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Feeling a little loonie

Derek Benedet, Craig Basinger, Chris Kerlow, Alexander Tjiang

Last week was busy for watchers of Canada’s economic data, with the main
event being the Bank of Canada (BoC) rate announcement. Notsurprisingly, the
bank left rates unchanged. Italso released its Monetary Policy Report, which is
always an interesting read. The good news is that Canada’s economy has fared
better than the BoC’s worst-case scenarios and, in general, new bank Governor
Tiff Macklem’s comments were somewhat more upbeat than expected. This was
evidentfromthe Canadian dollar’s immediate move upward.

The BoC expects to see a burst of activity in the coming quarters, but the road to
full recovery will belong and bumpy. Looking ahead, the BoC expects GDP to
contract 7.8% in 2020, but sees a slower recover with only a5.1% gain in 2021
and 3.7% gain in 2022. So, while the trough wasn’t quite as deep as expected, it
will take a long timeto traverse. Therecovery will also be uneven across regions
and sectors, with some of the hardest hitfacing ongoing challenges, especially
restaurants and leisure companies. Lots of uncertainties remain, the biggest
being the path of the virus. Forecasting is never aperfectscience, but itis now
highly conditionalon the path ofthe virus more so than the economic models
that typically place every variable within tight constraints. The BoC’s base case
is that the virus has run its course by the middle 0f2022. The outlookis highly
uncertain, as nobody can predictthe path ofthe virus or the timing, eventually, of
a medical vaccine.

Canadian dollar

Currency moves, especially the CAD/USD cross are a critical but often
unpredictable variable for Canadian investors. Aweaker loonie boostsforeign
investmentreturns, while a stronger loonie detracts (if unhedged). This is
especially so nowthatwe are in an even lower yielding paradigmthan years
pastas currency moves can increase the risk exposure for foreign bonds
especially. Aone percentmovefor theloonieis notuncommon, and ifitmoves
inthe wrong directionit can easily wipe outa year or more of returns. Besides

Canadian Dollar - Rangebound for now?
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investments, retirees often reside south ofthe border during winter months and often
wonder when the best time is to convertto USD. Timing this right can bestow
bragging rights around the pickleball court.

Drivers/risks

The residential real estate market is a risk, onethathas been on ourradar for some
time. However, we don’tseesigns thatthe market is under any undue pressure.
Home sales increased in June, defyingthe standard recession playbook, but this
isn’tyourtypical recessionin many ways. Thefiscal and monetary response has
been incredibly quick. Canadarecently announced an unprecedented budget deficit
of $345 billion and has recently been downgraded by Fitch Ratings to AA+ from
AAA, citing the massive spendingoutlays. It's worth notingthat Canadaremains
AAA rated by the othertwo major creditagencies, Moody’s and S&P.

If Canada was acting as a lone wolf, this would wreak havoc on the loonie; however
the U.S. has also opened its pocketbook and Europeis still deciding how much fiscal
stimulus they want to pump into the system. Central banks have been busy
stabilizing credit markets and increasing balance sheets in the process. What's
interesting isthatthe BoC has had a larger proportional response comparedto the
U.S. Federal Reserve. Pre-pandemic, the Fed’s balance sheetwas roughly 35x as
large as the BoC. Chart 2 shows thatthis ratio has actually declined to 13x thanks to
the BoC increasingits balance sheet nearly fivefold. With every government
spending as ifevery dollar they borrow won’t ever have to be paid back, the deficit's
longer-termimpactis still unknown, butperhaps awash in a relative sense.

The lay of the land

Looking atlong-termcharts is agreat way to gauge the lay of theland. Both from a
historical perspective (Chart 3) and in terms of purchasing power parity, theloonieis
undervalued. Chart 4 confirms thattheloonieis nearly 20% undervalued to the U.S.
dollar and near a critical junction that marked historical low points for the loonie.

Rate differentials also argue for a stronger loonie (Chart 5).The correlation has
broken down over the pastyear, and we're notso sure thatthese will move all that
much in the coming quarters as central banks have indicated little likelihood of any
movement. Central bank policy, for better or worse, pegged governmentbond yields
within fairly tightbands. Thelonger end ofthe curve has more freedom, but
currencies are most tightly correlated to rate differentials on the shortend ofthe
curve as seenin Chart 6.

Risk on/off sentimentwill be a large, if notthe largest, driver near-term.
Unfortunately, that’s also the hardestto forecast. YTD the Canadian dollar has high
beta to risky assets across G10 USD pairs (Chart 7). When risk sentimentis on the
rise,the Canadian dollaris one ofthe largest beneficiaries in currency land. The U.S.
dollar benefited materially during big selloff, buthas been paring those gains and is
underincreasing pressure as long asrisk sentimentrises. Traders in the futures
market are boosting bets againstthe greenback with netlong USD positioning
falling, while netpositionfor the loonie has onlybegun to rise off of a low bottom,
which could actas a tail wind.

On balance, mostmarkets pointto more upsiderisks than downside risks for the
loonielonger term. Shorter term, markets are still atrisk of further bouts of volatility —
whether it’s the virus, economic missteps or earnings that actas the catalyst we
can’t predict, but we do knowthat U.S. dollars will actas a solid portfolio diversifier.
The Canadian dollar has had anicerun off ofthe March lows and we've been using
the strength to increase U.S. equity exposure.

Chart 2: Canadian monetary response in relation to the Fed
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Chart 3: A very long term look at the loonie
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Chart 4: Purchasing Power Parity - C$ vs the US%
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Chart 5: Differentials would argue for a stronger loonie
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Chart 6: The Canadian dollar is most correlated to 2
year rate differentials compared to other tenures
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Beyond pickingwhich currency willbe the biggestwinner, real assets could be a real
winner. With yields so lowand perhaps moving even lower, gold has been a great
diversifier and is alogical winner with a potential future devaluation offiat currency.

Technical take

USD/CAD has been moving sideways inside atrading range since early June. The
priceis moving between 1.37 and 1.34 and thereis no clear direction for the last
coupleofmonths. Thisis notnecessarily abad thing because when the price breaks
out ofthe trading range, we will have an importantsignal of the direction of the future
trend. For now, the best course ofaction is to simply be patientand wait. The chart
below is longer term, and reveals the currency is sitting on akey long-termtrend line
with multiple levels of resistance overhead. While too early to say with conviction,
technically we remain biased lower with the nextkey test of support coming from
where the loonie was at the beginning ofthe year, around $1.30. Momentum has
been weakening and the Moving Average Convergence Divergence (MACD) — a
trend-following momentumindicator that shows the relationship between two moving
averages of a security's price — has just had a negative crossover. This reinforces
ourview of a test and perhaps breaks through the longer-termtrend line. The turning
pointforanew long-termcycle may very well be close at hand.
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Chart 7: You have your risk on and risk off currencies
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