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Highlights

* The Canadian dollar has been an outperformer in global currency markets. This has occurred alongside strong commodity

prices and a hawkish Bank of Canada.
*  'The move higher parallels closely with past run-ups in the loonie, signalling that further upside in the currency may be limited.

'The Canadian dollar has been on a spectacular run. Since the start of the year, the loonie has appreciated over 3% against
the greenback, ranking it as the best performer amongst G10 currencies. At 81 US cents, this is the highest level the loonie
has been since early 2018.

'The rise in the Canadian dollar has occurred on the back of two strong narratives. The first is the run-up in commodity
prices. With global manufacturing accelerating, everything from lumber to oil is in high demand. As Canada is a global
leader in the production of commodities, as prices rise, more money flows into Canada through the export channel, leading
to a strong correlation between commodities and CAD (Chart 1). The last time CAD appreciated to current levels, it hap-
pened alongside a similar move higher in commodity prices.

'The second factor driving CAD has been the Bank of Canada (BoC). Due to the resilience of Canadian businesses and con-
sumers in the face of the pandemic, the economy is expected to be running at full capacity by the middle of next year. The
BoC acknowledged the same last week when it upgraded its outlook and signaled earlier than expected rate hikes. The bond
markets have started to price this outcome. Importantly for CAD, the same cannot be said for the Fed and US yields. In
Chart 2, we show the Canada-US 2-year government yield difter-

ential. With Canadian yields rising more than US yields, there is Chart 1: CAD and Commodity Prices
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CAD to a closing high of 83 cents.
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Chart 2: Yield Differentials Favor CAD
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So, what's next for CAD? Another leg higher in the ex-
change rate would require even higher commodity prices
and a Bank of Canada that significantly races ahead of the
Fed. We saw that happen right after the Global Financial
Crisis, when WTI reached a cycle high of $114 a barrel and
the BoC raised its policy rate to 1% (while the Fed firmly
kept its rate at the floor). We are not expecting either of
these events to happen again. The supply/demand balance
in commodities supports current prices, but not a return
to historical highs. Additionally, the Bank of Canada may
be poised to raise rates within the next two years, but with
the U.S. economy surging and the Fed won't be far behind
the BoC, if at all. All of this support the Canadian dollar
slightly above 80 US cents, but not much more than that.
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