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Burden of expectations could limit the  
loonie’s flight
The loonie has been soaring amid growing optimism for the domestic economy and prospects for 
tighter monetary policy from the Bank of Canada. We weigh the factors that could propel the loonie 
further or clip its wings, and conclude that there is a strong set of arguments that suggests upside 
from current levels may be difficult to achieve.

The recent sharp move higher in the Canadian dollar reflects a fairly optimistic view of the economy and 
expectations of meaningful interest rate hikes from the Bank of Canada (BoC). We believe the unwinding of a 
significant short position in the Canadian dollar has contributed to the magnitude of the move and we recommend 
investors use the Canadian dollar’s strength as an opportunity to add U.S. dollar and foreign currency exposure. A 
rebound in commodities, continued sluggishness in U.S. inflation, and a lack of progress on U.S. tax reform could 
extend the recent rally in the loonie. 

However, we see a stronger set of arguments that suggests upside from current levels may be more difficult to 
achieve. Namely, high debt levels may curtail the BoC’s ability to meaningfully raise interest rates through next 
year, especially as regulators mull tighter mortgage regulations which could dampen the need for rate hikes. 
Moreover, a further rally in the Canadian dollar could be self-limiting because of the negative impact a stronger 
Canadian dollar would have on exporters.

BoC policy shift spurred a surge in the loonie
The Canadian dollar currently sits at a nearly 2-year high at US$0.80, following a 9% rally since early May as the 
market adjusted to an evolving message from the BoC. In a matter of six months, the central bank has shifted 
from having a rate cut ‘on the table’ in January, to implementing a 25 basis point (bps) rate hike in July. This shift 
in policy prompted a radical adjustment in market expectations and the Canadian dollar has been the best-
performing currency amongst its G10 peers since May. 

The market is pricing in a second 25 bps rate hike coming from the BoC in October, and the overnight rate reaching 
approximately 1.5% by mid-2019. As recently as early June, consensus among both market participants and 
forecasters was that the BoC would not begin hiking rates until mid-2018. We believe the BoC will need to not only 
raise rates, but also convince the market we are getting more rate hikes than are currently priced in for there to be a 
continuation of the recent moves higher in short-term yields which have translated into a stronger Canadian dollar.

Market is pricing in more rate hikes and that is reflected in a higher 2-year Government of Canada bond yield

2-year Government of Canada bond yield             9-month forward BoC overnight rate expectation

Source - RBC Dominion Securities Inc., Bloomberg; data as of 3:58 pm GMT 7/24/17
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Higher short-term yields help lift the loonie
The bond market has responded aggressively to the shift from the BoC over the past month, with the yield on the 
2-year Government of Canada bond having moved more than 60 bps higher. Short-term interest rate differentials 
play an important role in currency 
valuations as capital tends to flow 
wherever it earns the highest return 
(provided the destination offers 
a stable inflation and economic 
outlook). 

Accordingly, the Canadian dollar 
has been a beneficiary of the recent 
move higher in interest rates. 
Canadian 2-year bonds still yield 
less than their USD counterpart, 
but the extent to which Canadian 
bonds yield less than U.S. bonds has 
compressed dramatically over the 
last six weeks. Historically the 2-year 
yield differential and the Canadian 
dollar have traded in sympathy 
with each other and that trend has 
continued as the BoC-induced 
bump in short-term bond yields 
was mirrored by a move higher in 
the Canadian dollar.

Short covering may have played a role in the sharpness of the Canadian dollar’s rally
The loonie’s recent strength comes after a large net short position had been built in the currency, which left it 
vulnerable to a positive surprise. A large net short (or long) position has limited directional predicative power, 
but it does create a vulnerability to a sharp move in the opposite direction to the crowded trade. This generally 
occurs when news emerges that 
runs counter to how the majority of 
market participants are positioned. 

The Canadian dollar shorts first felt 
the pain in June following comments 
from BoC Governor Stephen Poloz 
that suggested that the 2015 interest 
rate cuts had ‘done their job’ and 
the BoC was ready for ‘a new policy 
decision.’ A second wave of short 
covering came after the BoC’s July 
12 meeting when the central bank 
signaled the start of a tightening 
cycle focused on normalizing 
interest rates, rather than simply 
reversing the twin 25 bps rate cuts 
from 2015. With the Canadian dollar 
positioning now more neutral, we 
think demand for the loonie driven 
by short covering may be less of a 
driver going forward. 

