3.30

30-year 2.37 3.14 3.11 3.28 3.02 3.09 3.81 3.40 3.65 3.60 3.60 3.55 3.50 3.45 3.40 3.40

United States

Fed funds midpoint 0.38 1.63 3.13 4.38 4.88 5.13 5.38 5.38 5.38 5.13 4.63 4.13 3.88 3.63 3.38 3.38

Three-month 0.52 1.72 3.33 4.42 4.85 5.43 5.55 5.30 5.28 4.98 4.48 3.98 3.75 3.55 3.30 3.30

Two-year 2.28 2.92 4.22 4.41 4.06 4.87 5.03 4.80 4.55 4.05 3.70 3.40 3.20 3.10 3.12 3.16

Five-year 2.42 3.01 4.06 3.99 3.60 4.13 4.60 4.35 4.20 3.85 3.65 3.50 3.40 3.35 3.36 3.39

10-year 2.32 2.98 3.83 3.88 3.48 3.81 4.59 4.30 4.40 4.20 4.05 3.95 3.90 3.85 3.80 3.85

30-year 2.44 3.14 3.79 3.97 3.67 3.85 4.73 4.40 4.50 4.35 4.30 4.25 4.20 4.15 4.10 4.15

United Kingdom

Bank rate 0.75 1.25 2.25 3.50 4.25 5.00 5.25 5.25 5.25 5.25 5.25 5.25 5.00 4.50 4.00 3.50

Two-year 1.36 1.85 4.29 3.71 3.42 5.27 4.91 4.75 4.95 4.90 4.75 4.50 4.25 3.90 3.70 3.50

Five-year 1.40 1.88 4.40 3.62 3.33 4.66 4.53 4.25 4.35 4.10 4.00 3.80 3.70 3.60 3.55 3.50

10-year 1.60 2.22 4.08 3.67 3.47 4.39 4.46 4.25 4.40 4.30 4.25 4.25 4.10 3.90 3.80 3.75

30-year 1.77 2.59 3.82 3.95 3.82 4.42 4.92 4.75 4.90 4.75 4.75 4.75 4.50 4.25 4.00 3.85

Euro area*

Deposit Rate -0.50 -0.50 0.75 2.00 3.00 3.50 4.00 4.00 4.00 4.00 4.00 4.00 3.50 3.00 2.75 2.50

Two-year -0.08 0.64 1.78 2.76 2.66 3.27 3.20 3.00 3.25 3.15 3.00 2.75 2.50 2.30 2.10 2.00

Five-year 0.37 1.09 1.98 2.58 2.30 2.58 2.79 2.50 3.00 2.85 2.75 2.60 2.40 2.30 2.20 2.10

10-year 0.55 1.36 2.12 2.57 2.28 2.39 2.85 2.65 3.15 3.00 2.90 2.90 2.75 2.65 2.60 2.55

30-year 0.67 1.63 2.10 2.46 2.35 2.38 3.05 2.80 3.25 3.10 3.00 3.00 2.85 2.70 2.60 2.55

Australia

Cash target rate 0.10 0.85 2.35 3.10 3.60 4.10 4.10 4.35 4.60 4.60 4.60 4.60

Two-year 1.78 2.73 3.43 3.41 2.97 4.18 4.11 4.10 4.00 3.85 3.75 3.70

10-year 2.84 3.67 3.89 4.05 3.30 4.03 4.48 4.50 4.55 4.40 4.30 4.15

New Zealand 

Cash target rate 1.00 2.00 3.00 4.25 4.75 5.50 5.50 5.50 5.50 5.00 4.50 4.00

Two-year swap 3.27 4.06 4.76 5.36 5.01 5.46 5.69 5.20 5.00 4.80 4.30 3.80

10-year swap 3.38 4.10 4.50 4.78 4.27 4.46 5.13 5.05 4.80 4.60 4.40 4.25

Policy rates and government bond yields, end of period

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

Interest rate outlook
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Q1-22 Q2-22 Q3-22 Q4-22 Q1-23 Q2-23 Q3-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24 Q1-25 Q2-25 Q3-25 Q4-25 2021 2022 2023 2024 2025

