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Back at the start of April, when our last CAD outlook
was published, the focus for FX markets was
squarely on interest rate differentials and the
economic implications of the war in Ukraine. Based
upon the market’s focus, we had a structurally
bullish near-term forecast for CAD as the Bank of
Canada engaged in a robust tightening cycle and
the Canadian economy was bolstered by a positive
terms-of-trade shock due to higher commodity
prices. The bullish near-term view on CAD played out, with USDCAD trading at our one-
month forecast of 1.24 until soon to be Fed Vice Chair, Lael Brainard, announced that the
US central bank would withdraw its support in the US Treasury market much earlier and
at a quicker pace than in the previous cycle. This sent the currency pair back up to 1.25 as
markets began to bet on a longer sequence of 50bp hikes from the Federal Reserve.
Following this development, bond market volatility began to pick up, especially at the
back end of April as US yields rose to major psychological levels and thus sparked
broader bond market repricing. The bond market volatility, coupled with continued
growth risks in China and Europe, resulted in USDCAD closing out the month just north of
1.28.

At the time, most high-impact economic data being released was for March, and it
showed, by and large, continued fundamental strength within the US and Canadian
economies. Canada’s employment growth showed solid momentum, while the economic
growth picture presented a supportive environment for substantially higher interest rates.
This led the Bank of Canada to raise its policy rate by 50bps to 1%, in line with our view
and with consensus, a move that was vindicated a week later when core and headline
CPI inflation blew past expectations. Meanwhile, the US also felt a surge in headline
inflation as energy costs soared, but a moderation in core inflation gave markets some
brief hope that some relief was soon to come. The main message from the data was that
fundamental economic factors still pointed to front-loaded hiking cycles from the Bank
of Canada and Federal Reserve with the goal of taming aggressively high inflation. This
kept front-end yield differentials narrow in a range of 0-15bps in favour of US Treasuries.

Despite the weakness in the Canadian dollar towards the end of April, we 
observed that fundamental factors, such as interest rate differentials and 
oil prices, did not move sufficiently to explain the repricing in USDCAD. 
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https://www.monexeurope.com/news-analysis/outlooks/cad-outlook-loonie-strength-to-continue-in-q2-on-higher-oil-and-boc-support/
https://www.monexeurope.com/news-analysis/in-depth-analysis/fed-set-to-pull-the-plug-and-drain-liquidity-but-brainard-muted-the-market-impact/
https://www.monexeurope.com/news-analysis/in-depth-analysis/canadian-unemployment-hits-new-record-low-boc-to-hike-50bp-next-week/
https://www.monexeurope.com/news-analysis/in-depth-analysis/strong-canadian-gdp-data-consolidates-likelihood-of-50bp-by-boc/
https://www.monexeurope.com/news-analysis/in-depth-analysis/boc-takes-out-an-insurance-policy-in-the-form-of-a-50bp-hike/
https://www.monexeurope.com/news-analysis/in-depth-analysis/canadian-cpi-blows-past-expectations-with-external-and-domestic-pressures-both-rising-sharply/
https://www.monexeurope.com/news-analysis/in-depth-analysis/march-cpi-doesnt-settle-terminal-rate-debate/
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The loonie’s correlations with high-beta currencies and risk assets have 
strengthened as markets trade more heavily on sentiment

What markets are trading on as of late, however, is primarily sentiment as opposed to
fundamental factors. Fear is high, with volatility rising in cross-asset markets spanning FX,
equities, rates, and commodities. In fact, after investigating which assets the loonie has
been the most highly correlated with over the course of the last 90 trading days, we
found that the Canadian, Aussie, and Kiwi dollars have essentially co-moved as a singular
unit due to their high beta attributes. The 90-day correlations between CAD and those
currencies are: AUD (+0.80), NZD (+0.71), and DXY (-0.71). As further evidence to our thesis
that the loonie is currently trading like an on-off switch for global risk, CAD is strongly
correlated with other highly risky assets, positively with every country’s equity market in
our screen, and negatively with bond yields in emerging markets like Brazil, Mexico,
Turkey, and South Africa. Meanwhile, traditional fundamental factors such as US and
Canadian government debt and crude oil prices all showed substantially diminished
correlations with the Canadian dollar in the short sample relative to history. This bolsters
our conviction in our previous inference that the USDCAD rate at the end of April
contained a risk premium, driven by increased cross-asset volatility and poor risk
sentiment.