Higher relative yields on shorter-term CAD bonds versus USD bonds have 
helped lift the Canadian dollar 

Canadian dollar versus CAN-U.S. 2-year spread
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Reversal of large short position has coincided with Canadian dollar strength
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What could drive the loonie even higher?
A follow-through from the rebound in commodity prices
Stabilization in the commodity 
complex last year helped bolster 
confidence in the currency. 
But commodities have been in 
consolidation mode recently 
even as the Canadian dollar has 
carved out fresh highs. Within 
the commodity complex, crude 
oil prices tend to have the largest 
impact on the Canadian dollar 
and have been the most important 
driver in recent years next to 
interest rate differentials. Oil is 
firmly in the middle of its recent 
US$40–$55 per barrel trading 
range, but a supply disruption or 
a geopolitical development could 
push oil toward the upper end of 
this range and extend the recent 
phase of Canadian dollar strength. 

Growing uncertainty for tax reform in the U.S.
Tax and health care reform have been two sources of political uncertainty through 2017. The Republican majority 
government has not been able to pass its proposed repeal of the Affordable Care Act. The potential exists for market 
participants to start to question whether the government will be any more successful with tax reform, which 
arguably may have more consequences for the growth and inflation outlooks in the U.S. Growing uncertainty on 
this front could further pressure the U.S. dollar and result in more upside for the Canadian dollar.

What could limit further upside or weigh on the loonie? 
High levels of household debt could  
tie the BoC’s hands
Elevated household debt could 
constrain the BoC’s ability to 
meaningfully increase interest rates 
and embark upon a traditional 
tightening cycle. A shallower-than-
expected tightening cycle could 
limit the extent to which short-
term bond yields rise, which could 
cap the upside on the Canadian 
dollar. 

A closer look at the evolution of 
Canadian household debt over the 
last 10 years points to a heightened 
amount of borrower sensitivity to 
interest rates. An approximate 300 
bps decline in the effective interest 
rate over the last decade means that 
Canadian households are outlaying 

Commodity prices have recently stalled as the Canadian dollar marches higher 

200

275

350

425

500

575

$0.60

$0.70

$0.80

$0.90

$1.00

$1.10

Dec'12 Dec'13 Dec'14 Dec'15 Dec'16

CAD-USD (left axis) Bloomberg Commodity Spot Index (right axis)

Source - Bloomberg, RBC Dominion Securities Inc.; data as of 3:58 pm GMT 7/24/17

A lower effective borrowing rate has enabled Canadians to carry more debt 
without higher interest payments
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Year Household debt Interest paid on outstanding credit balances Effective rate

2007 $1,230B $82.41B 6.70%
2017 $2,040B $77.52B 3.80%

Change $810B -$4.89B -2.90%
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less in annual interest payments in 2017 than they were in 2007, despite carrying nearly twice as much household 
debt 10 years later. A relatively modest move higher in interest rates would have a significant impact on today’s 
much larger balance of outstanding debt.

Market-based expectations for future rate hikes are higher in Canada than in the U.S.
Markets are pricing in more hikes 
in Canada than the U.S. over the 
next 12 and 24 months. This stands 
in stark contrast with RBC Capital 
Markets’ most recent forecast 
which calls for three rate hikes from 
the BoC over the next 18 months, 
but five hikes from the Fed over 
the same time period. If the RBC 
Capital Markets view plays out, 
that would likely result in a weaker 
Canadian dollar. 

Despite the recent string of softer 
U.S. economic data compared to 
improved readings in Canada (see 
chart), we believe the U.S. economy 
is better equipped to handle higher 
short-term interest rates than the 
Canadian economy as its labour 
market boasts lower unemployment and higher wage growth, which filters through to a higher inflation profile for 
the broader economy. RBC Capital Markets is forecasting 2.8% GDP growth in the U.S. in 2018 versus 2% in Canada 
in 2018.

Regulator-imposed tighter lending standards could reduce the need for rate hikes
Concurrent with the BoC rate hike in early July, the banking sector regulator (Office of the Superintendent of 
Financial Institutions) released a draft proposal for mortgage underwriting guidelines that contained a number of 
provisions that could cool mortgage originations. While this is only a proposed policy at the moment and much 
uncertainty exists, RBC Capital Markets recently noted that the adoption of some or all of the measures included 
in the draft guidelines could reduce the availability of mortgage credit. We believe this variety of tightening could 
reduce the need for the BoC to increase interest rates going forward.