Canada* 3.9 3.8 1.8 -0.9 2.5 1.4 -1.1 -0.5 0.3 1.4 1.8 2.2 2.0 2.1 2.6 2.9 5.3 3.8 1.0 0.5 2.1

United States* -2.0 -0.6 2.7 2.6 2.2 2.1 5.2 1.0 0.0 -1.0 1.0 1.5 1.8 1.9 2.1 2.2 5.8 1.9 2.4 1.0 1.5

United Kingdom 0.5 0.1 -0.1 0.1 0.3 0.2 0.0 -0.1 0.0 0.1 0.2 0.2 0.3 0.3 0.3 0.3 8.7 4.3 0.5 0.2 1.1

Euro area 0.7 0.8 0.5 -0.1 0.1 0.1 -0.1 -0.1 0.0 0.1 0.2 0.3 0.3 0.4 0.4 0.4 5.9 3.4 0.5 0.2 1.2

Australia -0.1  0.3 1.1 0.5 0.4 0.3 0.2 0.5 0.5 0.5 0.4 5.6 3.8 2.0 1.2

Q1-22 Q2-22 Q3-22 Q4-22 Q1-23 Q2-23 Q3-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24 Q1-25 Q2-25 Q3-25 Q4-25 2021 2022 2023 2024 2025

Canada* 5.8 7.5 7.2 6.7 5.1 3.5 3.7 3.0 2.6 2.2 1.6 1.6 1.5 1.5 1.5 1.5 3.4 6.8 3.8 2.0 1.5

United States* 8.0 8.6 8.3 7.1 5.8 4.0 3.5 3.1 2.7 2.6 2.3 2.3 2.3 2.2 2.0 1.8 4.7 8.0 4.1 2.5 2.1

United Kingdom 6.2 9.2 10.0 10.8 10.2 8.4 6.7 4.5 4.3 2.8 2.9 2.7 2.2 1.7 1.9 1.8 2.6 9.1 7.5 3.2 1.9

Euro area 6.1 8.0 9.3 10.0 8.0 6.2 5.0 2.8 2.6 2.5 2.1 2.3 2.2 2.1 2.1 2.1 2.6 8.4 5.5 2.4 2.1

Australia 5.1 6.1 7.3 7.8 7.0 6.0 5.4 4.4 4.0 4.1 3.6 3.4 2.9 6.6 5.7 3.8

Real GDP, quarter-over-quarter percent change

Economic outlook

*annualized

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

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

Inflation, year-over-year percent change 

US dollar cross rates, end of period

Currency outlook

Q1-22 Q2-22 Q3-22 Q4-22 Q1-23 Q2-23 Q3-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24

USD/CAD 1.25 1.29 1.38 1.35 1.35 1.32 1.35 1.38 1.39 1.39 1.35 1.31

EUR/USD 1.11 1.05 0.98 1.07 1.09 1.09 1.06 1.04 1.03 1.02 1.05 1.08

GBP/USD 1.32 1.22 1.11 1.21 1.24 1.27 1.22 1.17 1.13 1.11 1.15 1.20

USD/JPY 121 136 145 132 133 144 149 150 152 154 150 145

AUD/USD 0.75 0.69 0.64 0.68 0.67 0.67 0.65 0.62 0.61 0.60 0.61 0.62

Canadian dollar cross rates
Q1-22 Q2-22 Q3-22 Q4-22 Q1-23 Q2-23 Q3-23 Q4-23 Q1-24 Q2-24 Q3-24 Q4-24

EUR/CAD 1.39 1.35 1.34 1.45 1.47 1.44 1.43 1.44 1.43 1.42 1.42 1.41

GBP/CAD 1.64 1.57 1.51 1.63 1.67 1.68 1.65 1.61 1.57 1.54 1.56 1.57

CAD/JPY 97 105 105 97 98 109 110 109 109 111 111 111

AUD/CAD 0.94 0.89 0.89 0.92 0.91 0.88 0.87 0.86 0.85 0.83 0.82 0.81
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