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Bank of Canada is not afraid of diverging
from the Fed

The BoC cut rates by 25bp to 4.50% and signalled more cuts are likely
on the way. The BoC-Fed policy rate gap is at the widest since 2007
(100bp) and markets are doubting a September cut probably for this
reason. However, Governor Macklem has sounded relaxed on Fed
decoupling, so a September move is clearly possible if Canadian data
keeps deteriorating

We expect the Bank of
Canada to resume
cutting interest rates
this year, potentially
even twice

A dovish cut

The Bank of Canada cut rates by 25bp to 4.50% today, in line with our call and market pricing. The
accompanying statement and press conference opening remarks by Governor Tiff Macklem
reinforced market expectations for more rate cuts.

The BoC has added emphasis on growth risks

Article | 24 July 2024 1



THINK economic and financial analysis

Macklem put more emphasis on downside risks for the economy: We need growth to pick up so
inflation does not fall too much, even as we work to get inflation down to the 2% target”. That is a
rather dovish point, further reinforced by this remark: it's reasonable to expect further cuts”. At the
same time, some words of caution on disinflation were understandably included in the statement
and the meeting-by-meeting, data-dependent approach remains the basis for further policy
decisions.

New quarterly projections were released, and include headline and core inflation hitting the 2.0%
target by the end of next year. GDP for 2024 was revised lower from 1.5% to 1.2% and from 2.2%
to 2.1% in 2025.
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BoC doesn’t seem concerned about Fed divergence

One concern that had led some analysts to call for a hold today is the widening gap between BoC
and Fed rates, which currently stands at -100bp. That is the widest negative spread since 2007,
and should the BoC cut again before the Fed, it would be the widest in over 25 years. But is this
really a concern for the BoC?

Governor Macklem said today that he does not expect policy divergence from the Fed to be a
serious issue. This is understandable, considering the disinflation process is at a more advanced
state in Canada compared to the US, and the jobs market is crucially looser, with Canadian
unemployment at 6.4%, which is 2.3% above the US one.

Macklem has sounded relaxed on moving independently from
the Fed

On the FX side, there may be some concerns that that CAD weakens excessively against USD on
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the back of BoC-Fed divergence. However, we must note that the latest BoC statement and
monetary policy reports make no mentions of FX-related risks for inflation. Incidentally, the
USD/CAD rally since mid-July and after the BoC cut has been a mere 1.2% compared to much
wider moves in other G10 pairs. Discussions on an excessively weak currency shouldn't arise as
long as USD/CAD stays below 1.40 (currently 1.38), if not more in our view.

Two more cuts, risk of three

Despite a dovish meeting today, markets are pricing in only -15bp for the 4 September meeting,
probably since the BoC meeting is two weeks before the Fed one. The pricing for year-end has
been hovering around -45bp after the cut.

Our latest BoC call was in line with market expectations, as we saw a pause in September followed
by back-to-back 25bp reductions in October and December. However, today's relaxed comments
by Macklem on Fed decoupling mean higher chances of a September cut. Much will depend on
whether inflation continues to edge lower in Canada and probably even more if the jobs market
and broader economy show further signs of deterioration. After all, it appears that Macklem has
pivoted to a less inflation-focused to a more growth-focused approach today.

The chances of a September cut have risen

Obviously, Fed pricing will have some effect: if markets price out a September Fed cut, they may
also partly price out a September BoC cut. In our base case, however, the Fed will cut in September,
and if domestic conditions allow the BoC may well reduce rates two weeks before the Fed then. At
that point, risks would be skewed for two more BoC cuts by year-end (so 125bp in total for 2024).

CAD: Still protected

The Canadian dollar hasn't really taken a hit from the BoC cut, which was fully priced in. The loonie
has recently been significantly more protected than the likes of AUD, NZD, NOK and SEK (more on
those last two here). That will probably continue in the near term as the risks associated with a
new Trump term hit the loonie exponentially less than other high-beta G10 currencies, and the
better liquidity of CAD shields it more against risk-off moves.

CAD is less vulnerable than other G10 high-betas

That said, the widening USD-CAD rate differential means that there will be pressure on USD/CAD to
keep appreciating. A break above 1.380 is very much possible and the move can extend to 1.390
should markets price in a September BoC cut. Beyond the near term, USD/CAD is still probably due
a correction once the Fed easing come through. A return below 1.350 remains our medium-term
call.
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