A strong Canadian dollar is a headwind for an already struggling export sector
Despite raising rates, the BoC lowered its export projections in 2018 and 2019 in the July Monetary Policy Report. 
The Canadian dollar is nearly at both purchasing power parity and its long-term average after the recent rally and 
incremental strength would pose a headwind to Canadian exporters.

NAFTA renegotiations: A wild card for the Canadian dollar
The Trump administration recently laid out plans to renegotiate NAFTA and meetings could start as soon as 
August. Canada has a more balanced trade relationship with the U.S. than Mexico so these negotiations appear 
to present a higher risk profile to Mexico relative to Canada. Nevertheless, these negotiations represent a source 
of event risk to the Canadian dollar that could resolve itself in either direction depending on the outcome of the 
negotiations. RBC Capital Markets views these negotiations as a source of downside risk to the Canadian dollar.

Economic surprises in Canada have recently ran ahead of those in the U.S. 
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Closing thoughts: Longer-term weakness likely
Our partners at RBC Global Asset Management and RBC Economics are both forecasting a weaker Canadian 
dollar over the medium term.1 We concur with this view and regard the Canadian dollar move as an opportunity 
for investors to add U.S. dollar and foreign currency exposure. Strength in commodities or continued gridlock in 
Washington are two of the more meaningful drivers that could help propel the loonie higher in the near term. But 
from a longer-term perspective, we think the Canadian dollar already reflects an optimistic view of the direction of 
the economy and expectations of meaningful interest rate hikes from the BoC. We think the burden of expectations 
could eventually weigh on the currency.

_______________________________________________________________

1 The 12-month forecast from RBC Economics is US$0.7576 and the most recent 12-month outlook from RBC 
Global Asset Management is US$0.6944. Click here for the RBC Economics forecast (published on June 30) and 
click here for the latest RBC Global Asset Management forecast (published on June 1). Click here for the most 
recent report video from George Davis, RBC Capital Markets, LLC’s chief technical analyst, fixed income and 
currency strategy.

http://www.rbc.com/economics/economic-data/pdf/economy_can.pdf
http://advisornet.fg.rbc.com/equities/file-891693.pdf
https://www.rbccm.com/en/insights/story.page?dcr=templatedata/article/insights/data/2017/07/the_george_davis_report


7  |  Burden of expectations could limit the loonie’s flight

July 25, 2017  |  RBC Wealth Management

Disclosures and disclaimers

Authors
Mikhial Pasic, CFA, Fixed Income Advisor
mikhial.pasic@rbc.com; RBC Dominion Securities, Inc.

Mark Bayko, CFA  
Head, Multi-Asset Portfolio and Portfolio Practice Mgmt.
mark.bayko@rbc.com; RBC Dominion Securities, Inc.

Joe Morra, CFA, Head, Fixed Income & Currencies, Canada
joe.morra@rbc.com; RBC Dominion Securities, Inc.

Joseph Wu, CFA, Portfolio Advisor
joseph.wu@rbc.com; RBC Dominion Securities, Inc.

Ben Forjoe, CMT, Fixed Income Trading Associate
ben.forjoe@rbc.com; RBC Dominion Securities, Inc.

This report is issued by the Portfolio Advisory Group (“PAG”) 
which is part of the retail division of RBC Dominion Securities 
Inc. (“RBC DS”). The PAG provides portfolio advisory services 
to RBC DS Investment Advisors. Reports published by the 
PAG may be made available to clients of RBC DS through its 
Investment Advisors. The PAG relies on a number of different 
sources when preparing its reports including, without limita-
tion, research reports published by RBC Capital Markets (“RBC 
CM”). RBC CM is not independent of RBC DS or the PAG. RBC 
CM is a business name used by Royal Bank of Canada and 
certain of its affiliates, including RBC DS, in connection with its 
corporate and investment banking activities. As a result of the 
relationship between RBC DS, the PAG and RBC CM, there may 
be conflicts of interest relating to the RBC CM analyst that is 
responsible for publishing research on a company referred to 
in a report issued by the PAG.

Required Disclosures

RBC Capital Markets Distribution of Ratings
For purposes of ratings distributions, regulatory rules re-
quire member firms to assign ratings to one of three rating 
categories −Buy, Hold/Neutral, or Sell− regardless of a 
firm’s own rating categories. Although RBC Capital Markets’ 
ratings of Top Pick/Outperform, Sector Perform and Under-
perform most closely correspond to Buy, Hold/Neutral and 
Sell, respectively, the meanings are not the same because 
our ratings are determined on a relative basis (as described 
below). 