Under the premise that bond market volatility was likely to subside in 
May considering the aggressive pricing of interest paths had topped 
out, we marked-to-market our USDCAD forecasts but factored in a 

reduction in the risk premium embodied in the USDCAD rate. 
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As a result, our May forecasts looked for USDCAD at 1.26 at the one-month horizon.
Although bond market volatility dissipated in the first weeks of May as more central bank
communications and economic data gave markets a bit more clarity on central banks’
reaction functions, equity market volatility picked up as US stocks entered a bear market.
The downturn in US stocks, coupled with slightly wider credit spreads and a mildly
stronger dollar, collectively tightened US financial conditions. In response to this,
economists downgraded their projections for US GDP in 2022. The weaker US growth
profile coupled with growth concerns in Europe and China prompted markets to trade in
a more defensive manner.

The Canadian dollar has moved significantly since the release of our FX forecasts report
in early May. The degree of volatility in Canada’s exchange rate with the US is historically
elevated at present: within the last 10 trading days, the loonie’s trading range has almost
reached 3 cents, whereas in the last 5 years, a typical period of the same length would
see a trading range closer to 2.5 cents. Again, this has largely been a function of a trend
that was set in motion months ago. For this reason, we still see USDCAD embodying a
degree of risk premium, which should start to be priced out in the coming month once
market conditions start to stabilise.

As a result, the impacts of shifting external conditions take time to surface in the domestic
data. As for the external macroeconomic environment, global growth prospects have
soured over the past weeks, owing to prolonged lockdowns and reduced policy support
in China, combined with tighter financial conditions squeezing demand in the US and
fuelling speculation that the previously robust US growth picture could crack.

For these reasons, we have adjusted our structural USDCAD forecast upward to 1.27 at
the one-month horizon, since the global macroeconomic backdrop now provides less of
a tailwind to the pro-cyclical CAD. Additionally, we have raised our 3-month forecast to
1.28, while maintaining our view that USDCAD will return to the 1.30 level in the second
half of the year as global growth conditions moderate, under our base case that the BoC
struggles to keep pace with the Fed in raising interest rates. The risks to our forecasts
have increased and are largely tilted toward loonie weakness now that growth prospects

Looking to the future, although Canada’s economic fundamentals haven’t 
materially changed since the publication of our CAD Outlook last month, 

economic data must be viewed with the knowledge that it tells us about the 
recent past on account of its publication lag. 

This moderated global bond yields, maintained pressure on US equities, and 
resulted in a mildly stronger dollar. For USDCAD, these developments prevented 

the risk premium from falling in the manner we expected. 

https://www.monexeurope.com/news-analysis/forecasts/monexs-may-2022-fx-forecasts/


May 2022

USDCAD
Update

Disclaimer

This information has been prepared by Monex Europe Limited, an execution-only service provider. The
material is for general information purposes only, and does not take into account your personal
circumstances or objectives. Nothing in this material is, or should be considered to be, financial, investment or
other advice on which reliance should be placed. No representation or warranty is given as to the accuracy or
completeness of this information. No opinion given in the material constitutes a recommendation by Monex
Europe Limited or the author that any particular transaction or investment strategy is suitable for any specific
person. The material has not been prepared in accordance with legal requirements designed to promote the
independence of investment research, it is not subject to any prohibition on dealing ahead of the
dissemination of investment research and as such is considered to be a marketing communication.

Monex’s updated USDCAD forecasts

1-month 3-month 6-month 12-month

USDCAD 1.27 1.28 1.30 1.26

in major global economies including the eurozone, UK, and US have diminished, raising
the probability that one or more could tip into a recession. Not only will this weigh on the
loonie through the impact on global growth conditions, and in turn commodity prices
through reduced demand, but also through weaker market risk sentiment.


