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A Turn of Events for the Loonie? 
Submitted December 22, 2019 

 

On December 1, I wrote that the exchange value of the Canadian dollar had been stuck in a box trading 

between a low of 74.25 and a high of 75.50 U.S. cents for quite a while. In spite of the fact that it’s 

purchasing power rate is near a revised 79 U.S. cents. Since mid-November, enough positive factors have 

come together for several hedge funds to favour the Loonie for the first time in a while. Presently, the CAD$ 

is settling for 76.25 U.S. cents.  

 

Is this a breakout that we can rely on? It is hard to tell what the narrative will be in the next twelve months. 

Nevertheless, it warrants a second review. The global economy has regained some of its footing. The main 

bullish points are, firstly, the new trade agreement with Mexico and the U.S. won’t bring an economic 

boom, but it will cushion Canada from exogenous factors as it will boost some industries and remove a big 

source of business uncertainty. The benefit of what the USMCA brings is what it prevents.  Removing the 

withdrawal risk is a primary upside for Canadian businesses. U.S. trade with Mexico and Canada tops $1.2 

trillion per year, more than double the volume of trade with China and about one half the size of the 

Canadian economy.  Secondly, the U.S. and Chinese officials reached a limited agreement to halt the trade 

war. In other words, we may have seen the peak in tariffs, suggesting that their negative effect should 

dissipate. Economists at UBS and Oxford Economics raised their forecasts for 2020 Chinese growth to 6%, 

up from earlier predictions of 5.6%. Thirdly, liquidity has picked up since mid-September, in large part 

because of the Fed. The seizure in the U.S. repo market forced the Fed to inject large amounts of reserves 

into the banking system. The resumption of asset purchases turned out to be a very fortuitous action. It 

clearly greased the monetary stance at a time when the ECB and the Bank of Japan were just about to 

expand their asset purchase programs.  Fourthly, domestic politics have improved. A non-populist 
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Conservative government gained power in the U.K., bringing some clarity to Brexit and Elizabeth Warren’s 

boom in the summer polls proved to be short-lived, suggesting that a moderate candidate could end up 

leading the Democratic party. Lastly, manufacturing PMI surveys have turned the corner around the world. 

Industrial output was a center of concerns everywhere in the world. Now, new orders are exceeding 

inventories. While forex traders have little conviction that growth is about to take off, they are not fretting 

about a downturn. As a matter of fact, the probability of a recession in the next twelve months has dropped 

sharply. Even the German economy which has been in the doghouse for months is printing better numbers. 

The business climate index was up in December for the third time in a row, beating expectations.  

 

Thus, the percentage of economies with OECD leading indicators above their long-term average has turned 

positive, sending the simple message that without a large overflow of inflation above 4.0% one will not get 

economic contractions but continued expansion. In the U.S. there are also signs of a pickup in factory 

output, residential construction and job creation.  

 

Acknowledging that the Canadian economy is an open one subject to the global outlook, the Canadian 

balance of payments should improve over the coming months. Terms of trade are definitely better than 

they were. The ongoing reflation is driving the price of commodities up. When looking at STRIP pricing, WTI 

and Brent curves are in backwardation form, confirming a forward tight market. There is no reason to 

believe that the Canadian monetary stance should be any different than the one that is adopted by the Fed. 

Interest rate differentials between Canada and the U.S. are negligible.  Foreign money is pouring into 

Canadian bonds in sufficient volume to cover the trade deficit. Moreover, the Canadian stock market is also 

very appealing to foreign investors because it is relatively cheap. At some point international investors will 

ask themselves whether they really need to be all in the U.S. and pay a big multiple for keeping a presence 

in North America when Canada offers a much cheaper way. 

 

In a nutshell, the conditions for a higher valuation for the loonie are present. I suspect that there is much 

better than an even chance that the exchange value of the Canadian dollar will head toward its purchasing 

power parity rate with the greenback.  
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In a recent interview on Bloomberg Television, Stanley Druckenmiller, widely considered the greatest hedge 

fund manager of his generation, said that he’s betting big on the Canadian and Australian dollars. He has 

the support of the Copper-Gold ratio which phenomenally reflects well the sentiment of reflation versus 

deflation. The red metal is a bellwether of economic growth that tends to measure risk tolerance. 

Meanwhile gold is a safety-haven that tends to reflect risk aversion. Given that the copper price has rallied 

better than that of gold, forex traders may feel that the Loonie is cheap, under-pricing the inflation 

potential and set to inflect.   

 

P.S.1 A panel of 57 economists who participated in the WSJ’s December economic survey offered a 

relatively optimistic outlook. The three main points are, firstly, they expect U.S. economic growth to slow 

slightly in 2020, to a year-over-year rate of 1.8% in Q4 from an estimated 2.2% in 2019. Secondly, they 

lowered the odds of a recession over the next twelve months; but admitted that the forecast risk is to the 

downside. The average probability is now 25% versus 35% in last October. Lastly, they believe that the U.S. 

economy is well balanced between employment and inflation and therefore no necessity for the Fed to 

change its monetary stance. 

 

P.S.2 Sweden’s central bank, one of the pioneers in wielding negative rates, became the first to end that 

radical policy on Thursday. 
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Looking at the 11 Sectors of the S&P 500 by the Numbers: 

 

Source: Bloomberg

Name Index Weight 10-Yr Annualized Total Return Current Dividend Yield P/E P/B P/S Comment Dependency

S&P 500 INFO TECH INDEX 23.1% 17.63% 1.3% 26.53 7.64 5.10 Growth Future

S&P 500 HEALTH CARE IDX 14.3% 14.54% 1.6% 22.15 4.62 1.84 Growth Age

S&P 500 FINANCIALS INDEX 12.9% 12.05% 2.0% 14.47 1.52 2.50 Neutral Interest Rates

S&P 500 COMM SVC 10.5% 9.88% 1.3% 22.51 3.56 3.19 Growth Innovation

S&P 500 CONS DISCRET IDX 9.7% 17.31% 1.3% 24.64 8.21 1.75 Growth Inequality

S&P 500 INDUSTRIALS IDX 9.1% 13.58% 1.9% 19.47 5.02 1.85 Cyclical Exports

S&P 500 CONS STAPLES IDX 7.2% 11.77% 2.7% 21.87 6.27 1.61 Defensive Population

S&P 500 ENERGY INDEX 4.3% 2.62% 3.8% 18.80 1.59 1.14 Cyclical Gas & Oil

S&P 500 UTILITIES INDEX 3.3% 12.11% 3.2% 19.87 2.12 2.48 Defensive Bond Yields

S&P 500 REAL ESTATE IDX 2.9% 12.05% 3.1% 49.73 3.80 7.00 Defensive Population

S&P 500 MATERIALS INDEX 2.6% 9.04% 2.1% 19.88 2.50 1.79 Cyclical Global
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