Explanation of RBC Capital Markets, LLC  
Equity Rating System
An analyst’s “sector” is the universe of companies for which 
the analyst provides research coverage. Accordingly, the 

rating assigned to a particular stock represents solely the 
analyst’s view of how that stock will perform over the next 
12 months relative to the analyst’s sector average. Although 
RBC Capital Markets, LLC ratings of Top Pick (TP)/Outper-
form (O), Sector Perform (SP), and Underperform (U) most 
closely correspond to Buy, Hold/Neutral and Sell, respec-
tively, the meanings are not the same because our ratings 
are determined on a relative basis (as described below).

Ratings
Top Pick (TP): Represents analyst’s best idea in the sector; 
expected to provide significant absolute total return over 
12 months with a favorable risk-reward ratio. Outperform 
(O): Expected to materially outperform sector average over 
12 months. Sector Perform (SP): Returns expected to be in 
line with sector average over 12 months. Underperform (U): 
Returns expected to be materially below sector average over 
12 months.

Risk Rating:
As of March 31, 2013, RBC Capital Markets, LLC suspends 
its Average and Above Average risk ratings. The Speculative 
risk rating reflects a security’s lower level of financial or 
operating predictability, illiquid share trading volumes, high 
balance sheet leverage, or limited operating history that 
result in a higher expectation of financial and/or stock price 
volatility.

RBC Capital Markets analysts have received (or will receive) 
compensation based in part upon the investment banking 
revenues of RBC Capital Markets.

RBC Capital Markets Conflicts Policy 
RBC Capital Markets Policy for Managing Conflicts of Inter-
est in Relation to Investment Research is available from us 
on request. To access our current policy, clients should refer 
to https://www.rbccm.com/global/file-414164.pdf or send 
a request to RBC Capital Markets Research Publishing, P.O. 
Box 50, 200 Bay Street, Royal Bank Plaza, 29th Floor, South 
Tower, Toronto, Ontario M5J 2W7. We reserve the right to 
amend or supplement this policy at any time.

Dissemination of Research & Short Term Ideas 
RBC Capital Markets endeavours to make all reasonable 
efforts to provide research simultaneously to all eligible cli-
ents, having regard to local time zones in overseas jurisdic-
tions. Subject to any applicable regulatory considerations, 
“eligible clients” may include RBC Capital Markets institu-
tional clients globally, the retail divisions of RBC Dominion 
Securities Inc. and RBC Capital Markets LLC, and affiliates. 
RBC Capital Markets’ equity research is posted to our propri-
etary websites to ensure eligible clients receive coverage 
initiations and changes in rating, targets and opinions in a 
timely manner. Additional distribution may be done by the 
sales personnel via email, fax or regular mail. Clients may 

As of June 30, 2017

Rating Count Percent Count Percent
Buy [Top Pick & Outperform] 826 52.01 293 35.47
Hold [Sector Perform] 657 41.37 144 21.92
Sell [Underperform] 105 6.61 7 6.67

Investment Banking Serv ices 
Prov ided During Past 12 Months

Distribution of Ratings - RBC Capital Markets, LLC Equity  Research



8  |  Burden of expectations could limit the loonie’s flight

July 25, 2017  |  RBC Wealth Management

also receive our research via third party vendors. Please 
contact your investment advisor or institutional salesper-
son for more information regarding RBC Capital Markets 
research. RBC Capital Markets also provides eligible clients 
with access to SPARC on its proprietary INSIGHT website. 
SPARC contains market color and commentary, and may 
also contain Short-Term Trade Ideas regarding the securities 
of subject companies discussed in this or other research 
reports. A Short-Term Trade Idea reflects the research 
analyst’s directional view regarding the price of the security 
of a subject company in the coming days or weeks, based 
on market and trading events. A Short-Term Trade Idea may 
differ from the price targets and/or recommendations in our 
published research reports reflecting the research ana-
lyst’s views of the longer-term (one year) prospects of the 
subject company, as a result of the differing time horizons, 
methodologies and/or other factors. Thus, it is possible 
that the security of a subject company that is considered a 
long-term ‘Sector Perform’ or even an ‘Underperform’ might 
be a short-term buying opportunity as a result of temporary 
selling pressure in the market; conversely, the security of 
a subject company that is rated a long-term ‘Outperform’ 
could be considered susceptible to a short-term downward 
price correction. Short-Term Trade Ideas are not ratings, nor 
are they part of any ratings system, and RBC Capital Markets 
generally does not intend, nor undertakes any obligation, 
to maintain or update Short-Term Trade Ideas. Short-Term 
Trade Ideas discussed in SPARC may not be suitable for all 
investors and have not been tailored to individual investor 
circumstances and objectives, and investors should make 
their own independent decisions regarding any Short-Term 
Trade Ideas discussed therein.

Conflict Disclosures 
In the event that this is a compendium report (covers six or 
more subject companies), RBC DS may choose to provide 
specific disclosures for the subject companies by reference. 
To access RBC CM’s current disclosures of these companies, 
please go to https://www.rbccm.com/GLDisclosure/Pub-
licWeb/DisclosureLookup.aspx?EntityID=1. 

Such information is also available upon request to RBC 
Dominion Securities, Attention: Manager, Portfolio Advisory 
Group, 155 Wellington Street West, 17th Floor, Toronto, ON 
M5V 3K7.

The authors are employed by RBC Dominion Securities Inc., 
a securities broker-dealer with principal offices located in 
Toronto, Canada.
The Global Industry Classification Standard (“GICS”) was developed by 
and is the exclusive property and a service mark of MSCI Inc. (“MSCI”) and 
Standard & Poor’s Financial Services LLC (“S&P”) and is licensed for use 
by RBC. Neither MSCI, S&P, nor any other party involved in making or com-

piling the GICS or any GICS classifications makes any express or implied 
warranties or representations with respect to such standard or classifica-
tion (or the results to be obtained by the use thereof), and all such parties 
hereby expressly disclaim all warranties of originality, accuracy, complete-
ness, merchantability and fitness for a particular purpose with respect 
to any of such standard or classification. Without limiting any of the 
foregoing, in no event shall MSCI, S&P, any of their affiliates or any third 
party involved in making or compiling the GICS or any GICS classifications 
have any liability for any direct, indirect, special, punitive, consequential or 
any other damages (including lost profits) even if notified of the possibility 
of such damages.

Disclaimer
The information contained in this report has been compiled by RBC Domin-
ion Securities Inc. (“RBC DS”) from sources believed by it to be reliable, but 
no representations or warranty, express or implied, are made by RBC DS or 
any other person as to its accuracy, completeness or correctness. All opin-
ions and estimates contained in this report constitute RBC DS’ judgment 
as of the date of this report, are subject to change without notice and are 
provided in good faith but without legal responsibility. This report is not an 
offer to sell or a solicitation of an offer to buy any securities. Additionally, 
this report is not, and under no circumstances should be construed as, a 
solicitation to act as securities broker or dealer in any jurisdiction by any 
person or company that is not legally permitted to carry on the business of 
a securities broker or dealer in that jurisdiction. This material is prepared 
for general circulation to Investment Advisors and does not have regard 
to the particular circumstances or needs of any specific person who may 
read it. RBC DS and its affiliates may have an investment banking or other 
relationship with some or all of the issuers mentioned herein and may 
trade in any of the securities mentioned herein either for their own account 
or the accounts of their customers. RBC DS and its affiliates may also issue 
options on securities mentioned herein and may trade in options issued by 
others. Accordingly, RBC DS or its affiliates may at any time have a long or 
short position in any such security or option thereon. Neither RBC DS nor 
any of its affiliates, nor any other person, accepts any liability whatsoever 
for any direct or consequential loss arising from any use of this report 
or the information contained herein. This report may not be reproduced, 
distributed or published by any recipient hereof for any purpose. 

In all jurisdictions where RBC Capital Markets conducts business, we do 
not offer investment advice on Royal Bank of Canada. Certain regulations 
prohibit member firms from soliciting orders and offering investment 
advice or opinions on their own stock. References to Royal Bank are for 
informational purposes only and not intended as a direct or implied recom-
mendation for investing in Royal Bank and all related securities.

RBC Dominion Securities Inc.* and Royal Bank of Canada are separate cor-
porate entities which are affiliated. *Member-Canadian Investor Protection 
Fund. RBC Dominion Securities Inc. is a member company of RBC Wealth 
Management, a business segment of Royal Bank of Canada. ®Registered 
trademarks of Royal Bank of Canada. Used under licence. ©2017 Royal 
Bank of Canada. All rights reserved.


